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   To our parents, who gave us 
 inspiration.   
 To our children, who gave us 
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 To our spouses, who gave us 
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  PREFACE TO THE THIRD EDITION 

 When we started this project, the idea of a small business book which focuses on traditional small 

business was a bit of an uphill climb. It was not obvious to everyone that such a book would look 

different enough to be distinctive. In the end, that approach struck a responsive chord in more people 

than we expected, and as a result  Entrepreneurial Small Business ’s acceptance in the minds of fac-

ulty and students is far greater than we ever had hoped. 

  We want to thank the hundreds of professors and thousands of students who have made  Entre-

preneurial Small Business  the success it has become, and in particular we want to thank the dozens 

of faculty and students who have offered their suggestions and corrections to help strengthen this 

edition. We want to start with the Entrepreneurship Teaching Team at Saint Louis University—

professors Jintong Tang and Vince Volpe and adjunct instructors Tim Hayden, Trey Goede, Steve 

Wideman, Paul Scheiter, Andrea Hibbeler, Jim O’Donnell, Steve Epner, Liz Krus, Ron Roy, Bill 

Deemer, Terry Donahue, and Ron Rubin—who live with  ESB  on a daily basis and provide an ongo-

ing stream of insights and suggestions. 

  This third edition has been perhaps the most fun in terms of its challenges. From our readers, 

we’ve learned to trust our approach, but they have also told us which sections are the best, and chal-

lenged us to use those as a template for all the sections of the text. So on the one hand, we’ve worked 

to streamline many of the chapters for the third edition, whereas on the other hand, for everything 

we cram into the text, we are always being told, “please add this the next time.” In some cases we’ve 

had to rethink our approach to cover all the bases and do so in a streamlined way. We both worried 

about book bloat as each edition needs to cover more and more. Hopefully we’ve kept the bloat at 

bay for one more edition. 

  If the second edition showed a focus on the Web and on the many free videos out there to be 

used in our classes, this edition is more focused on giving your students new ways to learn the key 

skills that are so much a part of the  ESB  experience. We have added over two dozen short how-to 

videos which we hope will help students master the tremendous opportunities for researching busi-

nesses and ideas using the Internet. We have tweaked Skill Modules and cases in the text, and keep 

looking for new opportunities to share with you. 

  We continue to work on the business plans and feasibility studies, and for this edition bring all of 

the plans from the first and second editions together. We include on our Online Learning Center 

Serenity Spa (authored by Brittany Crittenden, Gary Hartmann, and Michael Zimmer), which in-

cludes a feasibility study and business plan, and Vivid Sky which includes the business plan and a 

private placement memo. Of course, we remain in debt to Jordan Koene, Kevin Antes, and Chris 

Wallace for their work on the original version of MyLibros.com, which you can find in the text. 

These text-based and online examples will help you see the development of ideas and businesses as 

they work on the different milestones in the process of launching a firm of their own. 

  Vivid Sky’s story also appears repeatedly throughout this edition of the text. We are deeply in-

debted to Tim Hayden, founder and CEO of Vivid Sky, for sharing the inner workings of his busi-

ness. Realize that he did this as part of the ESB community. Tim taught as an adjunct instructor in 

the Entrepreneurship Program at Saint Louis University, and used  ESB  since its initial release. He 

gave us unprecedented access to his story because he believes in  ESB ’s approach, and knows the 

value of a story told from an insider’s perspective. 

  It is hard to believe, but as we are putting this third edition to bed, we are already trading notes 

about the fourth. The important notes are those you share with us. What do you think? Let us know. 

  Welcome to the  Entrepreneurial Small Business  experience.  
   Jerome A. Katz  

  Saint Louis University   

 katzja@slu.edu   

   Richard P. Green II  

  Texas A&M University–San Antonio   

 rgreenii@satx.rr.com     



 This book got its start with a simple question from my mother, “What is the difference between what 

you teach and what your father did for a living?” 

  We were sitting  shiva  (which is the ancient Jewish tradition of mourning), in this case after the 

death of my father, a Polish immigrant to the United States who had been a small business owner 

for almost 50 years at the time of his death in 2003. When sitting  shiva  the immediate family mostly 

sits and reflects and prays for a week, so my mother, sister, and I had plenty of time to talk. And 

talking as we did, the question came up. 

  I gathered my thoughts for a minute. First off, I realized that throughout his life my father had 

picked up on my comments about the very rare high-growth, high-tech businesses that came through 

my class. Somehow he thought that was who I had as my run-of-the-mill student. That was funny to 

me, because in teaching entrepreneurship for nearly 20 years, fewer than a dozen of the several 

hundred business plans I worked on involved high-growth, high-tech firms. 

  But thinking about what my father heard, I realized that I talk about two sets of rules, one for 

when I have a potentially high-growth business and another for the more conventional businesses 

that most of my students start and that my own father had mastered three times in his life. The an-

swer to my mother came out this way:

Conventional Small Businesses High-Growth Ventures

Imitation Novelty

Autonomy Involve key others

Control as goal Growth as goal

Financial independence Wealth

Fund with your own money Fund with other peoples’ money

Cash flow as key Profits as key

Cash crunch? Tighten belt Cash crunch? Sell more

The list goes on, and you will have a chance to see it in Chapter 1, but this gives you an idea of the 

difference. I told my mother that when I am teaching to students who have really big dreams, I try to 

get them to create businesses that would be innovative, using new technologies or markets. These 

would be businesses that could grow to be big businesses, creating major wealth for their founders. 

The founders are in it for the wealth. They expect to go after others’ investment in the business and 

they expect to give away some of their autonomy along with their stock. My father’s businesses were 

imitative, businesses like those already existing. He did the businesses to have a comfortable income 

and wanted to limit his growth to what he could comfortably control personally. No investors, no 

one second guessing him. When times got tough, my father would cut his expenses; in a high-growth 

business that’s when it needs to sell more. My father’s business was built on his personal reputation, 

while high-growth firms try to maximize the reputation of the firm or its products. 

  I kept talking, but as I listened to myself, I realized that I had never seen a book that talked about 

small business the way I described it. I have students who have started such businesses—in fact the 

vast majority of my students have started businesses in their own ways much like my father’s three 

firms. I continue to help those alums out with advice, just as I did my father and his business. But in 

the end, what was important was that they  were  a different kind of business, and I felt that no book 

really addressed it that way anymore. 

  That was why I decided to write  this  book, and get Richard to join me in the effort. Why Richard? 

Because I knew a person with a story like his would make a great co-author for a book like this. His 

story goes like this: 

  “When Jerry first asked me if I would be interested in co-authoring a new small business manage-

ment text, I was a bit reluctant. Where would I create time for such a daunting task?” I asked myself. 

“But when he described his vision—a text about starting and managing the type of small businesses that 

we patronize every day—restaurants, beauty salons, plumbing companies, lawn care firms—I became 

enthusiastic. Yes, I definitely wanted to be part of a project that would deal with the 98 percent of busi-

nesses that start small and stay that way, not the 2 percent that become CNNs, Oracles, and Dells. 

  PREFACE 



  “In many ways, I exemplify the type of entrepreneur for whom we wrote this book: people who 

start and operate the many ordinary enterprises with which you do business every day. 

  “I come, unlike Jerry, from a family of employees. Neither of my grandfathers and none of my 

many uncles and aunts were ever business owners. My father began working as an employee while 

he was still in high school, and he continued as an employee until his retirement. I, on the other 

hand, started my first entrepreneurial enterprise the summer I was 12. I began my first “real” busi-

ness the summer I was 18. In the years since, I have started several businesses and purchased three. 

In between businesses I have been, as my father and his father, an employee. 

  “Not a single business that I have owned has ever been high tech, high growth, or even high in-

novation. I started every one either because I needed a source of income right then or because I ex-

pected to lose my current job very soon and didn’t want to live on unemployment. I have been an 

owner-manager in the electrical sign business, structural steel erection, light manufacturing, con-

sumer electronics retailing, real estate brokerage, construction, farming, and lodging. 

  “Why so many businesses, you may ask. My mother probably would say that I have a short at-

tention span. However, the real answer is that each time I started a business I took the first opportu-

nity available, not necessarily the best opportunity. And what was the result? Some, such as the 

Grandview Sign Service Co., went broke (but not before it paid for flying lessons). Signgraphics, 

Inc. was sold. Paul’s Sound Shop was a victim of recession. Real estate brokerage was financially 

very successful, but I hated the business. When my top producing salesman finally passed his bro-

ker’s exam, I eagerly made a deal for him to buy the company. I am still actively engaged in con-

struction and in the lodging industry. 

  “My interest in entrepreneurship as a field of study stems from this varied experience. I asked 

myself many questions, including, Why did I just make a living in the sign business, while Ted 

Turner made himself a billionaire from the same beginnings? Why is it that Paul’s Sound Shop 

didn’t become a retail behemoth as Best Buy did, although both started about the same time? And 

am I a success because I made money in several different businesses, or a failure because none be-

came big businesses? This book is largely the result of my search for answers to these questions.” 

  Together, Richard and I crafted our approach for  Entrepreneurial Small Business,  and as we will 

point up in the business planning chapter, all plans start with a vision.  

 The ESB Vision  
 In  Entrepreneurial Small Business,  you will not find a lot on venture capital, and very little on stra-

tegic concepts like “first to market.” What you  will  find is a lot of coverage of the kinds of busi-

nesses most people (and especially most undergraduate and lifelong learning students) really  do  

start—small businesses in traditional industries and markets. These businesses are vitally important—

we will tell you why we think so in a moment—and helping them survive has long been an art. 

Today like never before, that art is supplemented by science, and that is where your class—and this 

book—can help. In  ESB  we try to build a book that can combine the art of small business survival 

and the science of small business. If you can get the benefit of both  before  you get into your busi-

ness, you are likely to do better than someone who has to get by with the advice they can catch on 

the fly as they get started. 

  Over the past 10 years, there has been a quiet revolution among professors of entrepreneurship 

and small business. Together they control resources such as entrepreneurship centers, endowed 

professorships and chairs, and even endowed programs worth more than  1 billion dollars.  They 

dedicate a portion of that to research, and governments around the world contribute even more. 

Today, more than 40 countries annually survey their people to determine the level of entrepreneurial 

and small business activity (check  www.gemconsortium.org  to see the results). Another group 

called the Panel Study of Entrepreneurial Dynamics (PSED) has been tracking hundreds of people 

in the process of starting businesses to see what they encounter. Look at  http://projects.isr.umich

.edu/psed/  to see its results. We have even had the privilege of working together to contribute some 

of the questions asked in the PSED. 
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  There are more than 50 journals in which professors write about what works and does not work 

in small firms. What this means is that for most of the topics of concern to small business owners, 

there are actual results helping define what works and what does not. What is great to see is that 

much of the new knowledge supports the best practices we have come to know—careful cash man-

agement, planning, customer focus, making loans that make financial sense, getting advice from 

others, and networking, for example—and they continue to make sense in research as in practice. 

  And sometimes the research helps us improve our thinking. Today we have whole sectors of 

strategic planning that work on the assumption that your business is entering a crowded industry 

(like being the eleventh Italian restaurant to open in town). Those sectors of strategic planning focus 

on how to get established and be noticed by customers already flooded with choices from your com-

petitors. This new knowledge pops up in unexpected, but welcome places—like substituting com-

petencies for personality profiles in deciding who should be successful at becoming an owner—but 

the point of  ESB  is to get that knowledge and make it available to you, the small business owner of 

today or tomorrow. You and your business deserve every break you can get, and our economy and 

society  need  you to survive and succeed. 

  Why is that so important? That has been the other revolution, and it has proceeded with a bit more 

fanfare than the academic research one. It turns out that small business is essential for big business, 

and it is essential for high-technology, high-growth business, and it is essential to our communities. 

In a world of relentless cost cutting and global competition, big businesses outsource everything but 

their most critical tasks. Often the best expertise, the best service, or sometimes even the best price 

exists in small businesses. Whether it is janitorial services or new product development, big busi-

nesses increasingly depend on small businesses to get their jobs done. 

  Small business is essential to our communities in much the same way. If you come from a small 

town or a neighborhood that gets passed-by by the big chains, you know how important small busi-

nesses can be. Without small businesses, there might be  no  places to buy products or needed ser-

vices. Big business and small communities depend on small business to get the job done. 

  For high-tech businesses, the same argument can be made, but there is also another issue—that 

small business  defines  the community in important ways. If you work in IT, biotech, nanotech, 

medicine, media, or the like, when you finish your day in the lab or cubicle, where do you want to 

be? In a soulless, interchangeable town or a vibrant and diverse locale? These members of the “cre-

ative class,” as Richard Florida calls them, are demanding customers. They make their livings from 

their minds, and those minds crave stimulation, whether at work or at play. A big part of stimulation 

comes from being diverse, different,  special,  and that is where small businesses come into play. You 

can go to a dozen different small coffeebars, and each is distinctive. Go to a dozen Starbucks, and 

they are all pretty much the same. There are times we all crave the expected, but the creative class 

also often craves the unexpected, and that is much more likely in small businesses than chains and 

large firms. No high-tech center can survive as a place to live without the excitement and variety a 

population of small businesses can provide. 

  The fact is that  every  small business is important, for two reasons: first, because we can never be 

sure which ones are unimportant (if you can believe there could be such a thing), and second, it takes 

a lot of small businesses to support and enable one billion dollar business. 

  For us, one of the lessons of the PSED was that while high tech might be the ship folks hope will 

come in, for it to work that ship needs to be supported by an ocean of small businesses. Billion dol-

lar high-tech companies are rare. Less than one in 100,000 start-ups achieves that billion-dollar 

level. The irony is that  nobody  knows which of the next 100,000 start-ups is going to be that next 

billion dollar business. All we can do is try and start as many as possible, knowing the more that get 

started, the greater the chance of that one breakthrough success. 

  And the fact is that nearly every big business got its start as a small business. HP really  did  start 

in a garage, and Walmart started small in rural Arkansas. They are giants today, but some part of 

their culture got defined in those early days when they were small businesses. When they started, 

none of their founders  knew  they were going to become billionaires, and neither did their investors, 

bankers, lawyers, or friends. You start your business, you take your chances, and the rest of us hope 

you make it. 
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  In the meantime, however, those hundreds of thousands of starts literally help support big busi-

ness and high-tech businesses. They do this by providing jobs and wages to half the country so 

people can buy things. They do this by providing products and services to big and high-tech busi-

nesses, and they do this by training and preparing the next generation of workers and owners. Small 

businesses for the past 25 years have been the major source of new jobs created in the United States. 

While the Fortune 500 have cut their payrolls by millions, the slack created has been filled by small 

businesses and especially those small businesses that grow to multiple sites or multiple shifts. 

  When you start on the path to creating your own small business, you make life better for us all. 

 Entrepreneurial Small Business  is dedicated to giving you the specific help you need to get started 

and be successful.    

 The ESB Network  
 If there is one key lesson of  ESB  it is that “help helps.” It turns out that entrepreneurs who get help, 

whether from consultants, lawyers, industry or trade associations, mentors already in the business, 

incubators, small business development centers, or (gasp!) even business school professors do sub-

stantially better than those who try to get by alone. That is true for us too. As that body of small 

business knowledge grows, it also grows more specialized. For creating  ESB,  the key question we 

always asked ourselves was, “What is absolutely necessary for our students to know in order to suc-

ceed?” We tried wherever possible to get to the point quickly, and give the points that are essential. 

To do that across fields ranging from A (accounting) to Z (zoning), we needed help. 

  To get us pointed in the right direction and help us make informed decisions about what was 

absolutely important and absolutely right, we depended on our network. Over the years, through 

work with students pursuing their Ph.D.s at Saint Louis University’s John Cook School of Business, 

and through work with professors at other schools, we developed a network of colleagues, just as 

you will discover we suggest  you  do. 

  These colleagues include graduates of the doctoral program who worked with Jerry: Co-author 

Richard Green, CPA, an expert in accounting and now a professor at Texas A&M University—San 

Antonio; Kathy Lund Dean, an expert on ethics, now teaching at Idaho State University, Pocatello; 

Father Gregory Konz, an expert on women’s and ethnic entrepreneurship at Regis University, 

 Denver, Colorado; and Susan Peters, an expert in marketing, who is now the Forrest S. William 

Professor of Entrepreneurship at Francis Marion University in Florence, South Carolina, and who 

was assisted by Brianna Zhang of the Small Business Institute. We also depended on other profes-

sors at Saint Louis University, such as Laurel Boone, JD, an expert in business law; and Scott Sa-

franski, an expert in organizational processes. The members of the network who did not pass through 

Saint Louis University included Lisa Gundry of DePaul, who is one of the nation’s top experts on 

creativity in business, and Janice Jackson of Warren Wilson College, Asheville, North Carolina, 

who is an expert on minority issues and educational design. 

  It is common for texts these days to make use of a number of outside experts, but what is unusual 

about this group is that they have known and written together for most of their professional lives. 

The people mentioned above have authored more than three dozen papers together over the past 

15 years in small business, entrepreneurship, and other business disciplines. This group has been 

instrumental in creating an approach to small business and entrepreneurship that is strongly identi-

fied with Saint Louis University’s John Cook School of Business and has been part of the reason the 

school’s entrepreneurship program has held one or more national rankings every year since 1994. 

 ESB  in many ways is the culmination of a view of small business we have been working on for more 

than a decade. 

  It makes for a very strong sense of shared vision and a strong shared basis in our common disci-

pline, small business. This extended even to our ancillaries (which is what publishers call the addi-

tional materials that go with a textbook), which includes network members such as Susan Peters, who 

handled the student and instructor guides, and Pamela Williams, who got her doctorate at SLU and 

now teaches at Quincy University, who handled getting the original PowerPoint slides together. 
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  One other aspect of this group and the co-authors is that by and large they have been entrepre-

neurs and worked with small businesses. We all consult for small businesses as well as work with 

them through our schools and classes. Richard has consulted with small, entrepreneurial businesses 

in Missouri, Texas, Mexico, and Venezuela; Jerry with small businesses in Tennessee, Mississippi, 

Michigan, Pennsylvania, New Jersey, Missouri, Illinois, Croatia, Israel, the West Bank, and Sweden; 

and Susan worked with businesses in California, Tibet, Venezuela, Malawi, and Poland. The list 

goes on, but the point is that a part of the shared vision is rooted in the idea that research is not 

enough; staying involved with small business is central to being effective in teaching it. 

  We also want to thank a remarkable group of students, who agreed to share their work with you. 

Every business plan, industry analysis, marketing plan, and feasibility study you see in this book or 

on our Web site was authored by a student. This gives you a very realistic idea of what students  can

do using the ideas and approaches in  ESB.  Our thanks go out to our students and alums of the Entre-

preneurship Program at Saint Louis University (in alphabetical order): Kevin Antes, Tiffani Cage, 

Brittany Crittenden, Julia Dalton, Rebecca Ellis, Beatrice Emmanuel, Collin Fischer, Tim 

Geldmacher, Alon Ginzburg, Gary Hartmann, Tim Hayden, Patrick Hughes, Caroline Jack, James 

P. Keating, Scott Kettner, Jordan Koene, Angela Lawrence, Eric McMahon, Plamen Radev, Theresa 

Resnik, Todd Robben, Kristin Scully, Jonathan Taulbee, Denis Thein, Tim Tobben, Chris Wallace, 

Dan Watkins, and Michael Zimmer. The business plan class where these students did their work has 

always been co-taught by Jerry and an entrepreneur, and those entrepreneurs left their mark on the 

plans you see. They included Steve Wideman of Credit Control LLC, Deborah Wagnon of Acumen 

Consulting, Dave Schnedler of Schnedler & Company, Thomas Wong of St. Louis Capital, Steve 

Rull of Hancock Securities, Robert Vitale of the Westgate Group, Rich Pisani of American Market-

ing Group, and two now-retired entrepreneurs—Terry Dougherty and Madonna Laws-Lowell. Even 

when Jerry was on sabbatical, the course stayed in-network, being taught by names you have heard 

before—Tim Hayden, Deborah Wagnon, Richard Green, and Kathy Lund Dean. 

 As you would expect with our network of colleagues, there is also a host of students at other 

schools who contributed to the materials you see in  ESB.  These include Shannon Sheehee (Califor-

nia Polytechnic University–Pomona), Yong Xu (California Polytechnic University–Pomona), 

 Mingkit “Jerry” Lai (California Polytechnic University–Pomona), and Laurel Ofstein (DePaul). 

  One of the unpredictable benefits of starting a project like  ESB  is that you make new collegial 

relationships along the way.  ESB  gave us the chance to get to know and appreciate the talents of 

people like Rick Koza of Chadron State College, who did the initial draft of the first SIFE module 

ever included in a small business text, as well as David Tooch of the University of New Hampshire, 

who worked on most of the cases at the end of the text. Robert Ledman of Morehouse College also 

contributed the Saunders case at the book’s end. Dr. Jennifer L. D. Shaver helped by running new 

analyses of the PSED for some of the results we report in  ESB.  Ed Rogoff of City University of New 

York and Allison Lehr of CUNY’s Field Center for Entrepreneurship contributed business plans 

that their students had done according to the model used in  ESB.  

  Keeping with this networking idea, you will see that this book makes extensive use of several 

strategic partnerships. These include the Global Student Entrepreneur Awards program ( www.gsea

.org ), which celebrates collegiate entrepreneurs, the Panel Study of Entrepreneurial Dynamics, and 

Entrepreneur  magazine and its affiliates. 

  Additional online resources can be found at the Biz Info Library ( www.bizinfolibrary.org ), which 

contains articles, case studies, best practices from and/or about successful entrepreneurs, how-to ar-

ticles, entrepreneur training materials, and extensive information and data resources specifically de-

veloped to assist small businesses. The library is a joint project of the Ewing Marion Kauffman 

Foundation (www.kauffman.org), the Edward Lowe Foundation (www.edwardlowe.org), and the 

James J. Hill Reference Library (www.jjhill.org). From examples such as these, we hope you will see 

the practical value of strategic partnerships, which we talk about in Chapters 2 and 7. The fact is that 

we can show you more about the world of small business  because  of our partnerships, and that makes 

the book, and your experience, better. With  ESB  based at McGraw-Hill, we have the unique opportu-

nity to build using the remarkable resources of this great publisher, having access to  BusinessWeek

and one of the most extensive collections of text, case, and Web materials in all of academia.    
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 The ESB Package  
 Professors reading this are probably wondering how all this translates into helping them teach their 

courses. One way we hope to help is through providing “imitation with a twist,” which you will 

learn more about in Chapter 7. There are many other small business texts out there, and from an 

author’s perspective, they can be intimidating because so many of them  are  so good. So how can 

 ESB  expect to get your attention? As you will find as you look through the book, all the major topics 

you expect to see are present—that’s the imitation that is basic to all mature industries (like small 

business education). 

  What adds value are those aspects of the book that are distinctive—our “twists.” We give the 

specifics on how to sell, how to negotiate, how to ask for help, and how to handle a crisis, building 

from the best of research and professional practice. You will see it in small touches in the chapters, 

such as our discussion of issues such as when you get or use gifts as a way to fund start-ups, or why 

an LLC should be your default legal form of organization. We tried hard to give students the easiest 

introduction possible to the potentially frightening issues of accounting and financial reports.  ESB  is 

also the first book we know of that has devoted a chapter to the special needs and problems of part-

time businesses. It is the first book to embrace not just business plans, but the increasingly popular 

external projects, such as those sponsored by Students in Free Enterprise (SIFE) or the Small Busi-

ness Institute (SBI). See the Web site for these resources. We include real-life, high-quality  student 

written  examples of the reports we expect students to work up as they start their business. And all the 

while we tried to keep the  ESB  vision in the forefront—asking ourselves what the absolutely critical 

things are for our students to know in order to start their small businesses and succeed in them despite 

a lot of competition. We have tried whenever possible to focus on providing just what is needed, and 

what would be relevant for the traditional small businesses our students most often start.    

 The ESB Role/Goal/Celebration  
 This book started with a wife and mother’s simple question about the difference between the tradi-

tional small businesses her husband started and the high-growth ventures she heard about in her 

son’s stories. Today there is a groundswell of converging ideas in business, economic development, 

job creation, and government showing us that the revitalization of those traditional small businesses 

is a key component of reviving our economies and communities. 

  Our students know this. The Kauffman Foundation–sponsored surveys of youth attitudes report 

the highest rates ever recorded for young people planning to be self-employed. Adults in our neigh-

borhoods know this. Every day over 2,700 new businesses start in the United States, and about 2,695 

of them are small businesses. New forms of small business, such as eBay selling, are further swell-

ing the numbers of small businesses in ways that government record keeping does not yet record. 

Like those students and adults,  Entrepreneurial Small Business  also knows this revitalization is tak-

ing place, and we want  ESB  to help. 

  For students, we want  Entrepreneurial Small Business  to be your handbook, lightning rod, and 

motivator. When you read this book, mark it up! If something is important to the way you plan to 

run your business, dog-ear the page or highlight the material. Write how something applies to your 

proposed or existing business. If you have not started a journal for business ideas, start using the 

margins or end pages of this book to hold them. We know from experience there is a simple way to 

see if a book is really valuable. In college, the  really  valuable book is the one students do not sell at 

the end of the semester, because they actually see themselves using that book. If you are serious 

about becoming an entrepreneur and we did  our  job right, then success is measured in books kept 

and marked up. If you are serious and the book did not do the job for you, let  us  know what we need 

to do better. We got this far on the wisdom of a network of a lot of students and faculty, and as you 

go through this semester, you become part of the network, too. 

  For faculty, our job as educators is not just to know about this small business groundswell, and 

not just to help make this work, but to  celebrate  this. Academics have the power to legitimize 
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through their acceptance and support, and they have the power to propagate through their contacts 

with hundreds of students and businesses a year. But most of all, we have the power to excite and to 

energize, most often through our own energy and support and occasionally even by the new oppor-

tunities and vistas we open for our students. You and all of us collectively have an important contri-

bution to make to the revitalization of small business as a key component of the economy, just doing 

what you do every day. 

  We, the people behind  ESB,  want to be a part of that effort with you—providing the examples to 

celebrate, the realities that help prepare our students for what they will face, and most of all the 

skills, knowledge, and resources that will prove to them that most critical of concepts in life and in 

small business success—“help helps.” 

  We are the authors behind  Entrepreneurial Small Business.  We want to help. Let us know how 

we could do so better in the future. And welcome to the network!    
   Jerome A. Katz  

  Saint Louis University   

 katzja@slu.edu   

   Richard P. Green II  

  Texas A&M University—San Antonio   

 rgreenii@satx.rr.com     
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 ENTREPRENEURIAL SMALL BUSINESS: 

        Entrepreneurial Small Business  provides students with a clear vision 

of small business as it really is today. It focuses on small businesses that 

students might actually start versus high-growth fi rms dependent on 

venture capital. It presents the  realities  small business owners face every 

day and strategies for those starting or maintaining a small business. 

  There are several chapters that emphasize the distinct focus of this 

book.     

 Chapter 7: Small Business Strategies: Imitation 
with a Twist     

 Most small businesses go into established lines of business. This text 

emphasizes the benefi ts of this strategy. 

  SMALL BUSINESS REALITY:  Almost two-thirds of people starting 

business today plan to use imitation as their approach.   

 Chapter 5: Small Business 
Entry: Paths to Part-Time 
Entrepreneurship     

 Part-time businesses are tremendously 

important as they are a major portion of all 

current entrepreneurship, and it’s the way 

most people enter into self-employment. 

This chapter discusses the benefi ts—and 

challenges—of part-time entrepreneurship. 

  SMALL BUSINESS REALITY:  75 percent of 

those starting a business already work full 

time for someone else and are pursuing their 

new business part time.   

 Chapter 14: Cash: Lifeblood of the Business     

 All small businesses must understand how to manage the business’s cash 

fl ow. This chapter focuses on the basics of cash, budgets, shortages, and 

strategies to deal with cash fl ow problems. 

  SMALL BUSINESS REALITY:  About 55 percent of small businesses that fail do 

so because of cash fl ow problems.   

C H A P T E R

7   Small Business 
Strategies: 
Imitation with 
a Twist      

●  Nick Tostenrude and 

Dennis Moulton took time to 

understand their idea’s strengths, 

weaknesses, and their market. 

How did this thorough analysis 

lead to their success rather than 

an unfulfilled dream?  

C H A P T E R

5  Small Business 
Entry: Paths 
to Part-Time 
Entrepreneurship 

    ●  Kathryn Otoshi works part-time 

doing corporate graphic design 

and part-time on her passion, 

children’s books. What kind of 

business would you start if you 

went part-time?   

C H A P T E R

1414  Cash: Lifeblood 
of the Business 

    ●  Be Our Guest learned the hard 

way how much a crippled cash 

flow can hamper a business. 

Faced with several different 

options, they eventually expanded 

their credit line in order to handle 

the annual peaks and declines of 

the party supply business. Which 

route would you have chosen, 

and why?   

  WALKTHROUGH 



Finally . . . a book about the kinds of businesses 
your students are most likely to start! 

 Business Plans     

 Business plans are a part of every small business course. A business plan 

may not be necessary to start your business, but it is critical to plan and 

understand your business in any circumstance. 

 Chapter 8 includes practical information helpful to any small business owner, 

such as: 

•   The elevator pitch—how to quickly get people interested in your 

business.  

•   A single-page approach to organizing your business plan.  

•   How to write your executive summary—a key component of the busi-

ness plan.  

•   Seven types of business plans and what components they should 

include.  

•   Tips on presenting your plan, such as the seven slides of a business 

plan presentation.    

 Chapter appendixes contain samples of important business plan 

components: 

  Feasibility Plan (after Chapter 4)  

  Industry Analysis (after Chapter 7)  

  Cover Letter and Résumé (after Chapter 8)  

  Full Business Plan (after Chapter 8)  

  Marketing Plan (after Chapter 12)    

 Additional business plan supports include online examples of feasibility plans 

and business plans on the Web site. One online feasibility study and business 

plan focus on the same company, allowing you to see how the business 

developed.   

 Business Plans: Seeing Audiences and Your Business Clearly CHAPTER 8 239

 While 15 minutes sounds like a lot of time to talk, when summarizing a 40-page business plan, the time can go 

very quickly. From watching winning presentations in business plan competitions and in the real world, it is clear 

that a superior business plan presentation is usually built around seven slides. 

 1.  Introductory slide:  Has your firm’s name and the names of the owners and presenters. While showing this 

slide, you thank your listeners for the opportunity to present and explain the purpose of the business plan 

(e.g., financial, partnering). Introduce your firm by name, as well as yourself and any other people from your 

firm that you have brought with you. (1 minute) 

 2.  Product/service slide:  This slide demonstrates the product or service in terms of the benefit it provides 

customers or the problem it solves. Often a picture is included. Your talk describes the product or service in 

detail. The slide also gives the size of the target or overall market. Although you mention this, spend more 

time showing how the market has already accepted your product/service or ones like it. (3–4 minutes) 

 3.  People slide:  Investors invest in people as much as in ideas. This slide presents the key people with the 

one or two skills they have that are most persuasive in proving their expertise or their contributions to the 

business. If you have partnerships or alliances with names the listeners would know and respect, these can 

be included (often as corporate logos) and briefly mentioned. (1 minute) 

 4.  Strategy slide:  This focuses on a one or two line explanation of your strategy as it relates to your making 

profits (your overall strategy). The slide also has one or two lines explaining how you plan to make the 

majority of your sales (your sales strategy). For both, think about specifics rather than general jargon. Saying, 

“We will get business because we offer faster service than anyone else,” for your strategy sounds more per-

suasive than, “We leverage time-sensitivity in a manner superior to our competitors.” (2–3 minutes) 

 5.  Risk slide:  Admit to the two or three greatest risks or challenges facing your firm, and for each, explain 

how you are preventing, insuring, repairing, or monitoring the situations. Your goal here is to head off the 

most threatening questions by showing you are working on the problems. (1–2 minutes) 

 6.  Financial slide:  Here you give the sales, breakeven, and profit projections for the firm for the period cov-

ered in the plan. Mention the worst-case scenario projections, but explain why you think the numbers on 

the screen are the most likely ones. (1–2 minutes) 

 7.  Summary slide:  This gives a one-to-two line summary of the firm in a positive, upbeat manner (“PROmote 

Advertising’s quality service and large potential market will lead to excellent sales and profits”). Give this 

line in your most confident and sales-oriented manner and mention that you believe you have shown this 

in today’s presentation. Include a line on the slide with the request from the listener (“Loan of $25,000,” 

“Line of Credit of $100,000,” “Investment of $50,000”). In covering this, explain briefly what the money’s 

use will be. There is also a line on the slide for what is offered in return (savings moved to a bank, pledged 

securities, stock in the firm for investors). You conclude with a repeat of thanks, and then ask for questions. 

(2 minutes) 

 The Seven Slides of Classic Business Plan 
Presentations 

 THE THOUGHTFUL ENTREPRENEUR 

  CHAPTER SUMMARY  

  Understand why and when to develop a business 

plan.  

●   Plans are done for external legitimacy and/or internal 

understanding.  

●   Plans are sometimes essential, and are often linked to 

improved firm survival.  

●   Different audiences seek different goals when reading busi-

ness plans.    

LO1

APPENDIX B

 Example Business Plan  

 Team Members 

Jordan Koene    jordan@ MyLibros.com  

  Kevin Antes  

  MyLibros.com  

 999 North Cumberland Ct. 

 Saint Louis, MO 63108 

 (555) 555-5555 

 sales@ MyLibros.com  

 March 2006 

 This document contains confidential information belonging exclusively to   MyLibros.com   LLC and its owners. Do not 

quote, copy, or distribute without permission.  
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 ESB Features 
 To help students learn more about the benefi ts 

of small business ownership, as well as the chal-

lenges many small business owners face, ESB is 

full of practical advice and examples from true 

small businesses in a variety of industries. Its focus 

is to give students the tools and knowledge they 

need to go out and start their small business.    

 Focus on Small Business     

 Each chapter opens with a vignette that highlights an 

entrepreneur and an aspect of a small business that 

relates to the chapter concepts. Discussion questions are 

included for students to consider as they read the chapter.   

30 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

  The  external environment  consists of everything outside the firm’s boundary. The easiest way 

to think about this very large entity is to break it into two parts. Those parts of the environment 

that directly and consistently touch on the firm are called the  task environment , because these 

are the components that directly relate to your firm performing its basic business tasks. This part of 

the environment is made up of those people your firm deals with every day—customers, suppliers, 

distributors, professional supports like accountants and lawyers, subcontractors, allies and corporate 

partners, and lenders—as well as important groups you may deal with directly less often, but that 

are always on your mind, like competitors, government, media and interest groups such as trade and 

professional associations, consumer groups, environmental groups, and so forth. 

  Because you deal with these groups on a consistent and ongoing basis, you may find yourself hav-

ing trouble recognizing new trends or changes among these members of your task environment. One 

simple way to do this is to take some time to reflect on whether and how business and relations have 

changed with each group over the past 6 months or 12 months. Another simple way is to look at the 

professional and trade publications for their industries. You can find these using the techniques given 

in Skill Module 2.1 and on the Online Learning Center. In particular, look for articles that talk about 

“trends” or “future” in the title.  

     external environment  

 The forces, institutions and people 

(i.e. the rest of the world) outside 

the boundary of the firm.    

     task environment  

 A part of the external environment 

made up of those components that 

the firm deals with directly such as 

customers, suppliers, consultants, 

media, interest groups, and the 

like.    

 Finding Your Trade or Professional Association and 
Their Magazines 

 In this skill module we will start with finding your professional or trade organization, and with that information in 

hand, find that group’s publications. There are four ways to find the organizations: 

1.   The American Society of Association Executives Gateway (http://www.asaecenter.org/directories/ 

associationsearch.cfm) has a searchable online directory of nearly 7,000 trade and professional 

associations.  

2.   An industry portal is a Web site with capabilities for multiple groups like current members, potential mem-

bers, media, and policy makers. Portals offer multiple services like disseminating documents, chat rooms, 

discussion groups, registration services, databases, and the like. Polson Enterprises maintains one of the 

most extensive industry portals pages on the Internet (http://www.virtualpet.com/industry/mfg/mfg.htm).  

3.   The Internet Public Library also has a Web page called “Associations on the Net,” which has an extensive 

listing on  http://www.ipl.org/div/aon/ .  

4.   If that does not work, most public and university libraries have Gale Publishing’s  Directory of Associations , 

which lists tens of thousands of trade and professional groups.    

  If you cannot find your trade group or association, there are three ways you could use to find the magazines 

that target specific industries and professions (called  trade magazines ). Two use an online searche. The 

best online search source is Oxbridge Communications’ www.mediafinder.com, which has over 75,000 news-

letters, catalogs, and other publications in its database. 

  Or you can try a general search on Google. Enter the name of the product or service. If it takes multiple words, 

like “child care,” put the phrase in quotation marks. Add a comma and the word  association . For this example, 

Google turns up groups such as the National Child Care Association and the National Association for Family Child 

Care. In addition, printed directories of publications by Bacon Publishing or Burrelle can be found on many librar-

ies’ reference shelves. 

     trade magazines  

 The magazines that target specific 

industries and professions.    

SKILL MODULE 

2.1

  The other, even larger part of the environment is called the  general environment . It represents 

the major forces on the lives of people and institutions like businesses, and even nations. Some 

components of this environment are easy to understand and apply to small business. For example, 

the economic sector includes the trends and current conditions of the overall market for goods and 

services, the availability of equity and credit, and employment. The technological sector includes 

innovation, invention, and modernization. The sociocultural sector includes cultures often based 

on things such as nationality or religion and subcultures which are based on groups formed around 

     general environment  

 A part of the external environment 

made up of sectors of major forces 

that shape the people and institu-

tions of the task and internal en-

vironments, such as the economic 

sector or the demographic sector.    

LO

 Focus on Small Business: 

Aaron the Cartoonist 1   

 This chapter will help you: 

LO1  Understand the scope of small business in the United States. 

LO2  Learn the differences between small businesses and high-growth ventures. 

LO3  Discover the rewards entrepreneurs can achieve through their businesses. 

LO4  Be able to dispel key myths about small businesses. 

LO5  Identify actions key to becoming a small business owner. 

LO6  Understand how small businesses are important to our economy and your 

community.   

 Aaron McGruder loved to draw cartoons. He was born in Chicago, and at age 6 he moved with his family 

to Columbia, Maryland, near Washington, DC. With the support of his parents, he kept drawing through 

his teenage years. At age 18 he went to the nearby University of Maryland, sketchbook in hand, and for 

the next three years he worked on refining his cartoons and completing his major in African American 

studies. 

  While in college, he realized he was passionate about becoming a professional cartoonist. He did a re-

search paper in which he identified America’s fewer than a dozen professional African American cartoonists. He 

learned that most professional cartoonists were self-employed, with their work distributed to newspapers by one 

of the big syndicates. Knowing that breaking into the cartooning business was going to be extremely difficult, he 

decided that he needed to perfect his cartoons but also establish himself in  the business  of cartooning. 

  McGruder started publishing his cartoons on a Web site called “The Hitlist Online,” in 1996; then in 

1997 he had them published in  The Diamondback,  an independent student newspaper at the University of 

Maryland. Later that year he was published in  The Source,  a magazine aimed at the urban music scene. 

While Aaron’s cartoons were published, he kept working on his art. This was his form of pilot testing. 

  He adapted his art. Based on feedback from his readers and editors, Aaron improved his comics. For 

example, the characters changed a lot from “The Hitlist Online” versions to those seen the following year 

in  The Diamondback,  and again when his work was syndicated through the United Press Syndicate. 

  On the business side, he leveraged himself. Aaron convinced a writer at  Editor & Publisher,  the trade 

paper for the newspaper industry, to build a story from his research paper on African American cartoonists. The 

story gave him national visibility among the publishers who would be signing the checks for his comic strip. 

  With his visibility increasing, he networked. McGruder approached the syndicates by mail and in person. 

He went to the National Association of Black Journalists convention in Chicago in 1997 and met a represen-

tative from Universal Press Syndicate (UPS)—the company that picked up the strip. 

  Perhaps most significantly, he also knew when to get help. When UPS expressed interest, he handed 

over the negotiations to an attorney (another lesson learned from the research paper), and he was able to 

keep virtually all the rights to the strip and its characters. 

  The payoff? You can say he did all right.  The Boondocks  began syndication in 160 papers in 1999, 

outdoing the previous superstar strips  Doonesbury  and  Calvin and Hobbes . The strip grew in popularity and 
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 Skill Modules     

 Skill Modules are a key component of this text. They are 

included in every chapter to help students understand 

and practice critical competencies for small business 

owners. These are resources that students can use in 

the course and that they can continue to use as they 

plan or grow their small business. 

 Examples include: 

· ·   Competency Self-Assessment  

·  ·    Checklist for Maximizing Success on 

eBay  

· ·   Sweet and Short Industry Analysis  

· ·   The Art of Closing  

· ·   Finding SBIR Grants    

 See the inside front cover for a full listing of Skill Modules.   



 Thoughtful 
Entrepreneur Boxes     

 These boxes illustrate topics 

for students who want to 

explore the more complex 

issues and practices small 

businesses encounter.   

 Small Business 
 Insight Boxes     

 These boxes include 

“under the radar” advice 

from real small business 

owners and helpful 

statistics from small 

businesses around the 

country.   

 End-of-Chapter Materials     

 End-of-chapter materials include: 

   CHAPTER SUMMARY  

 An end-of-chapter summary is included, bulleted by chapter objectives, to help students review the chapter material 

and study for tests.  

   DISCUSSION QUESTIONS  

 Discussion questions are included in each chapter that can be given as assignments 

or that can be used for in-class discussion. Suggested answers are included in the 

Instructor’s Manual.  

   EXPERIENTIAL EXERCISES  

 The experiential exercises include brief activities students can complete to get more 

information on the chapter topic, to look for additional resources, and to help build 

their competencies in a certain aspect of small business ownership. An icon indicates 

which exercises involve use of the Internet.  

   MINI-CASE  

 A mini-case for each chapter is included as an additional opportunity for the student to 

apply the lessons of the chapter.  

   SUGGESTED CASES & VIDEOS  

 A listing of full-length end-of-book cases as well as suggested video segments 

appears at the end of each chapter.     

12 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

      Getting Started Now: Entry Competencies   
 There are a million things you  could  do to start a business, but which ones are best? Sometimes the 

answer will come to you in the form of an opportunity or offer, and sometimes you’ll need to take the 

first steps yourself. In order to start a business, you need four elements to come together—boundary, 

resources, intention, and exchange. 30  This is referred to as the BRIE model, as shown in Figure 1.3. 

  A business needs the benefits of a  boundary —something that sets it up as a firm, and sets it off 

from the buying or selling or bartering we all do occasionally. A boundary can be something as 

simple as a business name or government registration, a phone or e-mail address dedicated to the 

business, or a specific location for the firm in a home, commercial space, or even on the Internet. 

LO5
  Identify actions key to 

becoming a small business 

owner.

 Every year  Entrepreneur  magazine features a group of new businesses started by people under age 40. Although 

all the businesses are successful when they make it to the magazine, for the most part their owners had to work 

hard, sacrifice a lot, and be creative in their tactics to survive long enough to be successful. Here is a summary 

of some of their most interesting advice. 

 Helping yourself while in the classroom 

●   Learn what those numbers in your business plan mean.  

●   Pay more attention in school. I wish now I had.    

 Getting help “Out There” 

●   Find entrepreneur support groups for others to talk to and bounce ideas off of.  

●   Donít be afra id to humble yourself and ask for help.  

●   Don’t be afraid to go straight to the top. Ask for the producer’s name; ask for the editor’s name.    

 Helping yourself learn in your business 

●   If you believe in it, rationalize it, go back to it, and rework it.  

●   Do a run-through on the Web, and then tweak your business model.  

●   Spend more time focusing on how it  is  going to work out than worrying about how it’s not going to work out.    

 A major part of the lesson of the 2008 Young Millionaires is as we’ve said, “help helps,” whether you get it from 

your school, fellow entrepreneurs, professional experts, or just by thinking things over carefully and constantly. 

 THE THOUGHTFUL ENTREPRENEUR 

 Start-Up Advice from  Entrepreneur  Magazine’s 
2008 Young Millionaires 29  

Boundary

Creating a place for your business—in

location and in people’s minds

Resources

The money, product, knowledge, etc.,

that make up the business

Intention

The desire to start a business

Exchange

Moving resources/products/

services in exchange for money

Your  Small Business

FIGURE 1.3

Four Elements Needed 

to Get Your Business 

Started (BRIE)
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new products. You might think this means high-tech inventions, but there is a lot of money to be 

made from everyday inventions. Consider the Buffalo hot wings in the Small Business Insight box 

below. 

 SMALL BUSINESS INSIGHT 

 The Anchor Bar looks like a pretty run of the mill neighborhood bar and grill outside downtown Buffalo, New York, 

but this unassuming place is the home of a major food invention—the Buffalo hot wing. Back in 1964, the owners 

of the Anchor, Teressa and Frank Bellisimo, started splitting wings in half, broiling (and later frying) them, then 

covering them in a Tabasco-like sauce (Frank’s, but no relation to Frank Bellisimo), and serving them with celery 

and blue cheese dressing for dipping. These came to be called “Buffalo hot wings” and became a local staple. 

And Teressa, who came up with the recipe, got the local name “Mother Teressa.” 

● Home page of the Anchor Bar, which is the birthplace of a now widely known and wildly 

popular food item, the Buffalo Hot Wing. Anchor Bar & Restaurant

 As Buffalonians emigrated to warmer places, they reported missing the hot wings they grew up with, and so hot 

wings began to appear in other parts of the country. It was only a matter of time until franchised restaurants 

grew up around the concept, and today there are chains such as Buffalo Wild Wings, Wing Zone, Wingstop, and 

Winger’s selling thousands of Buffalo hot wings and their variants. Even big business got into the act with the 

world’s largest pizza chain, Domino’s, selling its own version of Buffalo hot wings starting in 1992. Other big busi-

nesses benefiting from the innovation included big food companies like French’s (which owns the Frank’s Red 

Hot Sauce brand), making wing sauce, cooking kits, and recipe books. By 1995 Domino’s was selling 10 million 

wings a week, and Pizza Hut valued the wing business nationally at an estimated $400 million. So it is easy to see 

how small business innovations can become an important source of opportunity for big business growth. 

 Success: Mother Teressa and Buffalo Hot Wings 55  
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  EXPERIENTIAL EXERCISES 

1.    Go through the list of reasons people give for going into self-

employment, and identify which of the reasons seem to fit you. 

Explain why you identify with each reason.  

2.   Think about the list of reasons people give for becoming self-

employed. If you can, interview local entrepreneurs about 

their reasons and see how your real-life examples fit with the 

national survey results.  

3.   Check your state and locality’s Web sites for information on 

programs that support economic development through small 

business creation and job creation. You can get a start at USA. 

gov’s State and Territory Business Resources page: www.

usa.gov/Business/Business_Resources.shtml. At the state 

Web sites, look for “Economic Development” or “Business 

Supports.” Make a list of programs that might be worth looking 

into as you develop your business idea.  

4.   Look at the local newspaper’s Web site, or the bizjournals.com 

Web site for the paper in your region. Use the terms “entrepre-

neur” and “small business owner” to find articles about local 

entrepreneurs. From this, compile a list of prospective “local 

small business heroes and heroines” to serve as role models 

and prospectors for local sources of help.  

5.   For students in your class thinking about (or in the process of) 

starting their own businesses, find out which of the items on 

the BRIE checklist they have completed. Ask them which items 

they expect they will complete or get help on by taking this 

class.    

www  MINI-CASE 

  SUCHIN PRAPAISILP AND GLOBAL FOODS—“YOU WORK HARD, YOU CAN MAKE IT. 64 ”  

 Small business to the rescue! It had to be a heady day when Suchin Prapaisilp signed an agreement with 

the city of Kirkwood, Missouri, to open a Global Foods supermarket in 1998. The store had become avail-

able again. A&P supermarkets couldn’t make it there by the 1970s. National Supermarkets couldn’t make it 

there by the 1990s. And a team of local grocery managers couldn’t make it there by 1998, but Chin (as he’s 

  DISCUSSION QUESTIONS 

 1.    Describe the population of small businesses in America. How 

many firms are there and how many new firms are started 

each year?  

 2.   Why do you think 44 percent of the population says it would 

 like  to start a small business, but only about one person in nine 

who expresses an interest actually does so?  

 3.   What are the differences between small businesses and high-

growth ventures?  

 4.   What kind of reward do you think might be the one most 

often mentioned by public entrepreneurs? Independent 

entrepreneurs? Corporate entrepreneurs? Social 

entrepreneurs?  

 5.   What do you think will be some of the advantages and disad-

vantages of starting your own firm versus buying an existing 

firm?  

 6.   What are some of the franchised firms you deal with regularly? 

What do you like or dislike about them as a possible business 

you could own?  

 7.   Describe the BRIE model and how it applies to creating a firm.  

 8.   Why are small businesses better at innovation than large 

businesses?  

 9.   Why is the presence of small businesses important for large 

businesses?  

10.   Take 10 businesses that operate in your community and place 

them in the appropriate cell of the Dynamic Capitalism matrix. 

Why did you put them there?    

www
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 Cases & Video Cases     

 A case for each chapter (20 total) and 15 video cases are included at the end of the text. These cases offer 

additional opportunities for students to analyze situations in a carefully crafted case drawn from real-world small 

businesses, along with discussion questions that can be used in class or as an assignment. The Instructor’s Manual 

provides suggestions on how to use and discuss each of these cases. Videos are available on the instructor DVD. 

In addition, longer cases (most with instructors’ notes) are identifi ed. All of these longer cases are available from 

McGraw-Hill’s Create (www.mcgrawhillcreate.com). These a types of relevant cases are brought together in a new 

“Suggested Cases” listing at the end of each chapter. 

SMALL
BUSINESS

INSTITUTE 

S
B

I

Business Community

Education

Fostering
Entrepreneurial

Education Together

 Web Site Appendixes      

 CONSULTING TO SMALL BUSINESS—SBI AND BEYOND 

 Some courses give students the opportunity to work on consulting projects, or “live” 

cases. The appendix includes key guidelines and information about how to carry out 

effective fi eldwork. Information is included such as meeting with the client, setting 

objectives, preparing the fi nal report, ethical considerations, and ongoing communication 

with the client.   

 SIFE (STUDENTS IN FREE ENTERPRISE)     

 Increasingly popular external projects, like the ones sponsored 

by Students in Free Enterprise, are included on the Web site. 

The appendix introduces SIFE and illustrates the process for 

developing and completing an SIFE project.    

 The Panel Study of Entrepreneurial Dynamics (PSED)     

 The PSED was developed to provide accurate information on new small business owners and is now  considered 

by experts to be one of the best small business studies ever done. The PSED team surveyed 871 people who were 

starting or who had just started a business and surveyed them for 18 months to see how they and their business 

fared. The resulting survey is a carefully detailed and long-term look at the process of starting a small business. 

Statistics from the PSED are used throughout  Entrepreneurial Small Business  to help students understand business 

as it really is.   

  Additional Resources  
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  SHORT VIDEOS 

  Entrepreneurial Small Business Third Edition  offers an unprecedented selection of short online 

video clips (most two to three minutes) for use in the class or as supplements. Each chapter 

identifi es multiple videos from Cornell University’s eClips collection and SBTV.com, the Web’s 

only online channel for small business news and help. Many chapters also include videos 

from Stanford Technology Ventures Educators’ Corner. The Business Plan and Financing 

chapters include Elevator Pitches from MSNBC’s  Your Business . All of these videos come with 

instructors’ notes in the Video Guide, and all are available for free online at the respective 

Web sites. In addition,  ESB3  offers a Wordpress blog (http://katzesb.wordpress.com) which 

introduces two memorable commercials on themes from each chapter.    



  Supplements for Students and Instructors 

  Instructor’s Manual     

 The Instructor’s Manual includes lecture outlines, chapter summaries, descriptions of the text features, answers to end-of-chapter materials, 

additional activities, and references to relevant articles.   

 Test Bank     

 The Test Bank includes multiple-choice, true–false, and short-answer questions, along with the correct answer and a rationale for the 

answer. The Test Bank is also available in a computerized version that allows you to add and edit questions.   

 PowerPoints: New & Improved     

 PowerPoint presentations for each chapter are available to instructors and students on both the Instructor’s Resource CD and the Online 

Learning Center. Included are fi gures from the text, lecture outline material, links to relevant information on the  Internet, fi gures that  expand  

concepts in the books, and questions that can be used in class.   

 Instructor’s Resource CD     

 The IRCD includes the IM, Test Bank, PowerPoint slides, and an adjunct instructor guide for your convenience in customizing your 

lectures.   

 Small Business and Entrepreneurship DVD, volume 3     

 Seventeen videos are included, and each of the videos brings important concepts to life by taking viewers on fi eldtrips to real-life companies, 

to hear directly from entrepreneurs as well as presenting news features on small business and entrepreneurial topics. Video cases and notes 

are included for professors in the Instructor’s Manual. A wealth of shorter video clips are available on the OLC as well. Additional clips online 

include footage from SBTV, BusinessWeek.com, STVP, and the Cornell’s eClips program.   

 Online Learning Center (OLC)     

www.mhhe.com/katzesb
 The text-specifi c Web site includes a wealth of information for both students and professors. 

Professors can access downloadable supplements as well as all of the student material. The 

Student Edition includes professional resources, interactive exercises, sample business plans, 

fi nancial worksheets, video clips, key term review, additional chapter quizzes, and links for 

every chapter. Look for the OLC icon in the textbook!   

 Additional Readings     

 The Web site also provides links to free additional chapter-by-chapter readings from BizInfoLibrary.com, and the Instructors’ Guide provides 

a chapter-by-chapter mapping of readings from McGraw-Hill’s  Annual Editions: Entrepreneurship.    
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 Business Plan Pro     

 Business Plan Pro is the industry-leading business planning software program used by professionals to 

develop effective business plans. It has all you need to create a complete and accurate business plan: 

··   500⫹ sample business plans  

··   Step-by-step guidance  

··   Lender-ready documents  

··   Sales forecasts  

··   Financing tools  

··   Industry research data  

··   Ability to print and publish your plan      

 Online Courses     

 If you are interested in educating students online, McGraw-Hill/Irwin 

offers  Entrepreneurial Small Business  content for complete online 

courses. We have joined forces with the most popular delivery platforms 

available, such as WebCT and Blackboard. These platforms have been 

designed for instructors who want complete control over course content 

and how it is presented to their students. You can customize the  ESB  

Online Learning Center content or author your own course materials—it’s 

entirely up to you. The content of  ESB  is fl exible enough to use with any 

platform currently available (and, it’s free). If your department or school is 

already using a platform, we can certainly help.      

 Student Study Guide     

 The Study Guide contains various ways to review—learning objectives from the chapter, key term exercises, assessment/

concept checks, critical thinking exercises, and practice tests (and answers). This guide is now available as part of the Web site 

for student use.   
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C H A P T E R

1
 Small Business: Its 
Opportunities and 
Rewards 

    ●  Aaron McGruder and his 

creations. How did his passion 

for becoming a cartoonist help 

him break into the business? 

THE BOONDOCKS © 2005 Aaron 

McGruder. Dist. By UNIVERSAL 

PRESS SYNDICATE. Reprinted 

with permission. All rights 

reserved.   



LO

 Focus on Small Business: 

Aaron the Cartoonist 1   

 This chapter will help you: 

LO1  Understand the scope of small business in the United States. 

LO2  Learn the differences between small businesses and high-growth ventures. 

LO3  Discover the rewards entrepreneurs can achieve through their businesses. 

LO4  Be able to dispel key myths about small businesses. 

LO5  Identify actions key to becoming a small business owner. 

LO6  Understand how small businesses are important to our economy and your 

community.   

 Aaron McGruder loved to draw cartoons. He was born in Chicago, and at age 6 he moved with his family 

to Columbia, Maryland, near Washington, DC. With the support of his parents, he kept drawing through 

his teenage years. At age 18 he went to the nearby University of Maryland, sketchbook in hand, and for 

the next three years he worked on refining his cartoons and completing his major in African American 

studies. 

  While in college, he realized he was passionate about becoming a professional cartoonist. He did a re-

search paper in which he identified America’s fewer than a dozen professional African American cartoonists. He 

learned that most professional cartoonists were self-employed, with their work distributed to newspapers by one 

of the big syndicates. Knowing that breaking into the cartooning business was going to be extremely difficult, he 

decided that he needed to perfect his cartoons but also establish himself in  the business  of cartooning. 

  McGruder started publishing his cartoons on a Web site called “The Hitlist Online,” in 1996; then in 

1997 he had them published in  The Diamondback,  an independent student newspaper at the University of 

Maryland. Later that year he was published in  The Source,  a magazine aimed at the urban music scene. 

While Aaron’s cartoons were published, he kept working on his art. This was his form of pilot testing. 

  He adapted his art. Based on feedback from his readers and editors, Aaron improved his comics. For 

example, the characters changed a lot from “The Hitlist Online” versions to those seen the following year 

in  The Diamondback,  and again when his work was syndicated through the United Press Syndicate. 

  On the business side, he leveraged himself. Aaron convinced a writer at  Editor & Publisher,  the trade 

paper for the newspaper industry, to build a story from his research paper on African American cartoonists. The 

story gave him national visibility among the publishers who would be signing the checks for his comic strip. 

  With his visibility increasing, he networked. McGruder approached the syndicates by mail and in person. 

He went to the National Association of Black Journalists convention in Chicago in 1997 and met a represen-

tative from Universal Press Syndicate (UPS)—the company that picked up the strip. 

  Perhaps most significantly, he also knew when to get help. When UPS expressed interest, he handed 

over the negotiations to an attorney (another lesson learned from the research paper), and he was able to 

keep virtually all the rights to the strip and its characters. 

  The payoff? You can say he did all right.  The Boondocks  began syndication in 160 papers in 1999, 

outdoing the previous superstar strips  Doonesbury  and  Calvin and Hobbes . The strip grew in popularity and 
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controversy, appearing in more than 350 newspapers, and spawned several comic strip compilation books 

and an Adult Swim TV series starting in 2005 and continuing today. With the cable series in place and a new 

year of episodes planned, Aaron closed down the newspaper strip in March 2006. In the comic strip and the 

television series, Aaron is positioned to make more money from these than the typical cartoonist because he 

made sure he held onto ownership of more of the rights to his strips and characters than cartoonists typically 

do. He admitted to an income in the “six-figure range” for his first year of syndication, before merchandising 

or book sales kicked in. Not bad for a one-person firm start-up working from his bedroom in his parents’ 

house in Columbia, Maryland.  

 DISCUSSION QUESTIONS 

1.    How did Aaron move what was his passion and hobby into a viable business?  

2.   What did Aaron do to develop his skills as a cartoonist?  

3.   What kinds of research did Aaron use to understand the cartooning industry?  

4.   What kinds of help did Aaron use to develop his business?         

 Starting an Entrepreneurial Small 
Business: Help Helps  
 Aaron’s story makes a simple point—you  can  start a  small business , and knowledge can help. 

Aaron did it the right way—doing research, planning, networking, and seeking help when he needed 

it. By reading this book for a class, you too are approaching small business the right way, and it  will  

make a difference. 

  By taking a course in small business or entrepreneurship, you are increasing your chances for 

success. At any moment, 44 percent of the adults in the United States think about owning their own 

business, but only one person in nine who thinks about it actually starts a business. 2  Even at that 

small a rate, there are over 1 million new businesses in the United States each year. 3  There are two 

hurdles that people need to overcome to move from thinking to achieving. One of these is moving 

from inaction to action. According to Stanford University professors Gerry Salancik and Bob Sut-

ton, 4  inaction is the natural state of most people, and potential  entrepreneurs  are no exception. 

Only one person in seven of those who think about starting a business (around 7 percent of the 

population) makes any kind of effort to turn intentions into reality. Reading a book, or better yet 

taking a course, goes a long way toward getting you past the first hurdle of inaction. 

  The second hurdle is taking the  right  actions. You need to find out what you need to do to start 

a business—and  how  to do what you need to do. Skill Module 1.1 helps you learn more about these 

key resources. Small business and entrepreneurship classes or consulting advice from experts can 

help you get what you need. The goal for courses like the one you are taking and textbooks like this 

one is to get you the information you need to be successful. We know that help helps.  

LO1

  Understand the scope 

of small business in the 

United States.

     small business  

 Involves 1–50 people and has its 

owner managing the business on 

a day-to-day basis.    

     entrepreneur  

 A person who owns or starts an 

organization, such as a business.    

 The Small Business Online Scavenger Hunt 

 It can be mind-boggling to discover how much material is on the Web ready to help aspiring entrepreneurs. To 

help you get a feel for what is out there, we have put together a Web Scavenger Hunt focusing on key information. 

In a few cases like NFIB.org you may have to register, but all registrations for Web sites listed here are free. Along 

the way you will get to peruse some of the “best of the best” entrepreneurship information on the Web.  

 1.   Which two entrepreneurship magazines have a section dedicated to franchising right on the home page? 

Your choices:  www.inc.com ,  www.fastcompany.com ,  www.fsb.com  (Fortune Small Business), 

 www.businessweek.com/smallbiz ,  www.entrepreneur.com .  

SKILL MODULE 

1.1
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  The  Small Business Administration  reports that about two-thirds of new firms with employ-

ees survive four years, and for owner-only firms the rate is 50 percent surviving four years. 5  But 

people who get help do better! More than 81 percent of the clients of  Small Business Develop-

ment Centers  were still going after five years, 6  and 87 percent of firms getting help in   incubators  

were still going at four years. 7  The studies with college students in small business and entrepreneur-

ship classes show similar results for programs in the United States 8  and elsewhere. 9  Small business 

knowledge means small business success.  

 In this chapter we introduce you to small business, including the specialized language and knowl-

edge models of small business, and we take a look at people involved in small business today. Our 

goal for this book is to give you the ability to see small business as it really is.

 Defining a Small Business 
 According to the U.S. Small Business Administration, there were 27.2 million small businesses 

in the United States in 2007. 10  Small business can be defined in different ways. The U.S. govern-

ment agency that helps people start businesses is the Small Business Administration or SBA. It 

categorizes a business in the United States as small if it has fewer than 500 employees. 11  The in-

ternational community uses the term  small and medium enterprise , or SME, instead of small 

business. Among SMEs, small enterprises have 1 to 50 people, while medium enterprises have 51 to 

500 people. This text focuses on owner-managed small businesses of 1–50 people and places greater 

emphasis on the lower end of the range. 

  Our focus is also primarily on independent and owner-managed small business.  Independent  

means that the business is owned by an individual or small group rather than existing as part of a 

larger enterprise or a business whose stock can be bought on an exchange. Owner-management 

refers to constant or at least daily management of a business by its owner. It is possible to become 

an absentee owner, who profits from a business but is not involved in its day-to-day operations. 

This, however, is a different type of business with different problems from those of firms run by an 

 owner-manager . Absentee businesses are not the focus of this text.             

     Small Business 

Administration  

 A part of the United States govern-

ment which provides support and 

advocacy for small businesses.    

     Small Business 

Development Center  

 Offices co-sponsored by states and 

the federal government that offer 

free or low-cost help to existing 

and potential small businesses.    

     incubator  

 A facility which offers subsidized 

space and business advice to 

companies in their earliest stages 

of operation.    

     small and medium 

enterprise  

 The international term for small 

businesses.    

independent small 

business

 A business owned by an individual 

or small group. 

     owner-manager  

 The individual who owns and runs 

a business.    

 2.   If you wanted to find stories about business in Albuquerque (or run the name of a business from there to 

see what they have done), which site would give you the biggest selection of local stories?  www

.bizjournals.com ,  http://www.usatoday.com/money/smallbusiness ,  www.wsj.com  (The  Wall Street 

Journal  ).  

 3.   Several sources have information categorized by industry, but if you want to stay compliant with the laws 

and regulations for an industry, which is your best online bet?  www.bizjournals.com ,  www.business

.gov ,  www.sba.gov.   

 4.   Which of the following offer a free business planner link on their home page?  www.business.gov , 

 www.sba.gov ,  www.entrepreneur.com ,  www.agecon.purdue.edu/planner .  

 5.   Which of the following offer free downloadable business forms clickable from the Tools section of their 

home page?  http://www.usatoday.com/money/smallbusiness ,  www.entrepreneur.com ,  www.sba

.gov .  

 6.   Which site has relevant small business information organized by state?  www.nfib.org ,  www.sba.gov , 

 www.inc.com .  

 7.   Who offers online videos about small business topics?  www.inc.com ,  www.sbtv.com ,  http://www

.usatoday.com/money/smallbusiness ,  www.sba.gov .  

 8.   Which of the following sites would connect you to answers from the nation’s largest surveys of current 

business owners?  www.sba.com ,  www.bizstats.com ,  www.411sbfacts.com .  

 9.   You can search for patents for free at  www.google.com/patents  or  www.uspto.gov . Which will also let 

you search for trademarks?  

10.   If you want to find out what the profit margins are for businesses in the restaurant industry, which site 

would give you the answer?  www.sba.gov ,  www.entrepreneur.com ,  www.bizstats.com .   

 By the time you have checked out these sites, you will be up to speed on some of the largest and most credible 

sets of free, high-quality small business information available today. 
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 Small Business Owners and Entrepreneurs 
 Truly entrepreneurial businesses are characterized by  novelty , in their products, services, or 

business models. Small businesses, on the other hand, are  imitative  in nature, with most small 

firms doing what other firms do, with only slight variations. But when we think about the 

people who start firms for the first time, the situations they face are situations of novelty. So 

whether they start the successor to Amazon.com or the pizzeria on the corner, the person who 

starts a business is living the life of the entrepreneur. We recognize this distinction and address 

the challenges facing entrepreneurs, while focusing on the small businesses they plan to create 

or enter. 

  In  Entrepreneurial Small Business  we use the popular broad definition of  entrepreneur  12 —anyone 

who owns a business is an entrepreneur. This, of course, means anyone who is a small business 

owner is an entrepreneur. 13  It also means that the  self-employed , anyone who works for himself 

or herself instead of for others, is also an entrepreneur. According to the Census Bureau, there 

were about 16.3 million self-employed people in 2006. Within the population of entrepreneurs, it 

is sometimes useful to split out certain groups. One of these is  founders , the people who start a 

business, whether it is one of their own devising, or a  franchise , which is a prepackaged business 

you buy or lease from a franchisor. Other groups consist of  buyers , those who purchase an existing 

business, or of  heirs , those who inherit or are given a stake in the family business. These roles deal 

with the entry stage of the business from the perspective of the entrepreneur. After entry, another 

role emerges, that of the owner-manager, the role in which most entrepreneurs spend their working 

lives. Throughout this text the terms  small business owner, entrepreneur,  and  self-employed  are 

used interchangeably. When founders or buyers or postentry owner-managers are discussed, we 

specify which one is the focus.   

 Small Businesses versus High-Growth Ventures 
 You’ve probably heard of Dell Computer’s founder Michael Dell. He is a billionaire and famous 

for the business he built. But did you know that Dell Computers wasn’t the first business he started? 

Before he was 10 years old, Dell started selling collectible stamps through the mail. 14  He typed his 

catalog one key at a time since he had never learned to type, and he made $2,000. His next busi-

ness was selling newspaper subscriptions by phone from home; he made $18,000 on this venture. 

His third business was reselling IBM PCs from his dorm room at the University of Texas at a time 

when IBM was trying to limit sales to official IBM dealers like Sears and IBM’s own personal 

computer stores. 15  It was Michael’s fourth business, selling PCs, that led to the Dell Computer we 

know today. 

 Michael Dell’s four businesses point up the difference between small businesses and high-growth 

ventures. Both may be small when they start. However, small businesses are usually intended to re-

main small, generally a size that the owner feels comfortable controlling personally. For Michael 

Dell, his stamp, newspaper, and IBM PC resale businesses were designed to be small-scale opera-

tions that he could handle alone. He did everything himself, and he worked when he wanted to. The 

businesses were fairly conventional, with dozens or even hundreds of competitors all imitating one 

another.

  High-growth ventures start small but are intended to grow rapidly, often requiring a team of 

partners or managers to handle the growth. When Dell got serious about the upgraded PC business, 

he created a company and started hiring others to help out. He moved from his dorm room to a com-

mercial location, kept open regular hours, and started thinking about putting together a much bigger 

operation. That much bigger operation is the Dell Computer known worldwide today. While the 

computer business as a whole was established, Dell’s approach to assembly from highly standard-

ized (and therefore low-cost) parts was fairly revolutionary, as was his use of mail-order and later 

telephone and Web-based ordering. In his fourth business, Dell led the industry, and others imitated 

him. 

  The differences between small businesses and high-growth ventures aren’t just semantic. 

They’re fundamental. Table 1.1 shows the differences between small businesses and high-growth 

ventures. 

     novelty  

 Characterized by being different 

or new.    

     imitative  

 Characterized by being like or 

copying something that already 

exists.    

     self-employed  

 Working for yourself.    

     founders  

 People who create or start new 

businesses.    

     franchise  

 A prepackaged business bought, 

rented, or leased from a company 

called a  franchisor .    

     buyers  

 People who purchase an existing 

business.    

     heir  

 A person who becomes an owner 

through inheriting or being given a 

stake in a family business.    

LO2

  Learn the differences 

between small businesses 

and high-growth ventures.
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  People starting high-growth ventures need to 

know how to seek and obtain external financ-

ing, particularly venture capital. They also need 

to know how to dominate the market and grow 

dramatically and quickly, according to the sched-

ule of investors or as the market will allow. High-

growth venture founders would ultimately want 

to know how to cash out through the sale of an 

initial public offering of stock or through the sale 

of the company to a larger company or set of 

investors. 

  The knowledge needed for a small business fo-

cuses on how to start small, with resources from 

the owner, family, and friends. A key type of 

knowledge would be how to grow on the sched-

ule set by and for the purposes of the owner, not 

outside investors. The key market knowledge for 

a small business focuses on its immediate market-

place and communities. Knowing about how to 

achieve maximum flexibility while pursuing a comfortable level of sales, growth, and profit is also 

part of this outlook. This flexibility might be used to return something to the community, to become 

totally invested in the product or service, to have time to spend with one’s family or on one’s self, 

or some other purpose. 

  Businesses worldwide are evaluated on their innovativeness and growth potential. 

 Innovativeness  refers to how important to a firm are new ideas, products, services, processes, 

or markets.   Potential for growth  refers to the eventual size of the market, which can range from 

a small, local, or niche market to something used by millions or even billions. Rating firms high 

or low on these two measures helps identify the different types of businesses in what is called the

 Dynamic Capitalism Typology . 16  

     innovativeness  

 Refers to how important a role 

new ideas, products, services, 

processes, or markets play in an 

organization.    

     potential for growth  

 Refers to the potential market size.    

     Dynamic Capitalism 

Typology  

 A model of an economy categoriz-

ing businesses based on their in-

novativeness and growth rate.    

● Michael Dell is well known 

now as the CEO of Dell Computer, 

a major industry leader in PC 

production. Before his success, 

though, Dell spearheaded at 

least three other much smaller 

businesses. What factors do 

you think led to Dell’s decision 

to expand his earlier ventures 

and eventually to his successful 

capturing of the PC market?

Differences between Small Businesses 
and High-Growth Ventures

TABLE 1.1

Small Businesses High-Growth Ventures

Preferred funding source

When the firm’s in trouble

What’s more important

Personal control preference

Focus

Metastrategy

External control preference

Grow

Human resources

Acceptance

What limits growth

Delegation orientation

Owner’s own money

Cut costs

Sales

Retain autonomy

Efficiency

Imitation

Control firm

When necessary

Personalize

Personal validation

Loss of control

Delegation is difficult

Other people’s money

Sell more

Marketing

Involve key others

Effectiveness

Novelty

Control market

When possible

Professionalize

External legitimacy

Market response

Delegation is essential
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  As you see in Figure 1.1 small businesses form the  economic core  of our society. This is be-

cause these are the most numerous and most widely available type of firm. Small businesses range 

from low to moderate levels of innovation and growth. At the other extreme is the  glamorous 

sector  of high growth and high innovation firms, like firms in the Fortune 500. Within this box 

is a subset of only about 12,000 firms which make up the  high-growth ventures  we have been 

describing. The other two sectors include the  ambitious firm sector , made up of franchises and 

multisite firms, who are generally not very innovative, but are designed for high levels of growth, 

and the  resource constrained sector , made up of inventors and research and development firms 

(and even universities) which have lots of innovative ideas but lack the funds to bring them to 

market. 

  To give you a sense of the difference between the number of high-growth ventures and that of 

small business, consider this. In 2006, there were roughly 300 million small businesses in the world. 

According to the Global Entrepreneurship Monitor (GEM), they received about $600 billion from 

family, friends and other informal investors, or about $2,000 on average. However, as the authors 

of the GEM Financing Report noted, “(A) would-be entrepreneur has a greater chance of winning a 

million dollars or more in a lottery than getting venture capital.” This is because at the other extreme, 

there were 11,066 high-growth ventures worldwide, which received $37.3 billion that same year, 

or an average of nearly $3.4 million each. 17  The financing numbers favor small businesses which 

represent 99.99997 percent of all firms and 94 percent of all financing. Those small businesses are 

truly the economic core of business throughout the world and the focus of  Entrepreneurial Small 

Business.      

  Rewards for Starting a Small Business   
 Why become an entrepreneur? If you said, “For the money,” or, “To do things my way,” you’d be 

right, but these are only a few of the reasons behind owning your own firm. We know that people 

go where they feel they have the best chance of getting the rewards they value most. 18  The kinds of 

rewards people report are also fairly well known based on results reported from the Panel Study of 

Entrepreneurial Dynamics (PSED). The rewards mentioned by people in the process of starting their 

own firms are listed in Figure 1.2. 

  Nearly all entrepreneurs talk about three key rewards—flexibility, a livable income, and per-

sonal growth. These are covered in more detail below. There are two other rewards—building great 

wealth and creating products, which entrepreneurs mention more often than working people in gen-

eral. There are also rewards that entrepreneurs mention  less often  than working people in general. 

These are social rewards, like the respect or admiration of others, or power over others, and family 

rewards, like continuing a family tradition in business. Those items are marked with an asterisk (*) 

in Figure 1.2. These “go it alone” tendencies are probably a good thing, because they help entrepre-

neurs keep some distance from others and pursue what they think is right. 

  The three most popular types of rewards for small business owners are growth, flexibility, and 

income.  Growth rewards  are what people get from facing and beating or learning from challenges. 

     economic core sector  

 The most numerous and most 

widely available type of firm, also 

called small business, ranging 

from low to moderate levels of in-

novation and growth.    

     glamorous sector  

 Consists of firms with high growth 

and high innovation. These are 

among the most visible firms in 

the media.    

     high-growth venture  

 Firms with exceptionally high in-

novativeness and growth rates, 

making them candidates for pos-

sible venture capital funding.    

     ambitious firm sector  

 Consists of franchises and multisite 

firms, with low to moderate inno-

vation and high levels of growth.    

     resource constrained 

sector  

 Consists of firms high in innova-

tion but low in growth rate due to 

a lack of resources.    

LO3

  Discover the rewards 

entrepreneurs can achieve 

through their businesses.

     growth rewards  

 What people get from facing and 

beating challenges.    

HIGH

HIGH

Inventors Fortune 500s

Franchises

& Multisite

Firms

Small

BusinessesLOW

LOW

INNOVATION

GROWTH RATE

RESOURCE

CONSTRAINED
GLAMOROUS

AMBITIOUSECONOMIC

CORE

High

Growth

Ventures
FIGURE 1.1

The Dynamic 

Capitalism Typology
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Self-professed computer nerd Marc Fleury’s first venture went under with the dot-com bust. 19  His 

second business, The JBoss Group, was built around the challenges of going it alone financially 

while outperforming and outlasting his first venture. JBoss, which sells programming and support 

services, was successful from day one, and is still going strong. And it is still entirely self-funded. 

   Income rewards  refer to the money made from owning your own business. For more than 

three-quarters of entrepreneurs, this means seeking to match or slightly better the income you had 

before you started your own business. Only one entrepreneur in four says that she or he is seeking 

high income through her or his business. But entrepreneurs are looking in the right place. More than 

75 percent of the millionaires in the United States are entrepreneurs. 21  Two-thirds of the million-

aires are business owners, and one-third are self-employed professionals like doctors, lawyers, or 

therapists. 

   Flexibility rewards  are perhaps the most rapidly growing type of reward. They refer to the 

ability of business owners to structure their lives in the way that best suits their needs. When Cyndi 

Crews was laid off from her work as an Information Technology resources manager of a large 

corporation, she bought a franchise of Schooley Mitchell Telecom Consultants. Today she advises 

companies on how to get the most from their telephone systems. She runs the business from her 

home in Lumberton, Texas, where she is able to set her own work schedule. This ensures her the 

flexibility she needs to take time off to be with her young son and husband. 22  Another variant of 

this is pursuing spiritual or religious goals through business. For example, Noah’s Ark, a Kosher 

deli with branches in Teaneck, New Jersey and New York City closes from 4  P.M.  on Friday until 

6:30  P.M.  or so on Saturday night in observance of the Jewish Sabbath.              

  Myths about Small Businesses   
 Here is a sobering truth. At any moment 44 percent of the people in the United States are 

thinking about owning their own business, but only one in nine of those people with self-

 employment ideas  actually starts his or her own business. 23  The challenges of small business 

     income rewards  

 The money made by owning one’s 

own business.    

flexibility rewards

 The ability of business owners to 

structure life in the way that suits 

their needs best. 

LO4

  Be able to dispel key 

myths about small businesses.

FIGURE 1.2

* Items entrepreneurs mention much less often than people in general.

Recognition:* Admiration:* Power:* Family:*Wealth: Product:

Occasionally

Mentioned

Rewards

To have a chance

to build great

wealth or a very

high income.

To develop an

idea for a product.

Rarely

Mentioned

Rewards

To achieve

something and

get recognition

for it.

To be respected

by my friends.

To lead and

motivate others.

To continue a

family tradition.

Flexibility: Income:

Universally

Mentioned

Rewards

To have greater

flexibility for my

personal and

family life.

To give myself,

my spouse, and

my children

financial security.

Growth:

To continue to

grow and learn

as a person.

Rewards New 

Entrepreneurs 

Seek through Small 

Business20
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scare off or derail people. For years potential entrepreneurs have mentioned problems like 

these:   

●   Not enough financing.  
●   You can’t start businesses during a recession.  
●   To make profits, you need to make something.  
●   If you fail, you can never try again.  
●   Students don’t have the skills to start a business.   

 Over the past 10 years small business experts in academia and government have studied   small 

business and potential entrepreneurs and learned that a lot of the challenges   scaring people away 

from small business are the stuff of urban legends. Let’s look at   these five problems with the latest 

information.  

 1.    Not enough financing : At the beginning of the recession, the 2007 U.S. national report of the 

 Global Entrepreneurship Monitor  polled experts on entrepreneurship (counselors, attorneys, 

professors, economists, bankers, venture capitalists, etc.) on the availability of funding for new 

ventures. They reported it as moderately good (around 4 on a 5-point scale of availability). The 

greatest availability was where we usually expect to find it, from family, friends, and other 

folk, collectively known as  informal capital . In the 2006 worldwide GEM Financing Report 

of 42 nations, the United States had a near-optimal amount of money available for funding new 

 businesses. A 2008 NFIB survey of business owners concluded, “An absence of finance is prac-

tically never mentioned as a reason for reducing investment” by current owners of  business. So 

     informal capital       

 Funding invested for a share of 

a firm or given as loans or credit 

from family, friends, and other 

businesses used to help start or 

grow a firm. 

●    Companies like Wells Fargo 

attempt to attract potential small 

business owners as clients for 

their financial services. What 

are some of the advantages and 

disadvantages to this traditional 

way of raising capital? To more 

innovative options? 
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the money is out there, from friends, family, and your own pockets to start-up, and from banks 

and angels as you are operating—if you can make the case for it. 24   

 2.    You can’t start businesses during a recession:  Businesses started in recessions start lean—

no fancy offices, no bonuses. That means they learn from the start how to do more with less, 

which makes them better able to handle future times of scarcity and trouble. According to a 

2009  BusinessWeek  report, seven of the ten largest companies in the 2009 Fortune 500 were 

started in recessions. Among famous businesses that started in recessions are GE (1876), All-

state (1931), Krispy Kreme (1937), Trader Joe’s (1957), Southwest Airlines (1967), FedEx 

(1973), CNN (1980), and Wynn Resorts (2002). In 2002, in the wake of the world dramatic 

drop in airline traffic following 9/11, worldwide 21 airlines were started and 16 were still going 

in mid-2009. 25   

 3.    To make profits, you need to make something:  In 2008, amid a recession, Sageworks re-

ported that of the 10 most profitable industries for small businesses, 9 were services like den-

tists, tax preparers, mining support services, credit counselors, insurance brokers, and legal and 

health practitioners. Whereas getting a DDS or MD degree takes years and tens of thousands of 

dollars, bookkeeping and credit counseling require little specialized training. 26   

 4.    If you fail, you can never try again : If you close a business and pay off your debts, you did 

not fail. If you learned how to do better next time, then you can honestly say you have paid (in 

dollars and hours) for another piece of your education. A large number of today’s successful en-

trepreneurs had failures along the way. Today vegetarians who frequent restaurants are thankful 

for Paul Wenner’s Gardenburgers, but few realize that Paul learned the food business by own-

ing a restaurant that eventually went out of business. Other famous failures include Ray Kroc 

(famous for McDonald’s, failed at real estate), Henry Ford (two failed auto companies before 

making Ford), and the founders of California Pizza Kitchens, Rick Rosenfield and Larry Flax, 

who previously failed at screenwriting, a regular Italian restaurant, and a mobile skateboard 

park. 27   

 5.    Students (or moms or some other group)   don’t have the skills to start a business:  28    It 

would be hard for an undergraduate to open a medical practice (watch  Doogie Howser, MD , 

  on Hulu.com if you want to see what that this might have been like), but lots of students have 

useful business skills. If you are a student, you probably have a good idea what other students 

want to buy or have. That is the start of a retail business with a student market. If you have 

negotiating skills, the sky is the limit in retail and wholesaling, especially for products you 

already understand (T-shirts, energy drinks, backpacks, MP3 players, textbooks, etc.). In fact, 

you may have high-level but undocumented skills in developing Web sites or programming 

(like the founders of Facebook or Yahoo!). Competitions like the Global Student Entrepreneur 

Awards ( www.gsea.org ) or the NFIB Young Entrepreneurs Awards ( http://www.nfib.com/

YoungEntrepreneurFoundation.aspx ) showcase dozens of highly successful students who 

started and grew their businesses. Any mompreneur has managed a household, negotiated for 

family purchases, and solved thousands of problems ranging from broken equipment to angry 

family members. It was more than enough to get Mary Kay’s Mary Kay Ash, Body Shop’s 

Anita Roddick, or Baby Einstein’s Julie Aigner Clark started in small businesses that grew to 

be big ones. The same is true for any group—second career entrepreneurs include Josie Natori 

(investment banking to Natori lingerie), Jim Koch (consulting to brewing Samuel Adams beer), 

or George Foreman (boxer to entrepreneur).      

   Myths like these hold back many potential entrepreneurs. Knowing the truth is a powerful way 

to keep up your motivation for the undeniably tough work of starting your own business. When you 

encounter doomsayers, check out the facts at reputable sites like  www.sba.gov  or  www.411sbfacts

.com  or in entrepreneur-focused magazines like  Inc., Fast Company, BusinessWeek/SmallBiz  

or   Entrepreneur.  There you will find the facts you need, and the support and advice that under-

lies the idea that help helps. For example,  Entrepreneur  magazine annually profiles millionaire 

 entrepreneurs under 40 and solicits their advice. You can see the results from the 2008 winners in 

The Thoughtful Entrepreneur box, and see how well it dovetails with what you have been reading 

so far. 

● George Foreman: boxer to 

entrepreneur.
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      Getting Started Now: Entry Competencies   
 There are a million things you  could  do to start a business, but which ones are best? Sometimes the 

answer will come to you in the form of an opportunity or offer, and sometimes you’ll need to take the 

first steps yourself. In order to start a business, you need four elements to come together—boundary, 

resources, intention, and exchange. 30  This is referred to as the BRIE model, as shown in Figure 1.3. 

  A business needs the benefits of a  boundary —something that sets it up as a firm, and sets it off 

from the buying or selling or bartering we all do occasionally. A boundary can be something as 

simple as a business name or government registration, a phone or e-mail address dedicated to the 

business, or a specific location for the firm in a home, commercial space, or even on the Internet. 

LO5

  Identify actions key to 

becoming a small business 

owner.

 Every year  Entrepreneur  magazine features a group of new businesses started by people under age 40. Although 

all the businesses are successful when they make it to the magazine, for the most part their owners had to work 

hard, sacrifice a lot, and be creative in their tactics to survive long enough to be successful. Here is a summary 

of some of their most interesting advice. 

 Helping yourself while in the classroom 

●   Learn what those numbers in your business plan mean.  

●   Pay more attention in school. I wish now I had.    

 Getting help “Out There” 

●   Find entrepreneur support groups for others to talk to and bounce ideas off of.  

●   Don’t be afraid to humble yourself and ask for help.  

●   Don’t be afraid to go straight to the top. Ask for the producer’s name; ask for the editor’s name.    

 Helping yourself learn in your business 

●   If you believe in it, rationalize it, go back to it, and rework it.  

●   Do a run-through on the Web, and then tweak your business model.  

●   Spend more time focusing on how it  is  going to work out than worrying about how it’s not going to work out.    

 A major part of the lesson of the 2008 Young Millionaires is as we’ve said, “help helps,” whether you get it from 

your school, fellow entrepreneurs, professional experts, or just by thinking things over carefully and constantly. 

 THE THOUGHTFUL ENTREPRENEUR 

 Start-Up Advice from  Entrepreneur  Magazine’s 
2008 Young Millionaires 29  

Boundary

Creating a place for your business—in

location and in people’s minds

Resources

The money, product, knowledge, etc.,

that make up the business

Intention

The desire to start a business

Exchange

Moving resources/products/

services in exchange for money

Your  Small Business

FIGURE 1.3

Four Elements Needed 

to Get Your Business 

Started (BRIE)
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SKILL MODULE 

1.2

  BRIE Self-Assessment  

The BRIE (boundary-resources-intention-exchange) model is a proven31 and handy way to think about the activities 

necessary to get a business started. It also is a model that will come up again in later chapters of the book. At this 

point in the course, how many of the items have you done so far to get your business started the right way?

The complete list of BRIE activities is given in the following table. Look at the BRIE list and check off actions 

you’ve taken already. Next to each item are parentheses which tell you in which chapter that topic is covered, in 

case you want to skip ahead to see how we suggest you do it. This exercise can help you think through which 

chapters are most important to your preparing your business.

The list can also be scored as a checklist. Go through the list and check off which items you have already done 

in starting a business. Then write in the first column how many of each BRIE category you’ve done so far. Once 

you are done, you can see how to score the BRIE checklist at the end of the Skill Module.

BRIE Checklist

Boundary—creating a place for your business in space 

and in people’s minds

Number of boundary 

actions done

䊐   Opening a bank account for the business (Ch. 14)

䊐   Registering the business name with the state (Ch. 18)

䊐   Creating business cards and/or stationery (Ch. 10)

䊐   Purchasing a domain name (Ch. 11)

䊐   Creating a business Web site (Ch. 11)

䊐   Obtaining a business telephone line

䊐   Identifying a place for the business at home or elsewhere (Ch. 11)

Resources—the things that make up the business, like money, products, 

knowledge, etc.

Number of resource 

actions done

䊐   Organizing a start-up team (Ch. 19)

䊐   Obtaining copyright, patents, trademarks (Ch. 18)

䊐   Purchasing raw materials, inventory, supplies (Ch. 16)

䊐   Acquiring major items (equipment, facilities, property) (Ch. 16)

䊐   Hiring employees and managers (who do not share ownership) (Ch. 19)

䊐   Participating in classes or workshops on starting a business (If you are taking 

a small business course, you can check this item.)

䊐   Participating in programs that help new businesses get established like SIFE, 

CEO or SBIDA (on Web site)

Having a boundary gives you a place to locate and protect the resources you’ve gathered for the 

business.  Resources  include the product or service to be offered, informational resources on markets 

and running a business, financial resources, and human resources such as your own time to devote 

to the business, or that of others working with you or for you. 

   Intention  is the desire to start a business and is the most frequently occurring element of the BRIE 

model. Those 44 percent of Americans who think about starting their own business are expressing 

their intentions.  Exchange  is also needed. This refers to moving resources, goods, or service to oth-

ers, in exchange for money or other resources. If the firm doesn’t exchange with its environment, 

there is no “business” taking place.  
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  The BRIE model factors outline the activities that need to take place to get a firm going. Skill 

Module 1.2 is a self-assessment that can help you recognize what important steps you have taken to 

start your business, and what remains to be done. 

  The BRIE model can help you deal with one of the biggest hurdles to starting a business. Accord-

ing to the experts, the biggest problem is simply inaction as mentioned earlier. Stanford management 

professors Gerry Salancik and Bob Sutton 34  say that even when people know taking action would be 

in their own best interests, most people tend to procrastinate, sticking with inaction or doing familiar 

things that have not worked. Salancik and Sutton recommend taking small steps toward a goal as an 

easy way to start. The BRIE checklist gives you the kind of small steps that can make all the difference. 

Consider coming back to this checklist periodically to help assess your preparations for business and 

determine what you still need to do. Taking lots of small steps is a sure way to achieve your goals.    

  Small Business and the Economy   
 We’ve talked about why small business is important for the individuals for whom income, growth, 

and flexibility were among the most important rewards of ownership. But you also need to know 

that small business is vitally important to your community and even to our economy. Part of this 

comes from the new things small businesses contribute to the economy, particularly new jobs and 

innovations, as well as the basics that small businesses provide for all of us—jobs, taxes, and prod-

ucts or services. 

LO6

  Understand how small 

businesses are important 

to our economy and your 

community.

Intention—demonstrating a determination to get the business going 

and for it to be successful

Number of intention 

actions taken

䊐   Thinking about the business (Ch. 4, 5 & 6)

䊐   Undertaking marketing and promotional efforts (Ch. 7 & 10)

䊐   Developing your product or service (Ch. 4 & 9)

䊐   Beginning your full-time commitment to the business (> 35 hrs/wk)

䊐   Preparing a business plan (Ch. 8)

䊐   Defining market opportunities (Ch. 4 & 12)

䊐   Developing projected financial statements (Ch. 7, 13 & 14)

Exchange—making investments in and sales from the business

Number of exchange 

actions done

䊐   Generating sales revenue (Ch. 10)

䊐   Arranging child care to work on business

䊐   Establishing credit with a supplier (Ch. 15)

䊐   Saving money to invest in the business (Ch. 13 & 15)

䊐   Investing money in the business (Ch. 15)

䊐   Seeking funds from financial institutions or others (Ch. 15)

䊐   Seeking funds from spouse or household partner (Ch. 15)

䊐   Seeking funds from current employer (Ch. 15)

The scoring is straightforward. At a minimum you need to have taken at least one action in each of the BRIE 

categories32 to successfully start and grow a business. Business survival rates increase with the number of items 

checked across the different categories.33 So people who can check three or four items in each BRIE category are 

more likely to have surviving and growing firms than those who check only one item per category. Having a BRIE 

category with nothing checked indicates that it is likely that something major is being overlooked, so the business is 

likely to fail. It is also important to balance BRIE activities. For example, having lots of boundary activities done and 

only a few exchange ones is likely to lead to an unbalanced approach to business and a lesser chance of survival.
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  New Jobs 
 Since the 1970s big business has cut tens of millions of jobs. In the meantime, small business has 

added tens of millions of jobs. In the latest statistics, small businesses created 75 percent of the 

3.4 million new jobs created. 35  When the Census Bureau looked more closely at the figures, it con-

cluded that small business start-ups in the first two years of operation accounted for virtually all the 

net new jobs in America. 36  Small business  is  the engine of job generation, but it is important for 

existing jobs, too. 

  Small businesses employ more than half of all Americans, providing wages, salaries, and the 

taxes those working people pay the government. 37  Aiming for self-employed occupations like den-

tistry, building inspection, plumbing, or farming means also choosing to go into small business. It’s 

that way because those occupations are structured that way. 38  The same is true when you decide to 

go into the family business—the  occupational structure  results in your becoming a small busi-

ness owner. 39  

  Small businesses are also a key employer because they are more willing than most large busi-

nesses to offer jobs to people with atypical work histories or needs, like people new to the workforce, 

people with uneven employment histories, and people looking for part-time work. These employ-

ment issues are at the core of what makes small business attractive to local and state governments.   

 Innovations 
 Small business is a key element of every nation’s economy because it offers a very special environ-

ment in which the new can come into being. Austrian economist Joseph Schumpeter labeled this 

process  creative destruction . 40  It refers to the way that newly created goods, services, or firms can 

hurt existing goods, services, or firms. For example, when a new restaurant opens in your neighbor-

hood, people flock to it to find out what it’s like. This helps the new restaurant, but it also causes 

the other restaurants in the area to lose business, at least temporarily. One of the most famous ex-

amples of creative destruction is the personal computer, which started as a hobby that big business 

spurned. 

  In the 1970s there were microcomputers. Radio Shack had thousands of TRS-80s in schools. 

Another type of computer called an S-100 was used in tech-savvy small businesses. However, there 

were no computers designed with families in mind. Members of the Silicon Valley’s Homebrew 

Computer Club made these personal computers from scratch in their basements and garages, and 

showed them off to one another. One member of the club was Steve Wozniak, who worked part time 

at a Hewlett Packard (HP) lab. Using parts he scrounged from the lab, he built a personal computer 

on a wooden board. It combined graphics with text (a revolution at the time). Homebrew members 

went wild over it and assured Steve that it would be a commercial hit. Ever a loyal HP employee, 

Wozniak offered the machine to his bosses at HP. After all, he built it with HP parts, in his spare 

time at HP. They rejected the idea, saying that personal computers would never be a success, but 

they gave Wozniak permission to go ahead on his own. Wozniak showed it to his best friend, Steve 

Jobs, who called it the Apple computer to make it seem friendly and popular, and together they 

formed Apple Computer. 41  Apple made the personal computer popular and paved the way for IBM 

PCs and the personal computer explosion. That explosion redrew the lines of the entire computer 

industry, but it also created tremendous new wealth, utility, and innovation. Big business often has 

trouble with innovations that would eat away at existing business, but small businesses are more 

likely to see new revenues in innovations. 

  Why do so many innovations come from small business? Remember that most people going into 

small business mention flexibility as a key reward, such as the flexibility to do the work they think 

is important. Small business owners are more free of the judgments and social constraints of work-

ers elsewhere. 42  To give you an idea how much more powerful innovation is in small business, the 

U.S. Small Business Administration reports that among firms that hold one or more patents, small 

businesses generate 13 to 14 times the number of patents per employee than do big businesses. And 

the patents produced in those small businesses are twice as likely to be among the top 1 percent of 

all patents cited by others. 43  That citation is a measure of the importance of the invention. 

  In the end, the freedom small business gives owners to pursue and perfect their dream creates 

the innovations from which we all benefit—not just major inventions like the personal computer, 

     occupational structure  

 The sequence or organization of 

jobs and careers in the economy.    

     creative destruction  

 The way that newly created goods, 

services, or firms can hurt existing 

goods, services, or firms.    
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but whole classes of products such as snowboards (21-year-old Dimitrije Milovich in 1969 44 ), ear-

muffs (15-year-old Chester Greenwood in 1858 45 ), computer-controlled telephone systems (Krisz-

tina Holly in 1992 46 ), date rape drug testing coasters (Brian Glover, 35, and Francisco Guerra, 34, in 

2002 47 ), and Kitty Litter (Ed Lowe, 27 in 1947 48 ) that were developed by innovative small business 

owners. 

  Think of the innovative contributions of small businesses in general and student-started 

small businesses in particular. Each group has made a tremendous difference in our industries, 

our economies, and our lives. Table 1.2 shows examples from both groups in seven different 

situations.   

 New Opportunities 
 People who own their own business are presented with tremendous opportunities—not only to im-

prove their life and wealth, but also to help them move into and upward in the economy and society 

of the United States. The opportunities small business offers for getting into the economic main-

stream of American life makes it attractive to people who foresee problems fitting into existing 

businesses—not only people with innovative ideas, but immigrants; people facing unusual sched-

ules, demands, or limitations on their lives; and even people who need a second chance. 50  For many 

such people, small business  is  the best business opportunity. 

  Small businesses offer communities another type of opportunity—the opportunity to enjoy goods 

and services. Imagine a neighborhood or town without a grocery store or a pharmacy. In important 

ways, the town would not seem like a real community. A small grocery, drugstore, hardware store, 

or gas station might be able to use its low overhead and capacity to adapt to local needs (e.g., a gro-

cery store stocking a lot of fishing supplies to appeal to visiting fishing enthusiasts) to make a profit 

where larger chain stores could not. 51  For a small town or a neighborhood to be able to stand on its 

own, it needs a variety of businesses. 52  

  Small businesses provide unexpected opportunities to large businesses and entrepreneurial high-

growth firms. High-growth ventures and big businesses are like a giant boat, and where the boat 

sails, the economy sails along too. But for the boat to work, it has to be supported by deep water. 

The ocean supporting the boat consists of the tens of millions of small businesses. Without small 

businesses offering supporting services or offering to subcontract at low cost to the high-growth 

ventures and big businesses or creating the kinds of communities where creative and entrepreneur-

ial people like to live, 53  those economic boats would lose their buoyancy or profitability and sink 

like stones. For example, industry giant Procter & Gamble outsourced the making of Ivory and 

other bar soaps to a small Canadian company, Trillium Health Care Products, 54  saving millions 

of dollars a year. In addition, big business depends on small business as a source of key ideas for 

Major Inventions from Small Businesses and 
Student-Started Businesses49

TABLE 1.2

Where Innovation 

Is Used

Innovations from Small 

Businesses 

Innovations from Student-

Started Small Businesses

Medicine Heart valves (Demetre Nicoloff) Video laryngoscope (Aircraft Medical)

Business Processes Assembly lines (Olds) JIT PC assembly (Dell)

Computing Hardware Supercomputers (Cray) Home computers (Apple)

Computing Software Relational databases (Oracle) Social networking (Friendster, Facebook)

Everyday Technology Photocopiers (Chester Carlson) Google

Leisure Outboard engines (Cameron Waterman) Snowboards (Dimitrije Milovich)

Fashion Gore-Tex (W. L. Gore) Extreme custom nail polish (Dineh Mohajer)
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new products. You might think this means high-tech inventions, but there is a lot of money to be 

made from everyday inventions. Consider the Buffalo hot wings in the Small Business Insight box 

below. 

 SMALL BUSINESS INSIGHT 

 The Anchor Bar looks like a pretty run of the mill neighborhood bar and grill outside downtown Buffalo, New York, 

but this unassuming place is the home of a major food invention—the Buffalo hot wing. Back in 1964, the owners 

of the Anchor, Teressa and Frank Bellisimo, started splitting wings in half, broiling (and later frying) them, then 

covering them in a Tabasco-like sauce (Frank’s, but no relation to Frank Bellisimo), and serving them with celery 

and blue cheese dressing for dipping. These came to be called “Buffalo hot wings” and became a local staple. 

And Teressa, who came up with the recipe, got the local name “Mother Teressa.” 

● Home page of the Anchor Bar, which is the birthplace of a now widely known and wildly 

popular food item, the Buffalo Hot Wing. Anchor Bar & Restaurant

 As Buffalonians emigrated to warmer places, they reported missing the hot wings they grew up with, and so hot 

wings began to appear in other parts of the country. It was only a matter of time until franchised restaurants 

grew up around the concept, and today there are chains such as Buffalo Wild Wings, Wing Zone, Wingstop, and 

Winger’s selling thousands of Buffalo hot wings and their variants. Even big business got into the act with the 

world’s largest pizza chain, Domino’s, selling its own version of Buffalo hot wings starting in 1992. Other big busi-

nesses benefiting from the innovation included big food companies like French’s (which owns the Frank’s Red 

Hot Sauce brand), making wing sauce, cooking kits, and recipe books. By 1995 Domino’s was selling 10 million 

wings a week, and Pizza Hut valued the wing business nationally at an estimated $400 million. So it is easy to see 

how small business innovations can become an important source of opportunity for big business growth. 

 Success: Mother Teressa and Buffalo Hot Wings 55  
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    Two Aspects of Global Entrepreneurship 
 As important as entrepreneurship is in the United States, it is more important elsewhere. While in 

any given year about 10 percent of the workforce in the United States is self-employed or contem-

plating starting their own business, the rates in other parts of the world can be 50 percent or even 

100 percent higher than in the United States. There is a pattern (see Figure 1.4) to which countries 

are likely to have high rates of entrepreneurship, and which will have lower rates. 56   

●   In nations where there is little manufacturing, most industry relates to farming and extract-

ing raw materials, such as mining and forestry. In these  factor-driven economies  such as 

Angola, India, and Bolivia, entrepreneurship is essential to helping build personal wealth and 

breaking the cycle of low-wage jobs, and entrepreneurship levels are very high.  
●   As economies develop and go beyond basic manufacturing to a more industrialized economy 

as is seen in countries such as Russia, Brazil, and South Africa, it is called an  efficiency-

driven economy . In these nations, entrepreneurship becomes a key way to build the middle 

class, and a growing retail and wholesale sector grows alongside businesses serving the needs 

of large industrial concerns. Entrepreneurship levels in such economies are in the middle 

range.  
●    Innovation-driven economies  are focused on high-value-added manufacturing but is 

marked by a very large service sector, providing high-end services to not only the resident 

population, but also for export. Examples of such countries include Germany, Israel, and the 

Republic of Korea, as well as the United States. Entrepreneurship levels in these countries 

average the lowest of the three types of economies.   

  The lesson here is that entrepreneurship is happening around the globe in virtually all types of 

economies, and as global trade (both face-to-face and Web-based) increases, the impact of global 

entrepreneurship will be increasingly faced by entrepreneurs and their firms everywhere. 

  The other aspect of global business relates to exporting. Originally, small business was synony-

mous with local business. The vast majority of firms sold in their home communities, and it was 

a very rare firm that sold nationally. Up through the beginning of the 20 th  century, it was rare for 

small businesses to sell in any other country. 

  That is no longer true today. Small businesses account for 28.9 percent of the value of all goods 

and services exported from the United States, and represent 97 percent of all exporting firms. Ac-

cording to the U.S. government there were 239,287 small business exporters in 2006, and the aver-

age amount each firm exported was $1,069,000. 57  Generally most of these firms export on the basis 

     factor-driven economy  

 A nation where the major forces 

for jobs, revenues, and taxes come 

from farming or extractive indus-

tries like forestry, mining, or oil 

production.    

  efficiency-driven 

economy  

 A nation where industrialization 

is becoming the major force pro-

viding jobs, revenues, and taxes, 

and where minimizing costs 

while maximizing productivity (i.e. 

 efficiency) is a major goal. 

  innovation-driven 

economy  

 A nation there the major forces for 

jobs, revenues, and taxes come 

from high-value added production 

based on new ideas and technolo-

gies and from professional ser-

vices based on higher education. 
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of personal ties. An entrepreneur trades with the country of his birth, ancestors, or prior experience. 

  The key for such exporters are the personal ties which make exporting predictable and safe. 58  

  Another approach that has grown dramatically in the past 15 years is using  ecommerce , par-

ticularly auction sites like eBay, to handle global trade. The formal title for this is  virtual instant 

global entrepreneurship  (VIGE). 59  VIGE depends on using Web sites like eBay (for products) 

or eLance (for services) to quickly establish a global presence. Many of these VIGE sites offer pro-

cedures, services, and Web page templates which incorporate best practices for global trading. For 

example, eBay leads new sellers through the creation of seller and product descriptions found to be 

the most effective. eBay and eLance also organize the seller’s accounts to handle international pay-

ments, shipping, insurance, and basic customer service issues. The VIGE site provides the assurance 

of honesty on the part of buyers and sellers, using rules, warrantees, and most of all, mutual ratings 

of buyers and sellers. 

  The VIGE approach produces large numbers of smaller-scale exporters. For example, eBay, by 

far the largest of the online auction and sales sites (representing about one-quarter of all ecommerce 

sales in the United States), reported over 4 million sellers in the United States in 2007 and $60 bil-

lion in sales, of which experts estimate $9 billion are exports. 60  This puts the average eBay seller’s 

revenues at approximately $2,250 a year. VIGE sites replace personal contacts with institutional 

procedures to help even the smallest small businesses go global. 

  Together, the global push for entrepreneurship in countries, and within those countries the 

growth of global trade, helped by the potential of ecommerce, is another powerful impact of 

entrepreneurship.   

 Beyond Small Business: The Other Forms 
of Entrepreneurship 
 While entrepreneurship expressed in the creation of new small businesses is an essential part of our 

economy, entrepreneurship’s contribution is actually much greater. In addition to the creation of 

independent new small firms, entrepreneurship is present in much of the growth of big corporations, 

government, and even the charitable sectors. We call these the four  forms of entrepreneurship  61 —

public, independent, corporate, and social, or the  PICS Model of Entrepreneurship.  

  The four forms differ in which aspect of entrepreneurship they focus:  62    creation  which looks 

at the making of new entities,  customer-focus  which refers to being in-tune with your market, 

 efficiency  which refers to doing the most work with the fewest resources, and  innovation  which 

looks at a new thing or a new way of doing things. In  independent entrepreneurship  (what we 

have discussed as small business), all four elements are essential, and that is what makes small busi-

ness so important as the role model for the other forms. The relation of the PICS forms of entrepre-

neurship to the different focuses are shown in Figure 1.5. 

 ecommerce 

 The general term for conducting 

business on the Internet. 

 virtual instant global 

entrepreneurship 

 A process that uses the Internet to 

quickly create businesses with a 

worldwide reach. 

     forms of 

entrepreneurship  

 The settings in which the entre-

preneurial effort takes place.    

     PICS Model of 

Entrepreneurship  

 An acronym for the four forms of 

entrepreneurship— P  ublic,  I  nde-

pendent,  C  orporate, and  S  ocial.    

     creation  

 The entrepreneurial focus which 

looks at the making of new entities.    

     customer-focus  

 The entrepreneurial focus which 

refers to being in tune with one’s 

market.    

     efficiency  

 The entrepreneurial focus which 

refers to doing the most work with 

the fewest resources.    

     innovation  

 The entrepreneurial focus which 

looks at a new thing or a new way 

of doing things.    

     independent 

entrepreneurship  

 The form of entrepreneurship in 

which a person or group own their 

own for-profit business.    

PUBLIC

CREATION CUSTOMER

FOCUS OF ENTREPRENEURSHIP

THE FORM AND FOCUS OF ENTREPRENEURSHIP

EFFICIENCY INNOVATION

INDEPENDENT

CORPORATE

SOCIAL

FORM OF

ENTREPRENEURSHIP

FIGURE 1.5

The Form and Focus of 

Entrepreneurship
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   Public entrepreneurship  involves revitalizing government agencies, so it tends to focus on the 

customer-focus and efficiency aspects of entrepreneurship. Independent entrepreneurship involves 

all four elements, while in  corporate entrepreneurship , the focus is typically on customer-focus 

and innovation, bringing new products or services to market, or opening up new markets to your 

firm. Famous examples of corporate entrepreneurship include the creation of new brands like 

Apple’s iPod or GM’s Saturn.  Social entrepreneurship  on the other hand involves creating new 

charitable and civic organizations which are financially self-sufficient like Bangladesh’s Grameen 

Bank (which won the 2006 Nobel Peace Prize), or for-profit companies that use much of their profit 

to fund charities, like Ben & Jerry’s. In social entrepreneurship, the key elements involve creation, 

efficiency, and customer-focus. 

  You might notice that profit or wealth is not mentioned as a focus. That is because the goal of 

any type of entrepreneurship is to achieve some sort of gain, and those gains are not always mea-

sured entirely using money. For example, innovation-driven entrepreneurs are often as interested 

in having their idea used or known—called  mindshare —as making money. Customer-focused 

entrepreneurs often will accept lower profits if it means keeping customers happy. Often creation-

driven entrepreneurs will sacrifice profits by reinvesting them to keep the creation going. So while 

achievement of some kind of outcome is essential to an entrepreneur, it is often balanced against one 

or more of the four  focuses of entrepreneurship . 

  Entrepreneurial skill is always in demand so it is typical for entrepreneurs to move among inde-

pendent, corporate, public, and social sectors. Think of the United Kingdom’s Sir Paul McCartney. 63  

Originally he was a member of and partner in a four-person Liverpool garage band called the 

Quarrymen, which later became another small business called The Beatles. Like many, Paul started 

out as an independent entrepreneur. But The Beatles became a high-growth venture, eventually creat-

ing Apple Corps Ltd., a major corporation marketing The Beatles music and themed goods. Paul had 

become a corporate entrepreneur. When Paul’s first wife Linda died of breast cancer (Paul’s mother 

died of the same disease), he became an advocate for breast cancer research and treatment, eventually 

helping create the Linda McCartney Cancer Center in Liverpool. Meanwhile, he was a prolific behind-

the-scenes supporter of British music. In both of these roles he was a social entrepreneur.     

  In this chapter we have considered some of the key ideas and myths about small business. 

We have seen the work of founders of small businesses that stayed small and those that started 

small and grew larger. Either way, when small businesses are created, nearly every part of our 

     public entrepreneurship  

 The form of entrepreneurship that 

involves revitalizing government 

agencies.    

     corporate 

entrepreneurship  

 The form of entrepreneurship 

which takes place in existing busi-

nesses around new products, ser-

vices, or markets.    

     social entrepreneurship  

 The form of entrepreneurship 

involving the creation of self-

sustaining charitable and civic 

organizations, or for-profit orga-

nizations which invest significant 

profits in charitable activities.    

     mindshare  

 The degree of attention your tar-

get market pays to your idea or 

organization.    

     focuses of 

entrepreneurship  

 The key directions the organiza-

tion intends to pursue.    

● Paul McCartney 

has demonstrated CSI 

Entrepreneurship, starting out as 

a partner in a local band called 

The Beatles. They became hugely 

popular (and profitable) and 

morphed into Apple Records, in 

which Paul was a manager and 

corporate entrepreneur, finding 

new bands to sign onto the label. 

In later life, when Paul’s first wife 

died of cancer, Paul became a 

social entrepreneur promoting 

breast cancer research and 

treatment.
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society benefits—through new jobs, new ideas, and the new opportunities created for individu-

als, communities, and the economy. The key element in getting small businesses started is help-

ing people who have the intention to start a business take the steps to get it done, and that is the 

goal of this text. If we can help you follow in the model of Aaron McGruder, you are certain to 

do well. He did.     

  CHAPTER SUMMARY 

 Understand the scope of small business in the 

United States. 

●    There were 27.2 million small businesses in the United States 

in 2007.  

●   About 44 percent of working Americans have thought about 

self-employment.  

●   Every year more than 1 million businesses are started in the 

United States.  

●   Getting help increases your chances of business survival.  

●   The SBA categorizes a business in the U.S. as small if it has 

fewer than 500 employees.  

●   The focus in this text is on owner-managed businesses with 

1 to 50 people.  

●   An entrepreneur (alias  self-employed  or owner or owner-manager 

or founder) is someone who owns a business.  

●   An entrepreneur can create a new business or buy an existing 

business or a franchise.   

 Learn the differences between small businesses 

and high-growth ventures. 

●    Small businesses form the economic core and largest segment 

of the economy.  

●   Small businesses range from low to moderate in innovative-

ness and growth rate.  

●   Small businesses are usually intended to remain small, 

generally a size that the owner feels comfortable controlling 

personally.  

●   High-growth ventures have high innovativeness and growth 

rates.  

●   High-growth firms represent only 0.00003 percent of all firms.  

●   Other types of firms are resource constrained (high innovative-

ness, low growth rate) and ambitious (low innovativeness, 

high-growth rate).   

 Discover the rewards entrepreneurs can achieve 

through their businesses. 

●    Nearly all people starting small businesses have flexibility, 

income, and growth as reasons for starting those businesses.  

●   Small business owners are less motivated by social reasons 

(recognition, admiration, power, or family) than the general 

public.   

 Be able to dispel key myths about small businesses. 

●     Myth 1:  There’s not enough financing to start businesses. While 

we all would like more money, the vast majority of people start-

ing small businesses report finding funding is not a problem.  

●    Myth 2:  You can’t start businesses during a recession. Seven 

of the top ten largest Fortune 500 companies started as small 

businesses in recessions. Businesses started in recessions 

tend to be “lean and mean” and able to cope with bad times as 

well as good.  

●    Myth 3:  To make profits, you need to make something. Today the 

most profitable small businesses are typically in the service sector.  

●    Myth 4:  If you fail, you can never try again. Lots of successful 

entrepreneurs have one or more failures in their background. If 

you pay off your debts and learn from the experience, you are 

positioned to try again.  

●    Myth 5:  Students (or moms or some other group) don’t have 

the skills to start a business. Facebook’s Mark Zuckerberg 

was a student, May Kay’s Mary Kay Ash a mother, and Samuel 

Adams’ Jim Koch a consultant when they started their busi-

nesses. You could too.   

LO1

LO2

LO3

LO4



 Identify actions key to becoming a small business 

owner. 

●    The BRIE (boundary, resources, intention, exchange) model 

describes the actions that need to take place for the business 

to be created in the earliest stage.  

●   The more BRIE activities that were pursued, the greater the 

likelihood of the new business surviving.  

●   The BRIE checklist gives easy-to-perform actions to help move 

prospective entrepreneurs from inaction to action.   

 Understand how small businesses are important to 

our economy and your community. 

●    Small businesses are important because they are the major 

source of new jobs in our economy.  

●   Small businesses are also the major source of innovations in 

society.  

●   Small businesses offer many benefits to localities including 

employment, taxes, new revenue inflow, support for other 

businesses, and visibility.  

●   Small business is also the major source for new opportunities, 

such as moving up in the economy and society, the opportunity 

for customers and businesses large and small to obtain needed 

goods and services.  

●   The PICS model describes how entrepreneurship plays 

out throughout our society though Public, Independent 

(which includes small business), Corporate, and Social 

Entrepreneurship.  

●   Exporting through VIGE and traditional approaches is a major 

economic force for small businesses worldwide.    

LO5

LO6

  KEY TERMS 

   small business, 4  

  entrepreneur, 4  

  Small Business Administration, 4  

  Small Business Development 

Center, 5  

  incubator, 5  

  small and medium enterprise, 5  

  independent small business, 5  

  owner-manager, 5  

  novelty, 6  

  imitative, 6  

  self-employed, 6  

  founders, 6  

  franchise, 6  

  buyers, 6  

  heir, 6  

  innovativeness, 7  

  potential for growth, 7  

  Dynamic Capitalism Typology, 7  

  economic core sector, 8  

  glamorous sector, 8  

  high-growth venture, 8  

  ambitious firm sector, 8  

  resource constrained sector, 8  

  growth rewards, 8  

  income rewards, 9  

  flexibility rewards, 9  

  informal capital, 10  

  occupational structure, 15  

  creative destruction, 15  

  factor-driven economy, 18  

  efficiency-driven economy, 18  

  innovation-driven economy, 18  

ecommerce, 19

  virtual instant global 

entrepreneurship, 19  

  forms of entrepreneurship, 19  

  PICS Model of Entrepreneurship, 19  

  creation, 19  

  customer-focus, 19  

  efficiency, 19  

  innovation, 19  

  independent entrepreneurship, 19  

  public entrepreneurship, 20  

  corporate entrepreneurship, 20  

  social entrepreneurship, 20  

  mindshare, 20  

  focuses of entrepreneurship, 20    
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  EXPERIENTIAL EXERCISES 

1.    Go through the list of reasons people give for going into self-

employment, and identify which of the reasons seem to fit you. 

Explain why you identify with each reason.  

2.   Think about the list of reasons people give for becoming self-

employed. If you can, interview local entrepreneurs about 

their reasons and see how your real-life examples fit with the 

national survey results.  

3.   Check your state and locality’s Web sites for information on 

programs that support economic development through small 

business creation and job creation. You can get a start at USA. 

gov’s State and Territory Business Resources page: www.

usa.gov/Business/Business_Resources.shtml. At the state 

Web sites, look for “Economic Development” or “Business 

Supports.” Make a list of programs that might be worth looking 

into as you develop your business idea.  

4.   Look at the local newspaper’s Web site, or the bizjournals.com 

Web site for the paper in your region. Use the terms “entrepre-

neur” and “small business owner” to find articles about local 

entrepreneurs. From this, compile a list of prospective “local 

small business heroes and heroines” to serve as role models 

and prospectors for local sources of help.  

5.   For students in your class thinking about (or in the process of) 

starting their own businesses, find out which of the items on 

the BRIE checklist they have completed. Ask them which items 

they expect they will complete or get help on by taking this 

class.    

www  MINI-CASE 

  SUCHIN PRAPAISILP AND GLOBAL FOODS—“YOU WORK HARD, YOU CAN MAKE IT.” 64   

 Small business to the rescue! It had to be a heady day when Suchin Prapaisilp signed an agreement with 

the city of Kirkwood, Missouri, to open a Global Foods supermarket in 1998. The store had become avail-

able again. A&P supermarkets couldn’t make it there by the 1970s. National Supermarkets couldn’t make it 

there by the 1990s. And a team of local grocery managers couldn’t make it there by 1998, but Chin (as he’s 

  DISCUSSION QUESTIONS 

 1.    Describe the population of small businesses in America. How 

many firms are there and how many new firms are started 

each year?  

 2.   Why do you think 44 percent of the population says it would 

 like  to start a small business, but only about one person in nine 

who expresses an interest actually does so?  

 3.   What are the differences between small businesses and high-

growth ventures?  

 4.   What kind of reward do you think might be the one most 

often mentioned by public entrepreneurs? Independent 

entrepreneurs? Corporate entrepreneurs? Social 

entrepreneurs?  

 5.   What do you think will be some of the advantages and disad-

vantages of starting your own firm versus buying an existing 

firm?  

 6.   What are some of the franchised firms you deal with regularly? 

What do you like or dislike about them as a possible business 

you could own?  

 7.   Describe the BRIE model and how it applies to creating a firm.  

 8.   Why are small businesses better at innovation than large 

businesses?  

 9.   Why is the presence of small businesses important for large 

businesses?  

10.   Take 10 businesses that operate in your community and place 

them in the appropriate cell of the Dynamic Capitalism matrix. 

Why did you put them there?    

www
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  SUGGESTED CASES AND ARTICLES 

●    Brothers Going Separate Ways or Not?   

  Available on PRIMIS: 

●    St. Louis: Inner City Economic Development  

●   Cameron Auto Parts (A)—Revised  

●   Early-Stage Business Vignettes  

●   Organizing from Scratch: The Learning Lab Denmark Experience  

●   Quixotico: The Fat Thursday Venture     

known locally) was sure he could. And he was so sure that he convinced Kirkwood’s city council to grant him 

a favorable package to make it happen. The deal was that the store would offer half traditional American 

foods for the local community and half international foods for the regional community. 

  As satisfying as that moment in the public and industry spotlight was, it was a long road getting there. 

When he came to America in 1974, 22-year-old Chin’s day stretched from 4  A.M.  to midnight. He worked 

for others making donuts, then doing a factory shift. He closed the day as a kitchen helper. In his off hours 

he taught dance and even delivered phone books. But his philosophy is, “You work hard, you can make it.” 

Chin and his newly arrived brother Chatchai opened a small grocery store in St. Louis in 1975, and in 1986 

opened a bigger grocery that became the anchor for a miniboom of Asian businesses in the neighborhood. 

This kind of steady growth gave Chin the experience and capital to aim for an opportunity like Global, which 

would take $2.15 million for the building and improvements. But even with experience and capital, as one of 

Chin’s American employees at Global volunteered, “They took a big gamble opening the store.” 

  The store got a tremendous response, but not exactly as expected. It became the favorite source for 

exotic ingredients for recipes in the local newspapers, and international customers were regularly coming 

from as far as 100 miles away to shop Global’s well-stocked aisles. But the American products weren’t selling 

as well as expected, and they were taking up space that could be more profitably used for international foods. 

In the spring of 2000, Chin and Global were doing all right, but Chin knew he could make it better still. 

  CASE DISCUSSION QUESTIONS 

1.    What can Suchin do to resolve the problem?  

2.   Why would Suchin acting on his own to change the grocery be a problem?  

3.   Was Suchin an entrepreneur? If he was an entrepreneur, what role or roles was he playing—

founder, buyer, or owner-manager—at the time he opened Global Foods?     

 Video Case:

●    Do-Gooders Who Spread the Dough, p. VC-1    

 eClips Videos: 

●    Linda Mason Discusses High and Low Points of Starting and 

Growing a Business  

●   Bill Trenchard States Money Is Not The Only Reward  

●   Tony Eisenhut States Importance of Relationships You 

Develop Inside and Outside University Setting during 

Undergrad Years   

 SUGGESTED VIDEOS 



 SBTV Videos:

●    Ten Start-Up Mistakes  

●   NFIB Entrepreneur in the Classroom  

●   From Female Motorcyclist to Global Entrepreneur  

●   A Pioneer in Social Entrepreneurship: Equal Exchange    

STVP Videos:

●   The Biggest Successes are Often Bred from Failures—Randy 

Komisar  

●   Start-Ups: How to Avoid Being Squashed by Big Companies?   

●   Being Small Inside of Big   

●   Entrepreneurship Is Social Entrepreneurship   

●   Examples of Social Entrepreneurs  
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C H A P T E R

2
  Small Business 
Environment: 
Managing External 
Relations 

    ● Tim Hayden was a sports fan 

who realized that the environment 

for watching sports had changed 

because of big-screen TVs and 

on-screen graphics. The couch 

at home and not a seat at the 

stadium had become “the best 

seat in the house.” That led him 

to the realization of a business 

opportunity. What changes do 

you see in your environment 

that might lead to new business 

opportunities?  



LO

  Focus on Small Business: Tim Hayden 
and the Missed Home Run 1   

 This chapter will help you: 

  LO1 Discover the elements that make up the small business environment. 

 LO2 Develop your ability to scan the small business environment. 

 LO3 Learn the techniques of building legitimacy for your organization. 

 LO4 Explore the techniques of social networking .

 LO5 Learn the basic skills for handling a crisis .

 LO6 Gain insight into how small businesses can achieve sustainability .

 LO7 Identify the major steps in making ethical decisions in small business.  

 Tim Hayden had been an avowed “sports fanatic” all his life. Friends could set their clocks by Tim. He 

was always watching games in the stands or on TV. Of all sports, he loved baseball the most. Sitting in the 

bleachers at the home of the St. Louis Cardinals, Busch Stadium, what he was sensing there distressed 

him. It seemed that fewer people were in the stands than in earlier years. He wished he could do something 

about it. 

  The final push to action for Tim came in 1998 when Mark McGwire crushed his 70th home run on his 

way to a baseball record. Tim and his father were sitting in the stands that historic night. However, they 

missed seeing the home run because they were standing in line at the concession stand. 

  As McGwire rounded the bases, Tim’s friends at home were watching numerous instant replays from 

every conceivable camera angle while listening to the commentators talk about inside stories. In addition, 

they could see the exact positions of each pitch location and the in-depth scouting report on McGwire’s 

home runs. 

  But here he was in the stadium, where he had paid good money for the ticket. And yet the best seat in 

the stadium was at home in front of his big-screen TV. 

  At that moment he realized that others might be thinking the same way. He thought he finally knew one 

of the reasons why attendance was down. Sitting at home with a large-screen TV, the refrigerator nearby, 

the bathroom a few steps away, the seat comfortable and the room air-conditioned, how could the stadium 

compete? Television baseball had become so much more detailed and informative than the in-stadium vari-

ety, with last pitch graphics, hit location graphics, and detailed stats on all the players constantly shown on 

the big screen at home. The “best seat in the stadium” had indeed shifted to home, and the fans with it. 

  Tim sensed a business opportunity in that shift. Sports teams had to bring fans back to the stadiums, 

where teams make their most profit. He also realized that for a fan, there was an undeniable energy being 

among tens of thousands of fellow fans with the chance to see that once-in-a-lifetime play. 

  Being digitally savvy, he knew that combining a fan’s personal cell phone or PDA with a Wi-Fi Web-based 

application, he could bring the at-home experience into the stadium. Fans sitting in the stands could see 

any instant replay from dozens of camera angles, as well as all the cool graphics that you see on TV, with 

the ability to order food and drink to their seat, and maybe connect with other fans in the stadium. And even 

better, it could all be on-demand. 
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  From his own pain, the feelings of other baseball fans, and over the next four years a careful study 

of the trends in the various sports leagues and televised sports, Tim Hayden realized that the enhanced 

digital experiences (they weren’t as prevalent in 2002) and new TV graphic techniques of sports broad-

casters had fundamentally changed the environment for sports watching. It also opened up a business 

opportunity. 

  DISCUSSION QUESTIONS  

1.   What were the different types of data Tim used to figure out the problem of reduced attendance?  

2.   What kind of data do you think would have been most useful and why?  

3.    Do you think the change in fan behavior came about from changes in society (fan demographics) or in 

technology?  

4.   What do you think was key to Tim’s making the jump from a problem to a business opportunity?        

  The Environment of Small Business  
 The moment Tim’s frustration with missing the home run made him rethink what was happening 

around him, he became aware of the  environment —all of the forces outside the firm or in this case 

the individual entrepreneur (or entrepreneur-to-be). In Tim’s case, the environment was the source 

of his inspiration (if you recall the BRIE model from Chapter 1, this would fall under Intention), as 

well as the data from friends, family, co-workers, and the media giving him the background on the 

nature and scope of the problems with attending professional sporting events. 

  Following the BRIE model in starting a business, the entrepreneur creates a boundary within the 

environment, setting his firm apart from the rest of the environment. In doing this, the entrepreneur 

gives the firm an  identity . Identity is not just the name of a firm, but its basic description—what 

it does and where it does this. It can include formal elements like a registration with the state, or a 

Web site or e-mail account with the firm’s name on it, or a telephone number in the firm’s name. But 

there are also important informal elements of identity. Often the firm and the entrepreneur are one 

and the same, but as the firm grows beyond the entrepreneur’s direct personal control, for example, 

by adding a part-time employee or running an order-taking Web site 24/7, parts of the identity of 

the firm can grow beyond the entrepreneur alone. 2  And as the firm establishes a track record for 

performance, that performance, along with the goods or services it creates become key elements 

of the firm’s and entrepreneur’s identity. For example, it is hard to think of Famous Amos without 

thinking about his cookies. 

  In creating a firm using the BRIE model, the entrepreneur gathers resources from the environ-

ment. These can include information on how to do the business or who to sell to, funding to run the 

business, space for the business, and raw materials for the business to use to make goods or deliver 

services. If the environment is rich with resources as it is during economic boom times, it can be 

easy to gather what is needed. In tougher times, such as during economic recessions, gathering 

resources can be harder. As entrepreneurs face resource constraints, they often learn to get by with 

less, or substitute a more readily obtained resource, or ask to borrow, rent, or trade for the resource. 

These techniques are called  bootstrapping  (which is covered in detail in Chapter 5) and are part of 

the culture of most successful start-ups. 

  The environment is at the core of exchange in the BRIE model, since exchange is literally the 

firm or entrepreneur dealing with the environment—buying, selling, or trading across the boundary 

of the firm. In the end, entrepreneurs carve a firm out of the environment by gathering resources, set-

ting them up inside a boundary and trading or exchanging them across the boundary. In short, almost 

everything a firm does involves the environment. This chapter will help you understand more about 

the environment and its components, and how you can organize yourself and your firm to manage 

its relations with the environment.   

LO1

  Discover the elements 

that make up the small busi-

ness environment.

     environment  

 The sum total of forces outside of 

the entrepreneur and the firm.    

     identity  

 Part of the BRIE model; composed 

of the name, description, and dis-

tinctive elements of a firm, such 

as trademarks, uniforms, logos, 

characters, and stories.    

     bootstrapping  

 Using low-cost or free techniques 

to minimize your cost of doing 

business.    
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  The Elements of the Small Business 
Environment  
 Environment is a difficult concept to consider because it is so big. It literally includes the entire 

world outside yourself and your business. As an entrepreneur, or entrepreneur-to-be, how do you 

go about understanding it, much less using it to help focus and operate your business? The key is 

to have a model of the environment in mind, which can help you focus on a part of the world at a 

time. 

  You may have seen a diagram of the environment like the one in Figure 2.1 in your introduc-

tory business or management text. It makes sense to revisit it here thinking about how these terms 

apply to small businesses. The  internal environment  of a firm consists of those people inside 

the boundary—the owner, any employees, and any other owners or board members of the firm. 

As every company matures, it adds to its  organizational culture  a set of shared beliefs or basic 

assumptions that demonstrate how things get done. Organizational culture also includes common, 

accepted ways of dealing with problems and challenges within a company. 3   
  For example, Brian and Lisa Jolles are the married co-owners of Jolles Insurance in Ellicott City, 

Maryland. They recognized that they needed to set an example of healthy living for their employees 

in order to promote wellness to their insurance customers. They did this by establishing exercise 

as part of the organization’s culture. Employees are encouraged to walk during lunch to control 

stress and hunger. Wellness is so much a part of the culture that the Jolles run an adult exercise boot 

camp for employees, clients, neighbors, and friends three days a week, sponsor a Web site (www.

wepromotehealth.com), and even sponsor a Health and Wellness Day at a local park, which ini-

tially drew 500 participants and since then has become a communitywide annual event. 4  Being a 

small business makes managing organizational culture easier than in larger businesses because, in a 

small business, there is a lot of flexibility in terms of roles and expected behaviors, especially when 

the business is first getting started. 

     internal environment  

 The people and groups within the 

boundary of a firm, including the 

owners, managers, employees, and 

board members of the firm.    

     organizational culture  

 A set of shared beliefs, basic as-

sumptions, or common, accepted 

ways of dealing with problems and 

challenges within a company that 

demonstrate how things get done.    

The Task

Environment

The General

Environment

Employees

Owners

Customers
Competitors

Economic sector

Technological

sector

Sociocultural

sector

Ecosystem/Infrastructure

sector

Demographic sector

Political-legal

sector

International

sector

Suppliers

Distributors

Allies:

corporate partner

Unions

Lenders

Governments

Interest

groups

Media

Professional

supports

Board of directors

INTERNAL

ENVIRONMENT

EXTERNAL

ENVIRONMENT

Subcontractors

FIGURE 2.1

 The Organization’s 

Environment   

 Source: Adapted from Angelo Kinicki 

and Brian K. Williams,  Management: 

A Practical Introduction  (New York: 

McGraw-Hill, 2009), p. 73. 
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  The  external environment  consists of everything outside the firm’s boundary. The easiest way 

to think about this very large entity is to break it into two parts. Those parts of the environment 

that directly and consistently touch on the firm are called the  task environment , because these 

are the components that directly relate to your firm performing its basic business tasks. This part of 

the environment is made up of those people your firm deals with every day—customers, suppliers, 

distributors, professional supports like accountants and lawyers, subcontractors, allies and corporate 

partners, and lenders—as well as important groups you may deal with directly less often, but that 

are always on your mind, like competitors, government, media and interest groups such as trade and 

professional associations, consumer groups, environmental groups, and so forth. 

  Because you deal with these groups on a consistent and ongoing basis, you may find yourself hav-

ing trouble recognizing new trends or changes among these members of your task environment. One 

simple way to do this is to take some time to reflect on whether and how business and relations have 

changed with each group over the past 6 months or 12 months. Another simple way is to look at the 

professional and trade publications for their industries. You can find these using the techniques given 

in Skill Module 2.1 and on the Online Learning Center. In particular, look for articles that talk about 

“trends” or “future” in the title.  

     external environment  

 The forces, institutions and people 

(i.e., the rest of the world) outside 

the boundary of the firm.    

     task environment  

 A part of the external environment 

made up of those components that 

the firm deals with directly such as 

customers, suppliers, consultants, 

media, interest groups, and the 

like.    

 Finding Your Trade or Professional Association and 
Their Magazines 

 In this skill module we will start with finding your professional or trade organization, and with that information in 

hand, find that group’s publications. There are four ways to find the organizations: 

1.   The American Society of Association Executives Gateway (http://www.asaecenter.org/directories/ 

associationsearch.cfm) has a searchable online directory of nearly 7,000 trade and professional 

associations.  

2.   An industry portal is a Web site with capabilities for multiple groups like current members, potential mem-

bers, media, and policy makers. Portals offer multiple services like disseminating documents, chat rooms, 

discussion groups, registration services, databases, and the like. Polson Enterprises maintains one of the 

most extensive industry portals pages on the Internet (http://www.virtualpet.com/industry/mfg/mfg.htm).  

3.   The Internet Public Library also has a Web page called “Associations on the Net,” which has an extensive 

listing on  http://www.ipl.org/div/aon/ .  

4.   If that does not work, most public and university libraries have Gale Publishing’s  Directory of Associations , 

which lists tens of thousands of trade and professional groups.    

  If you cannot find your trade group or association, there are three ways you could use to find the magazines 

that target specific industries and professions (called  trade magazines ). Two use an online search. The best 

online search source is Oxbridge Communications’ www.mediafinder.com, which has over 75,000 newsletters, 

catalogs, and other publications in its database. 

  Or you can try a general search on Google. Enter the name of the product or service. If it takes multiple words, 

like “child care,” put the phrase in quotation marks. Add a comma and the word  association . For this example, 

Google turns up groups such as the National Child Care Association and the National Association for Family Child 

Care. In addition, printed directories of publications by Bacon Publishing or Burrelle can be found on many librar-

ies’ reference shelves. 

     trade magazines  

 The magazines that target specific 

industries and professions.    

SKILL MODULE 

2.1

  The other, even larger part of the environment is called the  general environment . It represents 

the major forces on the lives of people and institutions like businesses, and even nations. Some 

components of this environment are easy to understand and apply to small business. For example, 

the economic sector includes the trends and current conditions of the overall market for goods and 

services, the availability of equity and credit, and employment. The technological sector includes 

innovation, invention, and modernization. The sociocultural sector includes cultures often based 

on things such as nationality or religion and subcultures which are based on groups formed around 

     general environment  

 A part of the external environment 

made up of sectors of major forces 

that shape the people and institu-

tions of the task and internal en-

vironments, such as the economic 

sector or the demographic sector.    
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shared interests within a larger culture. For example, think of the contributions 

of the hip-hop subculture to modern music and lifestyle marketing. 

  The demographic sector includes trends in the mix of ages, races, and gen-

der in society. For example, Jim Allsup had experience handling claims for 

Social Security, so he decided to start a business of his own using that experi-

ence. He did some research and discovered as the baby boom generation (born 

1946–1964) aged, the disability services market would grow right along with 

the retiree services market. From his work experience, he already knew that the 

Social Security Disability Insurance program was nearly impossible for people 

to deal with on their own, which delayed disability payments. He felt he could 

provide a valuable service to people to help them qualify faster for these pay-

ments, and in 1984 created Allsup, Inc., to do just that. Today, Allsup, Inc., is the 

nation’s largest and most successful SSDI claims-assistance company, with 580 

employees. 5  

  Part of the work Allsup, Inc., has done was to testify before congressional 

committees about needed reforms in the nation’s disability insurance programs. 

This points to another arena in the general environment, the political-legal sec-

tor. This sector reflects the broad trends affecting law, government, and politics, 

including changes in political parties and players, new legal and policy initia-

tives, and intersections of government, politics, or law with the other forces in 

the general environment, such as when forces from the technological, economic, 

and international sectors led to a federally mandated changeover from analog to 

digital television in 2009. 

  Those pressures in the international sector that led to the American decision to adopt DTV in-

cluded the push for a single global standard for DTV displays and broadcasts. However the United 

States adopted a different standard from the one the Japanese DTV industry and government rec-

ommended. These cross-national factors reflect the international sector of the general environment. 

Today small businesses in rural Nebraska can be competing with firms in China or eastern Europe 

for business in the next county. Inexpensive worldwide communication, shipping, and money trans-

fers mean that small businesses compete globally for business, and need to be aware of global 

trends. 

  Finally, there is the ecosystem/infrastructure sector, which reflects the physical world in which 

we live. This sector includes the natural components, such as raw materials, weather, and ecological 

forces, as well as created components such as cities, roads, and other elements of the infrastruc-

ture. Changes here are sometimes unpredictable, like the highly destructive Hurricane Katrina of 

2005, but sometimes more predictable, like the worldwide decrease in forested areas over the past 

200 years. 

  For all of these factors of the general environment, it is important to note that every one of them 

depends on the specific social and institutional supports for the general environment sector you are 

considering. In a country like Peru, which has an extremely high percentage of people who want to 

become entrepreneurs, the lack of a financial and transportation infrastructure has made it difficult 

to get businesses started or get goods or services to markets. Other countries may have high levels 

of corruption which makes starting a business risky. So the general environment always needs to be 

considered in terms of its social supports and institutional (or government and business) supports. 

Now that you have a way to segment and focus on a sector of the environment, you are ready to learn 

how to analyze it.   

  Environmental Scanning 
for Small Businesses  
 Big corporations have whole departments focused on scanning the environment and the firm’s 

competitors. Almost no small business can afford to try that approach, but they can benefit tre-

mendously from even a small amount of environmental scanning such as those shown in Skill 

LO2

  Develop your ability 

to scan the small business 

environment.

● Hip-hop is a subculture that 

has made major impacts on 

fashion, design, language, and 

music. Part of the sociocultural 

sector, these subcultures 

shape new directions for 

entrepreneurship.
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Module 2.2 and on the Online Learning Center. There are several low-cost and relatively fast 

ways to monitor the environment. 6  They include: 

●   Looking for trends and future-looking articles in the trade and professional press of your 

 industry or those of members of your task environment (see Skill Module 2.1).  
●   Asking your customers, suppliers, banker, attorney, and accountants what they see on the ho-

rizon for business in general, for business in your community in general, or for your industry 

or line of business in particular.  
●   Keeping notes on the things that bother you about the way work is done now, or what bothers 

you about how something has changed (whether a product, service, or process you deal with), 

and periodically do some fast research (typically searching on the Web) on what causes it 

and how others feel about it. For opinion Web sites, try ePinions, Yelp, Amazon, Buzzillions, 

Mouthshut, TrustedReviews, ConsumerSearch, or CitySearch.  
●   Subscribing to a couple of magazines/newsletters (online or hard copy) or online newsfeeds 

or blogs outside your area of business. In the science/technology area, for example, look at 

 Discover, Wired, Scientific American , or even  Popular Mechanics . For online versions, you 

can subscribe to the RSS feed or a summary e-mail to several of the print magazines, or online 

sources like Gizmag. For all of these, tag or record interesting ideas so you can come back to 

them when you have time to think. By the way, you can find a list of online and print magazines 

organized by topic areas on Yahoo! Directory’s News and Media section (dir.yahoo.com/

News_and_Media).     

 Finding Out How the Small Business Economy Is Doing 

 A key element in environmental scanning is assessing the overall environment and its trends. There are several 

ways to do this, from the simple to the complex. Simple approaches use a single or small set of numbers, like 

Network Solutions’ Small Business Success Index (http://growsmartbusiness.com) or the National Federation 

of Independent Business’s  Small Business Economic Trends  (http://www.nfib.com/tabid/769/Default.aspx), 

which offers its monthly Index of Small Busness Optimism. For these, your greatest concern is the trend, and 

whether it is rising or falling. At the other extreme, the Small Business Administration’s Office of Advocacy offers 

its Quarterly Indicators (http://www.sba.gov/advo/research/sbei.html ) with a compendium of measures and 

the SBA’s own analysis of them. One other key source of data for your state is the Office of Advocacy’s Small 

Business Profiles for the States and Territories (http://www.sba.gov/advo/research/profiles/), but these re-

port data from one or two years earlier. You can learn more about these different sources of information in our 

online skill modules. 

SKILL MODULE 

2.2

  Bill Gates is famous as a trend-spotter (although he has made some bad calls too), but one of the 

tricks he swears by is “Think Week,” where he goes away by himself and spends time thinking and 

researching to help him focus on what is coming and what is important to his business. Most of us 

can’t afford a week off, but putting aside three to four hours every three months to review what you 

have noticed and what notes you have made can do a lot to achieve the major benefits of environ-

mental scanning, and still leave time to get your own work done. 

  Do not be afraid to make a bad decision. The trick with all forward-looking choices is to use 

a “real options” approach. To do this, you establish benchmarks to achieve, timetables for their 

achievement, and a formal review process to get you to make the tough “continue” or “stop” deci-

sions. Microsoft initially dismissed the Internet, but they revisited their decision and changed course 

to make Internet Explorer the most used browser in the world. 

  So now you know what the environment is, what its different components are, and how and 

where you might keep an eye on the environment to help you prepare for the future. That leaves 

open how you deal with the environment on a daily basis as you begin or run your business. In the 

next section we look at the major techniques for managing your relations with the environment.   
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  Five Skills for Managing Relations 
with the Environment  
 Having learned about the different types and sectors of the environment, and the way to scan and 

analyze them, it only makes sense to look at how to apply that knowledge to help launch and grow 

your own small business. In this section five approaches to managing relations with the environ-

ment, what is called  external relations,  will be introduced: 

●   Building legitimacy  
●   Developing a social network  
●   Handling a crisis  
●   Achieving sustainability  
●   Making ethical decisions    

  The goal of any small business owner is to manage external relations in order to create social 

capital.  Social capital  includes characteristics of a business, like trust, consistency, and networks, 

that help make business operations smooth and efficient. Small businesses high in social capital 

are more trusted, checked up on less, treated more fairly by regulators, and given the benefit of the 

doubt when problems occur. 7  This social capital is capital in the same sense that cash or land can be. 

You can accumulate it or spend it, and the more of it you have, the greater the value of your firm. 

Social capital is the major component of what accountants call “goodwill,” and you can find it on 

a business’s balance sheet. Let us look at the five techniques for managing external relations and 

building social capital.   

    Building Legitimacy 
  Legitimacy  means that a firm is worthy of consideration or doing business with because of the 

impressions or opinions of customers, suppliers, investors, or competitors. 8  Gaining legitimacy is 

one of the top challenges facing new small businesses, but it can be especially difficult for entrepre-

neurs seen as “different”—women, minorities, home-based businesses, businesses started by young 

people, entrepreneurs introducing a new technology, or people new to the area or industry. Achiev-

ing legitimacy is also a major goal of all new businesses or of existing businesses that have gone 

through a significant change, like getting new owners or changing their product lines. Achieving 

legitimacy means building trust among customers and other key groups. 

  There are three general forms of legitimacy that you can develop—based on your people, based 

on your product, and based on your organization. 9  Each is discussed below. 

  Remember that often the owner  is  the business in many peoples’ minds. So, he or she is the 

most important element of social capital to customers and supporters of a business, such as bank-

ers, lawyers, and suppliers. Having people in the organization—an owner, employees, or even 

media spokespeople—whom customers know and respect increases the firm’s legitimacy. Making 

sure the people of your business always work in the best, friendliest, and most professional way 

also helps build the business. Some of the major examples of people-based legitimacy are given in 

Table 2.1. 

  Also, many small business owners think that the most important source of legitimacy comes from 

an understanding of the product or service offered. 10  If customers do not understand it, the company 

is unlikely to get any customer attention because customers may not trust it. Fortunately, most small 

businesses offer products or services with which customers are already familiar (what we will call 

an “imitative strategy” in Chapter 7). The goal then becomes making sure the customer knows about 

the details of the product, its high quality and environmental friendliness, its competitive advantage, 

how to use it, and has the assurance that it will be backed up by the firm. Table 2.2 describes many 

forms of product-based legitimacy. 

  If the customer understands the product, the final key legitimacy factor is promoting knowledge 

about the organization itself. This might focus on telling about the history or visibility the firm 

     external relations  

 The general description for the pro-

cesses and skills used in the man-

agement of a firm’s interactions 

with people, organizations, and 

institutions outside of its boundary.    

     social capital  

 Characteristics of a business, like 

trusts, consistency, and networks, 

that represent potential social ob-

ligations which are an asset of the 

firm or entrepreneur.    

LO3

  Learn the techniques of 

building legitimacy for your 

organization.

     legitimacy  

 The belief that a firm is worthy of 

consideration or doing business 

with because of the impressions 

or opinions of customers, suppli-

ers, investors, or competitors.    
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People-Based Legitimacy IndicatorsTABLE 2.1

People More Legitimate Less Legitimate

Good will Having well-known or well- Lacking well-known or well-

 regarded owners, employees,  regarded owners, employees, 

 supporters, or spokespeople supporters, or spokespeople

Public recognition Firm, owner, or employees  Little or no public recognition

 receive awards (e.g., “Small 

 Business of the Year”) or 

 make notable achievements 

 outside the business (e.g., 

 president of the PTA or BBB)

Product/service name  Selling brand name merchandise  Nonbrand name

recognition or services

Business network  Membership in trade (e.g., National  No memberships

membership Restaurant Association) and business 

 (e.g., BBB, NFIB, Chamber of 

 Commerce) organizations

Organizational size Having employees Only yourself

Attire Wearing uniforms or business attire Casual attire

Product-Based Legitimacy IndicatorsTABLE 2.2

Product More Legitimate Less Legitimate

Customer assurance Publicly stated guarantees,  None stated or given

 bonding, try-before-you-buy 

 policies, return policies, etc.

Experiential supports Documentation, demonstration offered None offered

Customer service Providing customer service  No customer service

 live or online 

Quality standards Meets or exceeds industry  Fails to meet industry

 standards for quality standards for quality

Environmental friendliness Uses recyclable materials,  Shows no concern for the 

 demonstrates green design, or  environment or natural 

 has a low carbon footprint. resources

Certifications ISO, Baldrige Award, minority  None or self-certified

 or women-owned business, 

 professional licensing

Testimonials Present testimonials from  No information from users

 customers satisfied with the product

Intellectual property Has trademarks, service marks,  None

 patents or copyrights 

Industry leadership Setting technological or service  Common technologies

 standards adopted by competitors or services

Media product/service visibility Interviews, articles, placements,  Little or no attention in print

 or columns in print or electronic  or electronic media about 

 media about the product the product

     ISO  

 Stands for the International Stan-

dards Organization, and refers to 

certification for having met a stan-

dard of quality that is consistently 

evaluated around the world (see 

http://www.iso.org).    

     Baldrige Award  

 The Malcolm Baldrige National 

Quality Award is given by the U.S. 

government to businesses and 

nonprofit organizations that have 

been judged outstanding in seven 

measures of quality leadership; 

strategic planning; customer and 

market focus; measurement, anal-

ysis, and knowledge management; 

human resource focus; process 

management; and results (see 

http://www.quality.nist.gov).    
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already enjoys. It might come from published information that makes sure your firm looks like 

a substantial and professional business. Whatever gives customers confidence in the quality and 

survivability of the firm helps the selling process and in turn increases the all-important trust factor. 

Table 2.3 gives the key factors for organizational legitimacy. 

  Another approach to building organization-based legitimacy, which has grown in popularity 

since the original list was crafted, is the creation and display of a company code of ethics. In prac-

tice, good codes of ethics reflect the passions of the founder, the culture of the firm, and three classes 

of ethical standards found in research on existing codes of ethics. 11  These three classes are: 

●   Employees Should Be Dependable Organizational Citizens (e.g., finish your work, follow 

rules and orders, be on time, do not swear, dress appropriately, etc.)  
●   Do Not Do Anything That Will Harm the Organization (e.g., protect confidential information, 

do not take drugs, kickbacks, or company property, etc.)  
●   Be Good to Customers (e.g., be truthful, be helpful, listen attentively, etc.)    

Organization-Based Legitimacy IndicatorsTABLE 2.3

Product More Legitimate Less Legitimate

Media organization visibility Interviews, articles, or columns in  Little or no attention in print or

 print or electronic media about the  electronic media about the

 organization organization

History In operation for a long time New

Time commitment Full time Part time

Hours of operation 9–5, 9–9, 24/7 1–5, 6–9

Days of operations M–F, 7 days a week One day, weekends only

Phone line Dedicated to business Shared with home

Phone answering Human answered Answering machine, voice mail

Legal form Corporation, partnership, or LLC Sole proprietorship

Physical setting Commercial site like a store, office  Home-based business; a

 building, or mall business with no physical

  location; a business run out of

  a post office mailbox

Public listings Yellow Pages, Dun & Bradstreet  White pages or none

 Business Profile, business 

 directories 

Internet identity Uses business name  Uses generic name

 katz@sb2020.com katz@yahoo.com

Graphic design (business  Professionally done Personally done

cards, stationery, Web 

sites, etc.) 

Partnering Partners with known businesses Partners with unknown 

  businesses or no partnering

Dealer network  Being an authorized dealer or Unauthorized, gray, or black

membership agent market dealer or agent

Code of Ethics Adopting your industry’s code of  None

 ethics, creating one of your own, 

 displaying the code
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  Across these three types of legitimacy indicators, there are 30 characteristics, and few small 

businesses incorporate all these elements. Most of the time the small business owner will pick two 

or three legitimacy-building features from each of the product, organizational, and people indicator 

listings and then work to implement them. Once implemented, they should be locked in. Part of le-

gitimacy and building trust comes from the consistency of a firm’s actions over time. Repeating one 

legitimacy characteristic daily does more to build your social capital than changing the legitimacy 

characteristics stressed by the firm in hopes of finding the perfect mix of characteristics. 12   

  Developing a Social Network 
 Another basis for building social capital is through building a social network. A  social network  

is the entrepreneur’s relationships and contacts with others. 13  Social networking is a way to work 

trust, reciprocity, and long-term relationships into your day-to-day business operations. It’s a way to 

build your company’s expertise by convincing others to share their skills and knowledge with your 

firm. The most successful owners are those who recognize that others have the expertise needed and 

establish relationships that give them the benefits of that expertise. In many of the stories of small 

business owners in this book you will see how success hinges on getting others to help you. You 

might be new to your business, industry, or locality, but, with the right expertise, your business can 

LO4

  Explore the techniques 

of social networking.

     social network  

 The entrepreneur’s set of relation-

ships and contacts with individu-

als and institutions.    

  Family:  Start here, and ask your parents, grandparents, and extended family. Include in-laws. 

  Friends and neighbors:  Include your friends, and friends of friends. 

  Kids:  Think about the people you’ve met through your children at their school and in their extracurricular 

activities. 

  Bank:  You probably have a bank account, possibly several. Get to know your bankers and ask them for 

introductions or referrals. 

  Customer contacts:  You are a customer, patient, or client to doctors, dentists, insurance agents, 

lawyers, and small business owners of all sorts. They know you and because they’re in business, they may 

have the kind of contacts you need. 

  School:  Think about students, faculty, and support organizations where you or your family have gone to 

school. Many colleges have alumni offices and entrepreneurship or small business development centers, 

and these can put you in touch with helpful others. 

  Hobbies:  Hobbies often bring together people with diverse backgrounds. That makes them a great place 

for finding different sorts of contacts. 

  Business associations:  Most communities have some form of a chamber of commerce. Most 

industries and professions have associations. People join these in order to network. Ask the officers of the 

chamber of commerce or the association for referrals. Be willing to assist others who ask for your help. 

  Other organizations:  Religious, civic, community, and political organizations often publish member 

lists. Go over these to see if you recall people who have the business ties or expertise you need. 

  Work:  Consider co-workers, bosses, customers, suppliers, and people in other firms with whom you 

deal. Note that work contacts can be problematic. Check company rules or expectations first. Many firms 

consider such contacts a conflict of interest. 

  Small business support organizations:  There are always organizations dedicated to small 

business such as the National Federation of Independent Business, National Small Business United, the 

National Association for the Self-Employed. You can get lists of these by searching Google’s directory 

for “small business associations.” Many of these organizations have local chapters, and all encourage 

members to contact and help one another. 

  Electronic networks:  There are different kinds of electronic social networks:  business networks  

like Ecademy.com or LinkedIn.com, or  interpersonal networks  like Classmates.com, Facebook.com, or 

MySpace.com. Once you belong, you can search for friends, family, and co-workers who already belong 

to start your network, and then add their contacts to yours, as well as finding new contacts with similar 

interests, and even potential customers. 

FIGURE 2.2

 Sources for Network 

Connections 
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improve its chances of succeeding. The key is building a network of people who trust you and are 

willing to help you, 14  and who can depend on you for help and advice in return. Through this mutual-

ity, social networking helps build long-lasting relationships. 

  Reputation has a positive community impact; it increases trust and creates a culture that enables 

people to make good decisions. Social networking helps all those aspects of small business by build-

ing your reputation as giving the most expert business goods or services and as being an important 

community resource. Social networking can help your long-term reputation as a business owner by 

showing others who you are 15 —a consistently top-notch community player. 

  You probably already know many of the people who can help you build a social network. Fig-

ure 2.2 gives a list of the most popular places to look for network contacts. 

  What kind of help do entrepreneurs seek from their social network? The PSED provides some 

insight as to the type of help people starting their own business seek out and these results are shown 

in Figure 2.3. Information is the number one type of help, followed by introductions to others. In the 

PSED, most prospective and early stage entrepreneurs reported having one or two people in their 

helping network, and they typically reported around 3 contacts a month across their whole network 

of folks providing help. 16  

  Knowing whom and what to ask is only part of the story. The other part involves building the 

relationships and encouraging others to help you. One of the key parts of social networking is actu-

ally seeking the help or advice of others. Asking for help well is a skill. A little advance thinking and 

preparation can dramatically produce positive results. Skill Module 2.3 gives you one of the most 

successful methods for asking others for help.    

0% 10% 20% 30% 40% 50%

Information or advice

Introductions to other people

Access to financial resources (equity, loans,

or loan guarantees)

Business services (legal, accounting,

clerical assistance)

Physical resources (use of land,

space, buildings, or equipment)

Personal services (household help)

Other kinds of assistance

FIGURE 2.3

 Types of Help Sought 

from the PSED   

 Source: Adapted from H. E. Aldrich 

and N. M. Carter (2004). Social 

Networks, In Gartner, William B., 

Shaver, Kelly G. Carter, Nancy M. 

and Reynolds, Paul D. (Eds.) (2004). 

 Handbook of Entrepreneurial 

Dynamics: The Process of Business 

Creation . Thousand Oaks, CA: Sage, 

Table 29.1, page 331. 

SKILL MODULE 

2.3

 Asking for Help 

 The best people to ask for help are often the people who are the busiest. Knowing this, some small business 

owners shy away from imposing. In reality, there is no substitute for expertise, and getting it from others is one 

of the most efficient and effective ways to do it. Building on the ideas of Paula Caproni, 17  here is an eight-step 

approach to asking others for help: 

●    Request from people you trust:  Either ask people who already know you, or establish a relationship with 

the people you want to ask before seeking help from them. This can be as little as a few minutes of talk to 

find common ground or common friends at a chamber of commerce reception, but it is an important foun-

dation for the relationship.  

●    Ask for specific behavior:  Your request is more likely to fit someone’s schedule if it is specific and 

something that has a definite end. So, asking, “How can I get an introduction to someone in purchasing at 

BigCorp?” is more likely to get a positive response than, “What can I do to sell more?”  
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  Remember, social networking makes a difference in how you’ll conduct business every day. It 

means asking for help when you need it, respecting the other person’s time and expertise, and most 

importantly being willing to reciprocate if asked.  Mutuality  is the idea and action of each person 

helping the other. Part of building social capital with social networking comes from the help people 

in the network can provide one another. Why help? Reasons may be making a new friend or making 

a friendship stronger, creating a relationship that can lead to future business or friendship, having 

a chance to demonstrate expertise, incurring a debt for future repayment, or even just wanting to 

help others. Helping others means you understand the idea of positive community impact, trust, and 

relationships—critical success factors in building an ethical business. 

  Building social capital through social networking involves giving information, letting people 

know they belong, and providing social support and approval. You have to take the time to build and 

keep up your relationships with others in your network. This is called  networking , which means 

small business owners interacting with others in order to build relationships useful to the business. 

Key skills for effective small business networking are given in Skill Module 2.4.   

     mutuality  

 The action of each person helping 

another.    

     networking  

 Interacting with others in order 

to build relationships useful to a 

business.    

●    Do not be defensive:  When explaining what you need, do not blame others for your needing help. And 

when asked questions by potential helpers, do not get upset or accusatory. Often they need to know what 

you have tried, how you did it, and how it worked out. They also often need to know what you are capable 

of doing, or what expertise you bring to the situation. Give concise answers and show your willingness to 

answer more. After all, they need the information to help you.  

●    Do not overreact or underreact:  Think of your regular conversations with good customers or friends. That 

kind of give-and-take and that kind of emotional level is what a good asking-for-help exchange sounds like. 

While being brief is good—after all, time is money—if you sound like you are holding back or are unwilling 

to talk, it does not help build the relationship. On the other hand, going overboard with praise and informa-

tion can come across as phony or irritating. Think of regular conversations, and try to emulate them here.  

●    Summarize what was said to ensure understanding:  When your conversation is nearing the end, repeat 

what you understood as the advice. It is fine to put it in your own words. The goal here is for you and the 

person helping you to know that each of you understood the other. If you are going to try the advice on your 

own, you want to be certain you understand what to do, how to do it, and maybe even why to do it that way. 

Summarizing is a great way to confirm all that and show how attentive you have been.  

●    Explain what you are going to do about feedback:  People you approach as experts often take part of 

their satisfaction from knowing that their expertise has made a difference—especially in your business, but 

at least in your thinking. If you can tell such people how you will use their help, it can provide them with an 

immediate reward. If you are not sure what action you will take, be honest about this, but also point to the 

new things you have learned or discovered from the help they offered.  

●    Thank the person for the input:  This is in part providing an immediate payout to the person helping you, 

but also laying a foundation for future contact. Provide a simple thanks and mention how you hope to return 

the favor or help someday. A good handshake and a smile, and you are ready to get back to business.  

●    Follow through:  It is always a good idea to inform any person who tried to help you about how your efforts 

came out. Tell them how you solved your business problem in general terms. If their help was used, men-

tion this. Thank them for their help (whether you used it or not). Finish with a mention of your appreciation 

of their help and your willingness to help them in the future.    

 Networking Skills 18  

 Networking is a skill like any other. In business you often know the kind of situation you are about to go into or 

are likely to face. Knowing this, you can take several steps to prepare yourself to socialize with others as a basis 

for establishing a business relationship. Here are the steps you can take to prepare: 

●    Know who you are:  Craft a 30-second spot about yourself and your firm, and practice it until it sounds like 

a natural expression of your interests. This is often called an  elevator pitch,  and Chapter 8 (Business Plans) 

gives details on putting together a winning one.  

SKILL MODULE 

2.4
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●    Know whom you want and why:  Once you know who will be attending an event (from your buddy, look-

ing at the materials for the event, or going through the member list of the sponsoring organization), start 

putting together a list of names of people and organizations you want to make contact with. Make sure you 

keep track of why you are looking for particular people. When you are at the event, walk around the room to 

see who is there from the list, or ask the organizers of the event if the people you seek are around.  

●    Buddy up:  When you know you are going to a particular event, check around to find a friend or business 

associate (a customer, supplier, lawyer, insurance agent, banker, etc.) who has attended a similar event 

before. Ask if you can go with him or her, and ask about the people and firms likely to be there.  

●    Bone up on small talk:  What do you say after hello? A good place to start is to give your elevator pitch and 

close with why you were looking forward to meeting the person. If you think your business can help the other 

person’s, talk about that. If the other person wants to limit the conversation to social topics, go with that. To 

help with chitchat in those situations, make sure you look at the local newspaper (sports section included) on 

the day of the event, and take a look at  The Wall Street Journal  or  USA Today  front page if you can.  

●    Do not forget why you’re there:  People tend to gather in groups of like-minded folks. This can mean that all 

the golf players are together talking strokes, but it can be deadly if it means that all the women entrepreneurs 

are gathered together and not networking with the male business owners. If you are at a networking event 

and you start feeling comfortable, check to make sure it is not because you have actually stopped networking.  

●    Make the connection:  The key to making networking work is to make the personal connection. Business-

people  expect  to be approached by others at events. Do not be shy. Just walk up and say hello. If neces-

sary, ask a friend or an event organizer to make the introduction, but, however you do it, meet the people.  

●    Follow up:  After you meet someone at a networking event, periodically keep up the contact through e-mails, 

phone, mail, or personal contact. If you can offer help or information, that is the best reason to stay in touch.    

  Most entrepreneurs who recognize the value of networking develop some means of keeping track of their 

contacts. Using paper-and-pencil contact managers such as those from Rolodex or Franklin Covey, computer 

software such as Microsoft Outlook (which is a part of MS Office), or specialized contact management software 

such as ACT! or Goldmine, or online services, 19  that you can quickly find using a Google search for “online 

contact management.” The goal is to make sure you keep track of your social and business contacts. The best 

approaches help you identify whom you need to contact to keep relationships fresh. This is because networking 

is one of the key skills for  all  business owners, female and male, minority and majority, high tech and no tech. 

Because in the end, business is all about making the sale and the sale depends on making a connection with 

customers, and that connection is what networking is all about. 

 SMALL BUSINESS INSIGHT 

 Scott Bertelsmeyer, David Birkenmeier, and Jon Taulbee’s feasibility study involved the creation of a new electronic 

version of Evoke, an award-winning children’s game with modest sales. After studying the industry, the team realized 

that electronic Evoke’s success would depend on using characters children recognize, like SpongeBob SquarePants, 

Harry Potter, X-Men, or Disney characters. But determining the licensing costs for brand-name characters was a 

problem. The big studios did not want to deal with smaller-scale projects like Evoke. The threesome sought help 

by looking for a licensing expert on LinkedIn. While none of them had one in their immediate network, they found 

several possibilities whom they might get to through someone they were already linked with (called an intermediary 

in LinkedIn). They e-mailed an intermediary for an introduction to Scott McMillan, then Senior Licensing Manager at 

Nelvana Ltd.—a producer, distributor, and consumer products licensor of animated shows such as  Babar, Franklin 

the Turtle , and  The Berenstain Bears . Scott, himself a student pursuing an MBA at the University of Toronto’s Rotman 

School of Business, responded that day, providing Scott, David, and Jon with the information they needed to cost 

out using licensed characters. The entire process took less than one day, from the initial search to the final follow-up 

phone call. You can see the Evoke feasibility analysis on the  Entrepreneurial Small Business  Web site. 

 Electronic Evoke 
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  Social networking across the nation and around the world has become a lot easier with the matur-

ing of this type of Web site. In fact, today there are so many online social networking sites that it can 

be tough to decide which to choose to promote your business. Table 2.4 gives you a quick guide to 

the major social networking sites. 20  

  Small businesses planning to rely primarily on online social networking as their means of pros-

pecting for customers often use multiple sites, in order to get to potential customers in as many ways 

as possible. If you use this approach, consider also subscribing to a social network aggregating site 

like FriendFeed or Spokeo, which can help you check up on or manage multiple sites through a single 

source. Regardless of the site or sites you use, there are three best practices which can help any online 

social networking effort become more successful (whether you are pursuing it online or in person): 

●   Make it easy for people to contact you (this often means giving one of your e-mail 

addresses).  
●   Take the initiative to ask others on the network (including colleagues from school and work, 

and friends and family) to link with you.  
●   Find and link up with network mavens—people who like to gather and share their enormous 

networks. 21     

  Electronic social networks are usually fast and easy to develop, as well as often free. Face-to-face 

social networks often have membership costs, but offer the all-important personal touch as well as 

those all-important local connections. When either type of social network works, it can produce 

results from unexpected sources, as you can see in the example of Electronic Evoke. While the 

personal connection from face-to-face networking is always a great thing to have, if you cannot eas-

ily develop a large face-to-face network in your community, industry, or market, electronic social 

networking is the best way to go.  

  Handling a Crisis 
 While some challenges come slowly and give the small business owner a chance to think about how to 

choose, all businesses sooner or later face some sort of crisis. A crisis is a situation that poses a major 

LO5

  Learn the basic skills 

for handling a crisis.

  Sources: Jason Kincaid, “Ning: 1 Million Social Networks Strong,” TechCrunch.com, April 16, 2009; June 3, 2009, http://www.techcrunch.

com/2009/04/16/ning-1-million-social-networks-strong/.     Jeremiah Owyang, “A Collection of Social Network Stats for 2009 « Web Strategy by Jeremiah 

Owyang | Social Media, Web Marketing,”  Web Strategy by Jeremiah Owyang,  January 11, 2009; June 3, 2009, http://www.web-strategist.com/

blog/2009/01/11/a-collection-of-social-network-stats-for-2009/.     Xing, XING AG continues profitable growth, Xing.com, May 14, 2009, http://corporate.

xing.com/no_cache/english/press/welcome/news-detail/article/pressemitteilung-hier-ist-die-deutsche-version/6/ca8bfa648c/.  

Online Social Networking SitesTABLE 2.4

Site Name Total Visitors (2008) Strength of Site

Facebook.com 200,000,000 Largest site. Has a large core of personal sites.

MySpace.com 126,000,000 Another personal site, but users spend more time 

  on-site than Facebook.

Hi5.com 80,000,000 Teen-focused site with games and virtual currency for 

  users.

Orkut.com 57,000,000 Owned by Google. Large international base.

LinkedIn.com 36,000,000 Largest site focused on business users.

Xing.com 7,500,000 Business-oriented site similar to LinkedIn. 

  Strong European base.

Twitter.com 4,000,000 Designed for quick updates. Largest number of users 

  connected via mobile phone users.

Ning.com 1,000,000 Lets users create their own social network.
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problem for the business or its people, in which the survival of the business is at stake, and immediate 

action is necessary. 22  For owners, knowing what to do during a crisis is a very specialized and very 

emotionally demanding form of decision making. Small business owners are optimists about their busi-

nesses, and it can be wrenching when something goes wrong. When the crisis is in full swing, knowing 

what to do is critical. The gold standard for crisis leadership comes from Norman Augustine, 23  former 

president of Lockheed Martin—a Fortune 500 company. Although originally given for large busi-

nesses, the six steps to follow can be readily adapted to small ones. 24  The steps are:  

1.      Admit you’re in trouble—quickly. It is better to say, “If there is a problem, I will find it and fix 

it,” than to delay an admission until fact-finding is done.  

2.      Get to the scene as soon as possible. Your job? Show caring and accountability.  

3.      Communicate facts you know (and those you don’t) to employees, customers, and suppliers.  

4.      Have one person serve as the firm’s spokesperson. It is best if it can be the owner, but an articu-

late employee, family member, or outside professional (e.g., lawyer) can stand in.  

5.      Separate crisis management from the everyday management of the firm. If you are doing both, 

try to take time to do each separately. Delegate as much as possible of the everyday manage-

ment to employees or family while you concentrate on dealing with the crisis.  

6.      Deal with the crisis quickly. Take steps to solve the problem, and make the process of dealing 

with the problem as open as possible.   

  Managing crisis is a difficult but necessary skill. Obviously, anticipating problems and avoiding 

them or handling them before they become major is a better approach, but only one business in ten 

has a disaster or crisis plan. 25  To help small businesses with crisis planning the federal government 

has created a new Web site www.ready.gov to bring all these resources together in one location. 

They recommend a three-step process for preparing for disasters: 

1.      Plan to Stay in Business (using a disaster plan like the one called READYBusiness offered 

by Louisiana State University’s EDEN—Extension Disaster Education Network [http://www.

eden.lsu.edu/LearningOps/ReadyBusiness/default.aspx]  ).

2.        Talk to Your People (plan with co-workers, practice your plans, and have a crisis communica-

tions approach in place).  

3.      Protect Your Investment (using insurance, backup procedures and supplies, etc.).    

  In the end the best way to manage a crisis is to plan ahead, but in the middle of a crisis, the key for 

a small business owner is to keep calm, take care of the people involved, and keep people informed.  

  Achieving Sustainability 
 If you look at a management, entrepreneurship, or small business text from 10 years ago, you would 

be hard-pressed to see anything related to sustainability or green business. Those elements we called 

corporeal forces in the general environment were taken for granted. Today, however, some of the 

negative effects of industrialization on the earth and the living species inhabiting earth are becoming 

apparent.  Sustainable entrepreneurship  is an approach to the operation of the firm, the line of busi-

ness of the firm, or both, which identifies or creates and then exploits opportunities to make a profit in 

a manner that minimizes the depletion of natural resources, maximizes the use of recycled material, 

improves the environment, or any combination of these outcomes. Positive outcomes along these lines 

are described as “greener,” so the approach is also sometimes called  green entrepreneurship . 

  As a nation, we have increased our greenness over the past 20 years through a variety of actions. 

We drive more fuel-efficient cars today because of government mandated fuel efficiency standards. 

Companies and individuals do more recycling of trash. The latest effort to replace regular light bulbs 

with compact fluorescent lights is another green effort. 

  Entrepreneurs can do quite a lot to manage their firm’s impact on the environment. Recycling is 

one approach many businesses use. According to the NFIB poll, recycling among small businesses 

varies, depending on what is being recycled. Recycling rates for the major types of trash are given 

in Table 2.5. 

  A great way to start thinking about minimizing waste and environmental degradation is to run your 

thoughts about your business through a “green audit” like the one developed by Friends of the Earth 

LO6

  Gain insight into how 

small businesses can achieve 

sustainability.

     sustainable 

entrepreneurship  

 An approach to operating a firm or 

a line of business which identifies, 

creates and exploits opportunities 

to make a profit in a way that can 

minimize the depletion of natural 

resources, maximize the use of a 

recycled material, or improve the 
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     green entrepreneurship  

 Another term for sustainable en-

trepreneurship taken from the 

popular belief that green is the 

color of a healthy environment, as 

in forests or fields.    
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in Scotland, http://www.green-office.org.uk/audit.php?goingto=audit0, or another published by 

 Deliver  magazine, https://www.delivermagazine.com/columns/2007/09/06/how-green-are-you/.

Minimizing paper use, using telecommuting and electronic communication, replacing paper cop-

ies with Web-based documents, buying products for the business made from recycled materials or 

products which can be recycled are all ways to create a more sustainable enterprise. 

  The business itself can focus on ways to enhance others’ sustainability efforts, and make a profit 

doing it. Have you read about buildings in your area being LEED certified? It stands for “Leadership 

in Energy and Environmental Design” and is a certification standard from the U.S. Green Building 

Council for buildings that are more environmentally friendly, http://www.usgbc.org/leed. Construc-

tion companies have found this area to be a new source of sales and profits, as new buildings are 

designed to be more energy efficient and recyclable, and older buildings get retrofitted for energy sav-

ings and healthier internal environments. Similarly, green retailing, selling products that have a better 

environmental footprint, is a growing segment. Whether talking about greening your own business or 

making a profit from helping others get greener, sustainable entrepreneurship is another method for 

managing external relations with customers, governments, and the physical environment.  

  Making Ethical Decisions 
  Ethics  comprise a system of values people use to determine whether actions are right or wrong. 

We consider ethics in determining whether a decision we are about to make is good or bad. And, 

we make judgments about actions—something is good or bad; someone is right or wrong—based 

upon our own personal ethics. An ethical dilemma occurs when a person’s values are in conflict, 

 making it unclear whether a decision we’re thinking about making is right or not.26 An  ethical 

dilemma  also occurs when there are several different options for a decision we have to make and 

the best choice isn’t clear. Of the five environment managing techniques discussed in this section, 

making ethical decisions is undoubtedly the hardest. Part of it is because the ethical problems that 

keep entrepreneurs up at night are ones where there is not a satisfying yes or no answer. Consider 

the case of Martin Tobin on the next page.   
  Making Sarski pay could have negative consequences, and Tobin paying could have negative 

consequences. While there is a set of standard practices in place, Sarski is asking for special consid-

eration. Tobin knows he and Sarski have a long relationship and he expects them to work together 

for a long time to come. So what  should  he say to Sarski?  
  LaRue Hosmer was initially a professor of entrepreneurship who came from a family logging 

business. He later turned his eye toward the challenge of making ethical decisions in business. He 

came up with a model widely used today, but it is focused more on big business than small ones. 

Adapting his approach 27  to small business making ethical decisions involves three steps: 

1.     Define:  Define the moral problem.  

2.      Generate:  Generate alternatives that could meet the ethical, legal, and economic goals every 

business must balance.  

3.     Implement:  Pick the best alternative you and your business can live with and implement it.    

LO7

  Identify the major steps 

in making ethical decisions 

in small business.

     ethics  

 A system of values that people 

consider in determining whether 

actions are right or wrong.    

     ethical dilemma  

 A situation that occurs when a per-

son’s values are in conflict, mak-

ing it unclear whether a particular 

decision is the right thing to do.    

Recycling RatesTABLE 2.5

NFIB Poll Question: Does your 

business recycle the following?

Paper 45% recycle

Cans 45% recycle

Plastics 35% recycle

Glass 27% recycle

 Source: NFIB, Small Business Poll,  Waste and Hazardous Materials.  7, no. 2 (2007). 
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  The model is given in Figure 2.4. As you might expect, although the steps sound easy, doing 

them well requires working through some complicated issues. Let us look at each step in turn. 

  Defi ne the Moral Problem:  To determine the moral dimension of a problem, you need to 

carefully think the problem through. For small businesses, there are typically four questions 

used to defi ne the moral problem under consideration: 

 1.    Who will be hurt (and how much)? Obviously more hurt is worse, but you also need to con-

sider how likely recovery is and how long will it take to recover.  

 2.    Who will benefit (and how much)? A tiny benefit for many is often of little use—think of 

those class action lawsuits that end up giving each of millions of claimants a few dollars off 

their next purchase. The overall size of the benefit needs to be weighed against the number 

who benefit, and balanced against the costs of the harm done to others by the solution.  

 3.    What do you (or your firm) owe others? When you make a decision, it should reflect your real 

or presumed obligations to people and institutions in your firm and in its task environment. How 

you act under pressure is seen by many as the acid test of who you are and what your firm is 

about.  

 4.    What do others owe you (or your firm)? Just as you and your firm make a commitment to 

others, they make commitments to you and your firm. Depending on the decision, there may 

be obligations from others or forms of support you can expect that help make doing the ethi-

cal thing easier on you or the other party involved.    

Define
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Monitoring

Generate

alternatives

that meet
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legal, and
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goals

Implement

the best

solution

and monitor

the situation

FIGURE 2.4

 The Ethical Decision-

Making Model for 

Small Business   

 Source: Adapted from LaRue T. Hosmer, 

 The Ethics of Management , 6th ed. 

(Boston: McGraw-Hill/Irwin, 2008). 

 As Martin Tobin hung up the phone, he felt a headache coming on. Martin and several family members owned 

Tobin Realty & Development, the community’s largest real estate sales and development company. The phone 

call was from one of the builders Tobin used fairly regularly, and it wasn’t good news. The builder, Bob Sarski, 

had hit a “soft spot” in the soil just before pouring a large new home’s concrete foundation. Sandy places in the 

dirt meant unstable concrete and an unsteady foundation—definitely not what a homeowner wants! Digging out 

all the sand from a soft spot is an expensive process and delays the build. 

  During the phone call, Sarski told Tobin he couldn’t pay for this “extra” work, costing thousands of dollars. 

Normally, builders pay for all digging costs, including soft-spot excavation. But, with the bad economy, Martin 

knew that Sarski’s money was tight. Tobin needed this home built, but if he paid for this problem, what else 

would the builder ask for? How long would construction be delayed if Tobin didn’t pay? Or worse, would Sarski 

walk off the job completely and find a new project that provided cash flow? Martin leaned back in his chair, rub-

bing his temples to try to relieve his headache. 28  

Tobin Real Estate and Development

THE THOUGHTFUL ENTREPRENEUR
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  Generate alternatives that meet your ethical, legal, and economic goals:  Once you have 

defined the moral problem you face, you need to generate a variety of alternatives to handle 

it. These alternatives need to be evaluated to find the best one. At this stage, it makes sense to 

compare the alternatives to the economic, legal, and ethical standards of your firm, industry, 

and community. 

  Start with economic standards. Often ethical dilemmas crop up in business because the 

answer sought by the other person would cost your business money. Sometimes the amount of 

money is more important symbolically than in reality. Have you seen a friend who will drive 

several miles to save a penny on a gallon of gas? Do the math. A typical gas tank size is 15 

gallons and the average gas mileage of cars in the United States is 27.5 miles/gallon. If gas is 

$2.50 a gallon, then each mile costs 9 cents, and saving a penny a gallon only makes economic 

sense if the round-trip to the cheaper gas station is under 1.66 miles. Still, many people will pay 

more rather than feel they were taken advantage of. 

  That sense of being taken advantage of is a tough emotion to set aside, but in the end, part 

of being a professional in business, and part of being an honest decision maker requires that 

people do that. There is no easy way. It takes courage to do the right thing, and self-control to 

quash the emotional desire to lash out or get even. 

  Legal standards seem easy at first. If the answer is against the law, simply do not do it. But 

in reality, everyone’s compliance with the law is less than perfect. Think about your classmates. 

How many occasionally drive above the speed limit? How many have a couple of pirated songs 

on their MP3 player or iPod? Could one of your classmates with a part-time business have 

claimed more business expenses on a tax return than could be documented? Realize that even 

generally law-abiding people have their lapses. If the stakes or emotions are high enough, or 

the risk of being caught or being prosecuted is relatively low, people you would consider law-

abiding could make a decision to do something illegal. 

  There are times when doing what is legally supported may not be the optimal solution. 

Consider EntreQuest, a Baltimore training firm with a famous example. When starting out, the 

two co-founders, Joe Mechlinski and Jason Pappas, heard through their grapevine that their first, 

biggest, and at that time only client was going to break their contract with EntreQuest. If that 

happened, Joe and Jason could take the client to court—but it would cost money, and even if they 

won, how would the client (or prospective clients) feel about EntreQuest? Jason and Joe had the 

law on their side, but decided to be proactive and meet with the client to find a better solution. It 

worked, and the resulting new contract made EntreQuest even bigger profits than before. 29  

  So, when thinking through the legal standards, recognize that having the law on your side 

may feel good, but may not be workable as a solution. You can find yourself in the legal “right” 

but still unable to make a viable business decision by pursuing legal recourse. Still, the simple 

advice that you should not break the law knowingly and willfully makes a lot of sense as a legal 

standard for making moral decisions. 

  That leaves the ethical standard. Most professions (e.g., social workers, MDs, pharmacists, 

lawyers, etc.) and many occupation-specifi c organizations (e.g., Realtors®, Society of 

Professional Journalists, Association for Computing Machinery, etc.) have codes of ethics to 

help clarify their standards to members and the public. But there are several areas in business 

that do not have explicit standards, or that have standards but cannot enforce them on all 

members of an occupation. Think about the mortgage banking industry and the subprime crisis 

in The Thoughtful Entrepreneur.  

  To be fair to the local mortgage lenders, the top global banks were offering subprime loans and 

reporting record profits from them. These same big firms had lawyers on call to keep everything 

legal. The federal banking regulators did not say they were illegal (although some state attorneys 

general were complaining). Subprime mortgages did offer poor people a way to own a home, al-

though it was a riskier situation, but the argument was, shouldn’t a greater return (owning a home or 

a bigger home) come with a higher risk? 

  You can still see an occasional entrepreneur, corporate magnate, or economic pundit invoke the 

old Latin phrase  caveat emptor , let the buyer beware. It gets repeated because it has popped up in 

legal cases, and the Latin makes it sound impressive, but as a legal principle, it has been routinely 

     caveat emptor  

 A Latin expression which means 

“let the buyer beware” which 

has been made into a philosophy 

sometimes used by businesses to 

put the burden for consumer pro-

tection onto the customer.    
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discredited. 31  Caveat emptor is often the first line of defense by rip-off artists, frauds, and produc-

ers of shoddy merchandise. Using it as a defense puts the entrepreneur who uses it, and, usually by 

association, the whole small business community, in a negative light. If you find a business using 

caveat emptor as a principle, avoid them. If you have to deal with them, get everything in writing 

and watch them like a hawk. If they ask you if you trust them, use another famous line, from former 

President Ronald Reagan, “Trust, but verify.” 

 A divorced mother of two has a house worth $250,000 and is making $20,000 a year working part time. Money 

is obviously tight. She had to declare bankruptcy two years earlier in the aftermath of a divorce. She hears about 

low mortgage rates on the radio and TV, and decides to try to lower her monthly payments. 

  The mortgage broker assures her this is possible. But because she has a low credit score and a bankruptcy 

to boot, she doesn’t get the low, low rate she heard on radio and TV. They offer her 8.875 percent for a subprime 

loan (the national conventional mortgage rate is 5.7 percent). She goes for it. But the lender requires more col-

lateral than her home (which has $60,000 in equity already). So she gets her parents to put up their nearby 

$400,000 home. 

  The final deal is a monthly payment of $1,700, with a variable rate loan starting at 8.875 percent. The bad 

news grows. In the second year, she is told the rate will go up to 10 percent (although using the federal APR 

reporting rules, they should have said 13 percent), and her payment will jump to $2,000 a month. Unable to meet 

the payments, she tries to sell her home, but that fails in a tough market and she defaults on her loan, moving 

her family to an apartment. Now she has to tell her parents they will need to pick up her loan payments or pay off 

her loan or give up their home too. 

  When companies like CountryWide, Ameriquest, Wells Fargo, and HSBC offered subprime mortgages, it 

seemed to legitimize it for thousands of small mostly local mortgage brokers. Until the middle of 2008, the 

practice did not violate any laws or regulations applied to the mortgage industry. It was even acceptable under 

the ethical code of the National Association of Mortgage Brokers. The lender knew the borrower had a poor track 

record in making financial decisions, and knew their precarious current financial condition, but made the loan 

anyway. Thousands of brokers did the same. Today, loans like this are called subprime loans, and they make up 

most of the nearly $3 trillion of toxic debt saddling the United States. It was legal, but was it ethical? 

 Anatomy of a Subprime Loan 30  

 THE THOUGHTFUL ENTREPRENEUR 
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  Assuming you realize the caveat emptor approach is not the way to go, you may still need to 

make a decision you believe is ethical. Here are four proven philosophies to try when you are think-

ing through alternatives to help you determine how ethical the choices are. 

●    Am I treating others the way I would want to be treated?  You’ve probably heard of this 

one before. It’s the  Golden Rule , and almost every major religious tradition in the world has 

some version of it. Dumping toxic waste in someone’s pond would be acceptable behavior if 

he or she could dump toxic waste in your pond. An unlikely example, but the point is that you 

need to think how you’d feel if someone took the same action  toward you  that you’re thinking 

about taking. The Golden Rule can be one of the easiest ways to think about ethical dilemmas 

and potential solutions. It’s a simple question:  Would I want to be treated in the way I am 

thinking about treating someone else?   
●    Is my solution the best thing for the most people over the long term?  You may have heard 

of an idea called  utilitarianism . Basically, it means that the action resulting in the greatest 

good for the greatest number of people is the right action to take. This idea has a strong com-

munity focus. One of the most important aspects of it is that you have to consider how your ac-

tions will affect other people. It’s not about what’s fun or quick in the short term but asks you 

to think about peoples’ best interests down the road. If your solution means that many people 

will benefit from your actions, with acceptable costs to you, it’s probably a good solution.  
●    What if everyone did what I want to do? What kind of world would it be?  Those ques-

tions in a nutshell are the idea of  universalism , a code of right and wrong that everyone can 

see and follow. You may have read about universalism in philosophy class, since it’s the 

brainchild of the German philosopher Immanuel Kant. You may have also heard it expanded 

by mothers everywhere. You get your ideas of right and wrong from your family, religion, 

education, and community.  
●    What if my decision were advertised on a billboard ? If you have tried ways to think 

this through and still can’t decide whether what you plan to do is ethical, try the  billboard 

principle . As the name implies, this asks whether you’d be comfortable having your deci-

sion (with your name, of course) advertised on a billboard for everyone you know to see. 

Picture it in your mind! Would you be proud to see your potential course of action up there 

in giant letters? Would you be ashamed? Would others think worse of you if they knew what 

you had done to resolve your ethical dilemma? Those questions are the heart of the billboard 

principle.

      Implement the Best Solution and Monitor the Situation : After running your list of alternative 

solutions through the four philosophies in the prior section, were you able to cross any off the 

list? You probably were. The four philosophies won’t automatically give you the best solution to 

your dilemma, but they’re where the rubber hits the road. If your potential solution can’t pass and 

meet at least a couple of these philosophies, you need to rethink what you’re about to do. 

  Occasionally you will be able to make a decision entirely on your own, with minimal emotional 

fallout, and make it stick for your firm. Saying “no” to a salesperson who suggests a kickback for 

extra discounts could be such a situation. Often though, you will need to work through a solution 

with someone else. 

  In such ethically charged situations, the best outcome is a situation where both sides feel satisfied 

about (or at least about the same with) the result. In presenting your solution,32 it works best to focus 

on what the customer or other party wanted and why. You should then make sure they accept that 

basic review. Then add what you were seeking and take questions if the other party has any. Then 

introduce your solution along with why you think it would fill both parties’ needs. If the other side 

rejects it, rather than asking for an explanation of why, ask instead what part needs to be adjusted, 

and how they would recommend adjusting your offer. Do not be afraid to ask how they reasoned out 

their suggestion, and be willing to suggest adjustments to their suggestion. 

  If you get a response that seems to reject the entire proposal, ask them if there is any point to start 

from so that you can build a better version. Bring up a point you took from their prior requests or 

suggestions, or one they seemed to approve of during your presentation. Starting from a small patch 

of common ground is not uncommon in negotiating sessions. If this does not work, be ready to talk 

     Golden Rule  
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about your  BATNA , or Best Alternative to a Negotiated Settlement, and ask for theirs. Often, the al-

ternative to negotiating together can be “lumping it” (suffering with what aggravated you or the other 

party, possibly with loud complaints to others) if the amounts are small, or undertaking legal action 

if the amounts warrant legal fees or the hassles of enforcing small claims court decisions. When 

compared to the BATNA’s of both parties, finding a solution together often makes more sense. 

  In cases like EntreQuest, the result is a win-win, with both sides happier for all the emotional 

trauma of the confrontation and discussions. But it is important to monitor the situation. Sometimes 

even when the customer seems pleased, he or she is not telling you the whole story, as we can see in 

the case of David and Veronica Sullivan of Starlit Dry Cleaners.  

     BATNA  

 An acronym for “Best Alternative To 

a Negotiated Settlement” in which 

the second-best outcome is identi-

fied by the parties in a negotiation 

to help clarify the value of achiev-

ing a successful negotiation.    

 SMALL BUSINESS INSIGHT 

 David and Veronica Sullivan live in a small southwestern U.S. community and have owned several Starlit Dry 

Cleaners stores for almost 10 years. When customers are unhappy with how their clothes turn out, David tries 

everything he can to satisfy the customer, including recleaning their clothes free of charge. Usually, customers 

are happy with this extra attention, but as David notes, not always: “Sometimes a customer won’t go away satis-

fied, no matter what I do. And sometimes people blame Starlit for damaging clothes that they brought in already 

damaged! Then, it’s my word against theirs.” 

  David recalled a customer whose beautiful suede jacket had a spot right on the collar when she picked it 

up. Even though the counter worker had noted the spot on the cleaning ticket when the jacket was brought in, 

the customer insisted Starlit had ruined her jacket. The spot remained stubbornly in place, even after several 

attempts to remove it. David didn’t want to send the customer away empty-handed, and agreed to pay for half 

the jacket’s cost. He says, “I thought we had an agreement, and she seemed happy with our paying half the cost. 

After about a week, she started calling our house, complaining about how we had cheated her and ruined her 

clothes without fairly paying her! Veronica and I also heard she complained about us to anyone who would listen: 

in the grocery store, at the vet’s, everywhere. Not about the business, but about Veronica and me personally. We 

still will get customers who bring us something suede and ask if we’re sure we can clean it, because they heard 

about us ruining someone’s jacket. It’s unbelievable.” 

  Today with Internet opinion sites like ePinions.com, and space for comments on Google and Yahoo! map 

pages showing your business, it can be hard to track all the ways and places people can be talking about you. For 

the Sullivans, putting up a big sign in their stores offering a satisfaction guarantee for qualifying suede articles 

could do a lot to stave off the previously heard problems. What other sorts of ways could you think of? 

 The Horrors of the Unsatisfied Customer 33  

  The idea of adding monitoring takes a page from decision-making theory, which usually includes 

a feedback loop to link the solution to the original problem. In the real world, often the first solution 

is not optimal, and you need to keep tracking it and revising it until it works well. In ethical decision 

making, the same thinking makes sense. 

  It is important to understand why acting in an ethical fashion is important. There are costs to 

firms for their illegal and even unethical behaviors. Research by Thomas, Schermerhorn, and Dien-

hart has shown that managers tend to focus on government fines and penalties, which have real 

but relatively small costs to the firm. What managers tend to underplay are results that are quieter, 

spread out over a longer term, and actually more damaging to the firm’s reputation and finances, as 

seen in Figure 2.5. There is every reason to think that these results are as descriptive of small busi-

ness owners as they are of managers in larger firms. 

   Before leaving the method for ethical decision making, it is worthwhile to look at one very 

special situation close to the heart of many small businesses—the problem of inventing a product 

or service too far ahead of its time.   Small businesses are often the first to try something innovative.
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 Innovation  is the creation of something new or trying something for the first time. Innovation also 

suggests that you’re not sure how a new idea is going to turn out. Taking advantage of an innovative 

idea is often the reason small business owners start their business in the first place. 34  Sometimes small 

businesses become very successful at doing new things better that anyone else—and may get into 

ethical hot water because of it. 

  It’s important to remember that since small businesses often find a niche of customers that big 

business has forgotten, it’s easy for that small business to become a target if it becomes successful. 

Big businesses have the resources to fight smaller upstart firms that threaten their profits and the 

ways they do business. Small business owners should be prepared for this and should think about 

where they stand on ethical issues, like Carl Moore did. 

FIGURE 2.5

 The Business Costs of 

Ethical Failures   

Source:  T. Thomas, J. Schermerhorn, 

Jr., and J. Dienhart, “Strategic 

Leadership of Ethical Behavior in 

Business,”  Academy of Management 

Executive  (May 2004), p.58. 
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Government regulation

Government fines
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Level 1 Costs
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 SMALL BUSINESS INSIGHT 

 Carl Moore fought the battle of his professional life, and lost—for now. In November 2003, the U.S. Justice De-

partment shut down Moore’s company, Rx Depot, which helped Americans buy prescription drugs from Canadian 

pharmacies for a lot less money than they cost in the United States. This practice is called  reimporting . Rx Depot 

and its Canadian subsidiaries helped Americans, mostly seniors on fixed incomes, buy name-brand prescription 

drugs for up to 60 percent less than they would pay in U.S. pharmacies. American drug companies were furious 

and said that Rx Depot was breaking the law by reimporting Canadian drugs. The Justice Department went after 

Moore using another argument: that the safety of the Canadian drugs can’t be assured and that Americans should 

use only U.S. pharmacies. 

  Rx Depot was on the cutting edge of online prescription services and risked everything by being an industry 

innovator. Although reimporting is illegal, four states (Minnesota, Wisconsin, North Dakota, and New Hampshire) 

maintain state-run Web sites to help their state employees buy Canadian and other non-U.S. drugs. At the heart 

of the issue are seniors who say they can’t afford their health-related medicines without using discounters like Rx 

Depot. They say seniors suffer most from high drug costs and that Rx Depot was, literally, a lifesaving business. 

  Moore says his service fills a need better than anyone else has been able to, a common reason why small 

businesses become very successful. Was Rx Depot a risky business? Was Moore putting senior citizens in danger? 

Moore believes the Canadian drugs are as safe as the drugs sold in the United States and that the fight is about huge 

lost profits for powerful U.S. drug firms. According to Moore, charging U.S. citizens much more money for the same, 

safe drugs is unethical. Rx Depot’s innovation has redefined a whole industry. With the addition of a drug benefit for 

Medicare in 2006, lawmakers are considering legalizing reimporting as well as other measures to make prescrip-

tions more affordable—moves the big pharmaceutical companies are fighting each step of the way. Carl Moore’s 

innovation put him at the forefront of a major ethical debate and, for now at least, cost him his company. 35  

 The Bleeding Edge of Innovation 
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  Ethical decision making probably represents one of the most complex and difficult kinds of exter-

nal relations management situations you will have to face. Often the stakes may be as high as your rep-

utation or even your entire business. You may feel under a lot of pressure. The approach we’ve shown 

you is considered one of the best ways to manage the procedure for finding an ethical solution. 

  You can also minimize the need for high-pressure ethical decision-making situations by inte-

grating the lessons of legitimacy, social networking, crisis management, sustainability, and ethical 

decision making into your everyday activities and into the structure of your business. How do you 

do this on an everyday basis? There are several approaches which can help: 

1.      Craft codes for legitimacy, social networking, sustainability, crisis management, and ethical de-

cision making that reflect the personal values you can live with and live up to. Don’t get bogged 

down in details of what to permit or prohibit. Think about the general explanation of what you 

consider important in positively managing your firm’s external relations.  

2.     When hiring employees, subcontractors, or service providers, make sure you discuss with them 

your expectations about mutual responsibilities, ethics, and service levels.  

3.     When external relations lapses occur, if they are not so major that legal action or the demise of 

the firm is at stake, try to use them as learning experiences for the rest of the firm by talking 

openly about the issues. They make good opportunities to bring up your expectations again.  

●  Rx Depot owner Carl Moore 

found himself on the losing end of 

the recent battle over reimporting 

prescription drugs to the States. 

What are some resources you can 

think of that would help small 

business owners like Moore to 

continue producing innovative 

products and services while 

managing questions of ethical 

practices? 
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4.     When counseling around external relations issues, try to use the following approach to help the 

learning occur: 

  a.   Do not get emotional. Talk the issues through calmly, even when it is hard.  

  b.    Be specific about what the problem is and why it violates the way things are supposed to 

be done in the firm. Have the other person reason out loud why his or her behavior was a 

lapse to make sure he or she understands.  

  c.    Once he or she understands, work on what future behavior should be (and why), as well as 

what needs to be done to make things right from the lapse.  

  d.    Be consistent. Make sure everyone who has a lapse faces this process, and where conse-

quences need to happen, they should be appropriate to the severity of the problem, specific 

to the problem, and the same for everyone who had that level of lapse.     

5.     Remember, you are the role model for ethics, social networking, and legitimacy. Employees, 

subcontractors, and even customers look at your approach as the role model for the way your 

business will approach these issues of managing external relations. 36     

  Our goal in this section of the chapter is to give you some tools you can use to examine your 

problem and come to decisions you can be proud of. To accomplish that we have looked at the 

environment in which business operates, what makes it up, and how to analyze it and manage your 

external relations with it. The environment is critical to business—every business depends on the 

environment and a workable set of environmental conditions to get started, and from then on, many 

of the challenges, crises, and opportunities a firm faces come from the environment. But the lesson 

of this chapter is that while no one can really control the environment, it is possible to become better 

able to understand it. And through efforts such as developing social capital and planning ahead of 

time, small business owners can give themselves and their firms an edge when dealing with external 

environment.      

  CHAPTER SUMMARY 

 Discover the elements that make up the small 

business environment. 

●   Everything outside the business is its environment.  

●   The internal environment consists of everyone within the firm.  

●   The task environment comprises those institutions the firm 

deals with directly.  

●   The general environment is the sectors shaping the larger world.  

●   Small businesses are constantly interacting with and being 

affected by the environment.    

 Develop your ability to scan the small business 

environment. 

●   It is important for entrepreneurs to take time to scan the 

environment for trends and changes which could affect the 

business.  

●   Even simple environmental scanning approaches can achieve 

good results.    

 Learn the techniques of building legitimacy for your 

organization. 

●   Legitimacy is others’ belief that your firm is worthy of their 

business.  

●   Legitimacy can come from the way your firm deals with peo-

ple, from the products or services you sell, and from the way 

you run your firm.  

●   Legitimacy (like social networking, crisis management, sus-

tainability, and ethical decision making) is a way to build social 

capital with your environment.    

 Explore the techniques of social networking. 

●   Social networking involves building relationships via mutual 

contact and help.  

●   You can network in person and over the Internet.  

●   There are ways to optimize your inquiry for help.    

LO1

LO2

LO3

LO4
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 Learn the basic skills for handling a crisis. 

●   Crises are problems that risk a business’s existence and 

require immediate action.  

●   There is a six-step process for handling a crisis taken from big 

business.  

●   Being honest and open is a big part of handling crises.  

●   The three steps of disaster preparedness are planning, talking 

to your people, and protecting your investment.    

 Gain insight into how small businesses can achieve 

sustainability. 

●    Sustainable entrepreneurship  seeks to run the business in a 

way which minimizes its impact on the environment.  

●   One way to minimize impact is through recycling.  

●   Another way is by creating green products or services.  

●   Using audits and certifications can help the firm be greener.    

 Identify the major steps in making ethical decisions 

in small business. 

●   Ethics is a system of values that people use to determine 

whether actions are right or wrong.  

●   The three steps of ethical decision making are: define the 

moral problem, generate alternatives, and implement the best 

solution.  

●   Workable solutions are those that meet your ethical, legal, and 

economic goals.  

●   The four philosophies you can use to check solutions are the 

Golden Rule, utilitarianism, universalism, and the billboard 

principle.  

●   Remember that innovations can lead to potentially risky ethical 

situations.      

LO5

LO6

LO7
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    DISCUSSION QUESTIONS  

 1.   What is the difference between the general environment and 

the task environment? Is it possible to say one is more impor-

tant to a small business than the other?  

 2.   In doing environmental scanning, the chapter mentions looking 

at the trade press and magazines outside your area of busi-

ness, as well as asking customers, suppliers, your attorney, 

and your accountant for ideas about what is happening and 

what is coming next. If you have employees in your small busi-

ness, should you ask them too? Why (or why not)?  

 3.   What are the three general forms of legitimacy? Give two ex-

amples of ways to build legitimacy in each general form.  

 4.   Why is a social network important for a small business?  

 5.   Do you think that a small business could get by if it only did 

social networking using online sites like Facebook or LinkedIn? 

What would they miss by using this approach and do you think 

it is important?  
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 6.   What are the three keys to success in building your network 

using a social networking Web site?  

 7.   What are the six steps of handling a crisis?  

 8.   How do the six steps of handling a crisis compare to the U.S. 

government’s three step approach to planning for disasters?  

 9.   Why should small businesses make stronger efforts to achieve 

sustainability?  

10.   What are the three steps of ethical decision making?  

11.   What are the four philosophies you can use to evaluate alterna-

tives you have generated to solve an ethical problem?     

 EXPERIENTIAL EXERCISES  

1.   Pick an existing business, or use one you own or are think-

ing about developing. For that business, identify at least two 

key players in at least two areas of its task environment (e.g., 

media and competitors). How did you determine which orga-

nizations fit? If you can, partner with another student to do the 

work on the same business and compare results.  

2.   Decide on three areas of the general environment you do not 

usually consider. Put together a profile of sources (online, print, 

or both) that you would use to do environmental scanning in 

those three areas say every month during this class. One good 

source for each area is fine. Compare your general environ-

ment areas and sources to two others in the class. Arrange 

to compare findings after your first run-through of sources. In 

particular, what did you find that was “news” to you? What 

“news” did your classmates come up with for you?  

3.   Evaluate a franchise using the tables for the three forms of 

legitimacy. Go to the franchise’s local operation to look around 

and check out the franchisor’s Web site (e.g., mcdonalds.com 

for that chain). What forms of legitimacy are evident from your 

research? How positive a feeling does this give you about the 

firm?  

4.   Go to the Web sites of Facebook and LinkedIn. From what you 

can learn from the Web sites, how do these two social network-

ing sites differ? Consider the market to which they are aiming, 

their relative sizes, and the kinds of methods they offer for on-

line social networking. For a small business considering online 

social networking, which would you recommend first, and why?  

5.   Here are a set of challenging situations small business owners 

might find themselves facing. How would you handle them? 

Compare your solution to those of others in your class. When 

differences occur in the answers, what causes them? 
 a.    You own a dress shop specializing in prom dresses. A cus-

tomer brings back a prom dress the week after her high 

school’s prom. She swears she never wore the dress, but 

it seems to you that there were places where the dress 

shows wear or spots having been cleaned off. You have a 

“No Return” policy on the receipts and posted on the wall, 

but the customer says she will tell all her friends you were 

unfair if you do not refund her money.  

 b.    Last week one of your best employees asked to leave an 

hour early to take her spouse to the doctor. You said it was 

okay. Now another employee, who is an average but not 

great worker, is citing what happened last week and asking 

to be let go an hour early to go to “an appointment.” The 

employee will not tell you what it is for.  

 c.    You need to buy office supplies. Do you go to Walmart with 

its visibly lower prices or the local office supply store, a 

small business like yours? Would it make a difference if the 

local office supply store bought from you?     

6.   When talking about codes of ethics, you were encouraged to 

do a Google search. One of the sites that may have turned up 

is the Center for the Study of Ethics in Professions at the Illinois 

Institute of Technology. Check out the site’s collection of Codes 

of Ethics. Select one in an area that matches your small 

 business interests (e.g., business, management, real estate, 

service, etc.) and look at one of the codes for that area. What 

do you need to do to prepare yourself to understand and follow 

that code when you enter your business?  

7.   You can complete and discuss the self-assessment below. 

  Is your behavior ethical? 

   For this exercise, you will be using the same set of state-

ments twice. The first time you answer them, focus on your 

own behavior and the frequency with which you use it for 

each question. On the line before the question number, 

place number 1–4 that represents how often you did, do, or 

would do the behavior if you had the chance. These numbers 

will allow you to determine your level of ethics. You can be 

honest without fear of having to tell others in class of your 

score.  Sharing ethics scores is not part of the exercise . The 

scale is: 

  Frequently 1 2 3 4 Never 

   The second time you use the same statements, focus on other 

people in an organization that you work for or have worked 

for. Place an O on the line after the number if you observed 

someone exhibiting this behavior. Also place an R on the line 

if you reported this behavior either within the organization or 

externally to some other person or organization.  

www
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  1–4 O-R 

     College 

   ____ 1. ____ Cheating on homework assignments.  

  ____ 2. ____ Cheating on exams.  

  ____ 3. ____  Turning in papers as your own work that were 

completed by someone else.  

  ____ 4. ____ Helping someone do any of the above.   

     Job  

  ____ 5. ____  Lying to others to get what you want or stay out 

of trouble.  

  ____ 6. ____ Coming to work late and getting paid for it.  

  ____ 7. ____ Leaving work early and getting paid for it.  

  ____ 8. ____  Taking long breaks or lunches and getting paid 

for it.  

  ____ 9. ____  Calling in sick to get a day off, when you are not 

sick.  

  ____ 10. ____  Socializing rather than doing the work that 

should be done.  

  ____ 11. ____ Doing personal work on company time.  

  ____ 12. ____  Using the organization’s phone to make per-

sonal calls.  

  ____ 13. ____  Using the organization’s computer and Internet 

access for personal use.  

  ____ 14. ____ Using the company copier for personal use.  

  ____ 15. ____ Using the company car for personal use.  

  ____ 16. ____  Mailing personal things through the company mail.  

  ____ 17. ____  Taking home company supplies and keeping 

them, or taking home company tools or equip-

ment without permission for personal use and 

then returning them.  

  ____ 18. ____  Giving company supplies or merchandise to 

friends or allowing them to take them without 

saying anything.  

  ____ 19. ____  Putting in for reimbursement for meals and 

travel or other expenses that weren’t actually 

eaten or taken.  

  ____ 20. ____  Taking a spouse or friends out to eat and charg-

ing it to the company’s expense account.  

  ____ 21. ____  Taking a spouse or friend on business trips and 

charging the expense to the company.  

  ____ 22. ____  Accepting gifts from customers or suppliers in 

exchange for giving them business.  

  ____ 23. ____  Being pressured, or pressuring others, to sign 

documents containing false information.  

  ____ 24. ____  Being pressured, or pressuring others, to sign 

documents you haven’t read, knowing they may 

contain information or decisions that might be 

considered not in your or their best interest.  

  ____ 25.   If you were to give this assessment to a person 

you work with whom you don’t get along with 

very well, would she or he agree with your 

answers? Use a scale of 1–4 on the line before 

number 25.   

  Note to students:  This self-assessment is not meant to be a pre-

cise measure of your ethical behavior. It is designed to get you 

thinking about ethics and your behavior and that of others from an 

ethical perspective. It is also designed to help you see situations in 

which you might have to think twice about your decision, because 

there is an ethical part to it. There is no right or wrong score. An-

other ethical issue of this exercise is your honesty when rating how 

often you might do these things—how honest were you? 

  Scoring:  To determine your score, add the numbers 1–4. Your total 

will be between 25 and 100. Place the number here _____ and on 

the continuum below that represents your score. The lower your 

score, the more you need to be thinking about the types of behavior 

you are doing in your organization. 

  Needs some thought A role model

 25——30——40——50——60——70——80——90——100   

  Discussion Questions:  

1.   For the college items 1–4, who is harmed and who benefits 

from these behaviors?  

2.   For job items 5–24, select the three (circle their numbers) 

that you consider the most severe unethical behavior. Who is 

harmed and who benefits from these behaviors? Would it mat-

ter if they were in a small business or a big company? Why?  

3.   If you observed unethical behavior but didn’t report it, why not? 

If you did report it, why? What was the result? Was it worth it 

to you to report the behavior?  

4.   As a small business manager, you know unethical behavior 

can threaten the company’s existence. If you know some of the 

employees are stealing from the company, would you tell the 

owner? Why or why not?  

5.   If you were a small business owner and you caught your em-

ployee, who is also your friend, doing any of the three behav-

iors you circled in Question 2 (most severe), what would you 

do?    

  Application:  

1.   What did I learn from this exercise?  

2.   How might I use this self-understanding in the future if I own 

my own or manage a small business?  

3.   As a small business owner, what can I do to prevent unethical 

behavior?      



54 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

  MINI-CASE 

 THE GIFT 37  

 You have recently been hired as the purchasing manager at CDI Electronics, a small electronics research 

firm. You’ve been getting settled in your new position and becoming acquainted with the other 26 CDI 

employees. You’ve also started getting to know the vendors with whom CDI does business. 

  It’s late November and the holidays are approaching. In your mail for the day is a small package con-

taining an expensive watch from one of CDI’s main vendors. Your first reaction is to send the watch back 

because accepting expensive gifts from vendors clearly violates all the company policies you’ve ever seen in 

larger companies you’ve worked in. It is a very fine watch with your name engraved on the back, along with 

the vendor’s logo. 

  Before you get a chance to return the watch, Jim Fitzpatrick, an employee who’s been with CDI since 

its beginning 12 years ago, approaches you about the situation. Apparently, everyone at CDI except for Joe 

Balsam, the founder and current CEO, received similar watches. According to Jim, this vendor sends some 

type of gift each holiday season, and CDI employees look forward to receiving the gift. He goes on to say that 

while everyone enjoys the gifts and is most appreciative, no preferential treatment is given to the vendor, nor 

is any expected. 

  Jim is concerned. He and the other CDI employees have noticed that your watch has just been sitting on 

your desk for the past two days. Employees are wondering why and what you may be thinking. They’re con-

cerned that if you make an issue of the gift, there will be trouble over gifts accepted in past years, because 

no one knows how Joe Balsam might react if he knew. Joe is apparently unaware of the annual gifts. 

  After Jim leaves your office, you sit and think about your options. The easiest solution would be to 

accept the gift as others have done in the past. Or you could go to Joe for guidance and cover yourself that 

way. There is a risk, though, that bringing it to Joe’s attention would cause him to crack down on the practice 

if he doesn’t like it. You haven’t known Joe for very long, and you’re really not sure if he’ll go along with the 

gifts or not. 

  CASE DISCUSSION QUESTIONS  

1.   What is the important decision you’re faced with, and why is it an ethical dilemma?  

2.   Is this a situation that matters in the short term or the long term? Why?  

3.   What do the four questions defining a moral problem (page 43)   tell you?

4.   The case tells you some of the obvious solutions or courses of action. What are some of the cre-

ative solutions you can come up with?  

5.   Using Figure 2.4, recommend your “best” ethical course of action, and see if it passes any or all 

of the four ethical tests. What do the four tests tell you about your possible decision?  

6.   Defend the course of action you’ve decided to take to a small group of your classmates.    

  WHOLE GROUP DISCUSSION QUESTIONS  

1.   How did your individual answers differ from your group’s answers? Were your answers generally 

the ones the group decided to adopt? Why or why not?  

2.   Did your group members help you think about aspects of the decision you didn’t think of your-

self? How might you change your ethical decision-making process because of what your group 

said?     
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 SUGGESTED CASES AND ARTICLES  

●   G&R Garden Center: Lawn Care Services Division   

  Available on PRIMIS:  

●   It May Be Legal, But It’s Just Wrong!  

●   Odwalla, Inc., and the E. Coli Outbreak (A)  

●   Heidi Roizen  

●   Environmental Entrepreneur  

●   Egghead.Com: Managing A Security Breach  

●   Walking the Walk: Putting Social Responsibility into Action at 

the White Dog Café      

  eClips Videos:  

●   Kurt Zitzner Discusses Dealing With Unethical Vendors as a 

Small Company  

●   Patricia Warner Shares Thoughts on Her Ethical Acid Test  

●   Aija Leiponen Shares Thoughts on Social Networking  

●   Mark Milstein Discusses How Companies Develop Legitimacy 

with External Stakeholders    

  SBTV Videos:  

●   Proper Introductions in Business  

●   Preparing for Business Emergencies  

●   Social Networking Tricks for Your Business    

  STVP Videos:  

●   Why are Ethics Important?—Frank Levinson  

●   Establishing Credibility—Peter Seligman  

●   How Do You Hire Ethical People?—Frank Levinson  

●   Importance of Networking—Tina Selig  

●   Achieving Resource Sustainability  

●   Social Responsibility from the Ground Up                      

 SUGGESTED VIDEOS 



C H A P T E R

3   Small Business 
Entrepreneurs: 
Characteristics and 
Competencies     

●  New advances in technology 

and communications are helping 

entrepreneurs like Laura Tidwell 

fulfill their career goals while 

also balancing their family 

life priorities. In addition to 

learning how to take advantage 

of these resources, what other 

entrepreneurial skills and qualities 

enabled Laura to grow her 

business into what it is today?   
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  Focus on Small Business: Internet 
Entrepreneur Laura Tidwell 1   

 This chapter will help you: 

LO1  Learn about entrepreneurial personality types. 

LO2  Learn the operational competencies of the successful entrepreneur. 

LO3  Discover the types of career paths entrepreneurs pursue. 

LO4  Understand the challenges of family business owners. 

LO5  Recognize the special nature of entrepreneurial teams. 

LO6  Gain insight into the challenges women and minority business owners face. 

LO7  Understand the situation of people who become business owners later in 

life.  

 The two things people could always say about Laura Tidwell was that she had tremendous drive and a 

winning personality. In 1990 at the age of 16 she parlayed both, entering Brigham Young University as 

a communications major specializing in advertising. But her life became complex, and at 18, she found 

herself divorced, broke, and the single mother of a toddler. Yet Laura was determined to have a career in 

advertising—one that would allow her to stay at home, earn a decent living, and raise her daughter. Laura 

remained convinced that the key for her lay in advertising. She only needed to find the right type of work in 

advertising. 

  While socializing at a club in 1994, one of her dance partners told Laura that he wrote Web pages for 

a living. Never having heard of such a job, she asked, “Web, as in spiders?” Although he initially laughed 

at her response, he did take the time to explain his job. She suddenly realized that the Web was the 

answer to her dream. That night she decided to become the owner of a home-based Internet advertising 

company. 

  Laura lacked expertise and funding, but she had a goal and the determination and self-confidence 

to make it a reality. Laura learned the business every way she could using Web-related sources, but she 

focused on developing contacts at Internet trade shows and through industry associations. She realized 

she needed even more expertise and started working for people in the industry, at first for free and then 

in a paying job with an Internet start-up company. By 1996 the then 22-year-old Laura thought she had 

learned enough, knew enough people in the industry, and saved enough money to step out on her own. 

She quit her job and started her own Internet advertising business, Advantage Advertising. 

  Operating out of the one-bedroom apartment she shared with her daughter in Troy, Alabama, Laura 

began with only one small business client. Seeking big name clients that would prove her firm’s credibility, 

she bravely made an offer to representatives of Encyclopedia Britannica and of The Thomas Register whom 

she met at a trade show. She would handle their online advertising purchases, such as banner ads, free of 

charge for a period of time. In return they would become her clients if they were satisfied with the quality 

of her service. Intrigued, they gave her a chance, and she quickly proved her worth, making these large 

companies her first major clients. 
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  This gave Laura the visibility and credibility she needed to attract additional clients, and she has enjoyed 

a thriving, profitable, growing business ever since. Today you can find her firm at  www.theadfirm.com . Spe-

cialists in advertising construction products, her clients include Rheem Water Heaters and Tendura Flooring. 

Her advice to future entrepreneurs? “Accept challenges. Don’t be afraid to think outside the box.” It worked 

for her. 

  DISCUSSION QUESTIONS  

1.    Why did Laura Tidwell decide to become an entrepreneur?  

2.    What skills did she develop to become a successful entrepreneur?  

3.    What opportunities did Laura find and pursue?        

  The Entrepreneurial Personality  
 Entrepreneurs like Laura Tidwell have always fascinated people. All the great explorers were 

entrepreneurs—Marco Polo, Columbus, and Magellan. Each explored to find new opportunities for 

trade and wealth—or at least that is what they told their royal backers! The classic entrepreneur was 

a loner, often socially isolated, a hard worker, a fast learner, and a risk taker seeking wealth. This 

view lasted from the seventeenth century until the later half of the twentieth century. 2  Even today, 

the classic entrepreneurial personality fits like a glove some famous business founders. Think of Bill 

Gates of Microsoft or the late Sam Walton of Walmart. They certainly fit the profile, as do literally 

millions of other self-employed people. 

  There were more than 15.5 million self-employed people in 2009, 3  and one profile is unlikely to 

fit them all. When researchers began to look more closely, they discovered a number of entrepre-

neurial personalities kept cropping up (these are summarized in Figure 3.1). For example, the first 

new profile was for the small business owner. 4  Like classic entrepreneurs, small business owners 

typically are hard workers, often alone and socially isolated. But unlike the classic entrepreneurs, 

small business owners are actually risk-averse, which makes them slower to decide and learn than 

classic entrepreneurs. These small business owners are also looking to make a living income, not to 

build great wealth.  

  Other profiles emerged. Another departure from the classic entrepreneur was the idea person, 5  

like J. J. Rosen (see Small Business Insight box on page 60). Idea people are hard working and so-

cially isolated, but often find other outsiders to work with. Idea people are not particularly driven by 

great wealth, but they are driven by having their idea achieve greatness, and they can be great risk 

takers and learners while trying to make that idea come alive. 

  There are personality types that have emerged that are very different from the classic entrepre-

neur. One variant is the managerial entrepreneur. 6  Often a refugee from big business, these folks are 

socially very adept and connected. They are comfortable with people and power, and are interested 

in creating wealth. However, they are often very risk-averse, preferring to build wealth through care-

ful planning and action. They are often big on learning, but slow on acting. For example, Catarina 

Norman and Malin Leschly, who were previously investment bankers, are now the co-owners of 

Flicka, a Scandinavian clothing and design boutique based in San Francisco. When they started 

in September 2004, Flicka had five employees, but also had human resources, legal, and finance 

departments. 7  

  Another variant is the salesperson entrepreneur. 8  As with all entrepreneurs, this type works hard 

and is very socially driven. Sales types build and maintain extensive networks within and outside 

their firms. They use their networks to minimize risk, and they may be more concerned with their 

social standing and acceptance than their personal wealth. In many ways Laura Tidwell is a great 

example of the salesperson. A quick master of social situations, she was slower to learn about busi-

ness or technology—a pattern typical of salespeople entrepreneurs.  

LO1
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  Today even the classic entrepreneur has seen some revision. 9  Hard working, fast learning, and 

wealth seeking still hold, but we know that classic entrepreneurs do not see themselves as risk 

takers. They often report knowing ways to minimize risk, ways that give them the competitive 

advantage they need to succeed. Rather than a loner, modern classic entrepreneurs work hard to be 

self-sufficient, able to stand on their own, and even stand up to nay-sayers, yet they are ready to 

work with others to achieve success. 

  Even with these five profiles—the contemporary classic entrepreneur, the small business owner, 

the idea person, the managerial entrepreneur, and the salesperson—there are still dozens of profiles 
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that can describe people who have been successful at starting their own business. That is because 

part of the beauty of small business is that there are so many routes to success, and in reality your 

behaviors and skills are more important than the personality characteristics buried in your psyche. 

Successful individual entrepreneurship builds on competency more than personality.   

  Entrepreneurial Operational Competencies  
 All the entrepreneurial personality types include hard work, but there are other specific types of 

business-related expertise—called  competencies —that appear repeatedly in successful entrepre-

neurs around the world. 11  While there could be as many competencies as there are personality types, 

theories, like the BRIE (boundary/resources/intention/exchange) model introduced in Chapter 1, 

help us focus on those few competencies that are essential to successfully starting and running a 

business. After you have read about these entrepreneurial competencies, use Skill Module 3.1 to 

assess your competencies.  

LO2
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     competencies  

 Forms of business-related exper-

 tise.    

 SMALL BUSINESS INSIGHT 

 After graduating from Vanderbilt University in 1992 as a psychology major, J. J. Rosen landed his first job as a 

child-support coordinator for the Tennessee District Attorney General Conference, an administrative branch of 

the state’s court system. As he closely observed the work processes, he soon realized that much of the work 

performed by the state’s child-support collection agencies could be done more efficiently and effectively if it were 

computerized. There were just two problems—many of these agencies had no computers, and no specialized 

computer software existed to handle the type of functions needed by the organizations. J. J. set out to resolve 

this problem, fulfill a need, and take advantage of this potential business opportunity. 

  Here J. J. faced his third problem—while he had an idea for software, he did not know how to write a 

computer program. Driven to make his idea a reality, J. J. taught himself this skill. A few months later he had 

mastered programming well enough to create child-support services software that could track child-support 

payments and collection efforts. With this product, the Atiba Software and Consulting Company was born as a 

part-time venture. Promoting his software as a better idea and offering very low prices to get an initial customer 

base, he sold the software statewide. Soon his business was growing through word-of-mouth advertising, and 

he landed his first major client, Andersen Consulting, within a year of starting. Only then did J. J. quit his job 

in the district attorney’s office and embark on his own business full time. In 2009 Atiba had nearly two dozen 

employees, most of whom work onsite with clients. For J. J., the idea drove the business. 

 J. J. Rosen and Atiba Software and Consulting 10  

 Competency Self-Assessment 

 In this exercise, rank your skill or competency at different types of business activities. The goal is to see where 

you feel you have strengths and on which competencies you need to work. For each skill, think of a person or 

a company that does a really good job at that activity. Then compare your own performance to it using one of 

four levels of competency: needs development means that you still have to learn the skill;  needs refinement  

means that you have the rudiments of the skill, but still need to practice it and carefully check your performance; 

SKILL MODULE 

3.1
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 competent  means you can perform the activity consistently and without mistakes;  excellent  means you perform 

the activity as well as your role model, or nearly so. The categories of competencies are built from those listed 

in the text. 

Level of Competency

Skill

Role 

Model

Needs 

Development

Needs 

Refinement Competent Excellent

Key Business 

Functions

Sales

Operations 

(production)

Accounting

Finance

Human resources

Industry Specific 

Knowledge

Industry expertise

Industry skill

Market knowledge

Ability to diagnose

Ability to see opportunities

Resource 

Competencies

Business information

Business financing

Space for the business

Raw materials

Support people

Determination 

Competencies

Business as 

primary focus

Willingness to act

Opportunity 

Competencies

Found profitable idea

Idea is 

distinctive

Idea is hard 

to copy

  Entrepreneurs often find it useful to copy this list and ask people who know them well to fill it in with them in 

mind. Good examples can include business consultants or bankers, people who have worked with you, or even 

family members. Comparing what others see to what you see in yourself can help you put in perspective which 

skills need further development or better demonstration to others. In big business, such an approach is called 

“360 degree feedback,” but it can also be applied in small businesses. 



62 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

  The competency suggested by boundary relates to the organizational and business processes of 

a firm. This type of expertise can be called  basic business competency . 12  There are certain funda-

mental activities that all businesses must perform, which are called the  key business functions , 

and include sales, operations (also called  production ), accounting, finance, and human resources. 

Getting organized and registered—which creates the boundary—is an example of an operations 

activity.

 There is also  industry-specific knowledge . A restaurant really is different from a mechanic’s 

shop or a computer store or a portrait studio. Each requires you to understand a particular industry 

and market, and each requires a very particular kind of skill. This was a large part of the reason that 

Laura Tidwell, in the example at the start of this chapter, worked for others before going off on her 

own.   Some of these skills focus on knowing your new business and its context (Chapters 5 and 6), 

having the kind of skills that fit the business, being able to diagnose your business’s health (Chap-

ters 8, 12, 13, 17, and 18), and being able to see future business opportunities while doing your 

everyday work (Chapters 4, 7, and 20). 

   Resources  lead to specific  resource competencies . 13  For even the smallest part-time busi-

ness, the entrepreneur needs to find or gain access to resources such as time, information, financing, 

space for the business, raw materials, and a variety of people (advisers, suppliers, service providers, 

customers). For J. J. Rosen of Atiba Software, getting the computer programming knowledge was 

critical. Knowing the best place to get raw materials or set up your operation, finding better infor-

mation than your competition on your market, or having enough financing to ride out downturns in 

sales are examples of resources that could give you an advantage. You’ll learn more about gathering 

resources in Chapter 5 (Small Business Entry: Paths to Part-Time Entrepreneurship), Chapter 11 

(Small Business Distribution and Location), Chapter 14 (Cash: Lifeblood of the Business), Chap-

ter 15 (Small Business Finance: Using Equity, Debt, and Gifts), and Chapter 19 (Human Resource 

Management: Small Business Considerations). 

   Intention  reflects your determination to start your business and make it a success. These 

determination-driven skills can be called  determination competencies  14  and are demonstrated by 

focusing on your business over other choices and being ready to find out about and do what it takes 

to pursue opportunities that will help get the business going. Virtually all the entrepreneurs we have 

mentioned in this chapter—Gates, Walton, Tidwell, and Rosen—displayed tremendous determination 

to do the work and stick with the business through thick and thin. Many of these determination com-

petencies are essential to deciding if a business is feasible for you, a topic that is covered in Chapter 4 

for the time before you start a business and in Chapter 20 for businesses already in operation. 

     key business functions  
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   Exchange  deals with the actual process of exploiting the opportunity for profit—which is a fancy 

way of saying “making sales.” The competencies that make this work are called  opportunity com-

petencies , 15  which include identifying an opportunity, a product, or service idea that is likely to 

lead you to a profit and is ideally distinctive to your firm and, you hope, hard for others to copy. For 

Bill Gates and J. J. Rosen, the opportunity each found was for creating software that would make 

life and work easier. You’ll learn more about the opportunity process and protecting opportunities 

through strategic planning in Chapter 4 and Chapter 7. 

  Research suggests that people can learn what they need to know to have adequate levels of 

expertise in all four competency areas. In fact, students who go through formal training or classes 

often score higher on the expertise tests than people running businesses. 16  In addition to training or 

classes, you can get consulting assistance from public or private sources, or you can even buy exper-

tise in package form by adopting industry standard techniques. You can use state-of-the-art services 

or you can franchise. 

  The presence and absence of certain skills makes a tremendous difference in distinguishing those 

who start businesses from those who don’t. But for those businesses that do get started, the amount 

of expertise is what distinguishes the more successful from the less successful firms. The concern 

about expertise leads to thinking about the level of professionalization you choose to use in your 

firm.   

  Professionalization  
 So far we have talked mostly about getting a business started. Little has been said about how well 

the business will do once started. That too is under your control, and that is where the topic of pro-

fessionalization comes into play.  Professionalization  refers to the extent to which a firm meets or 

exceeds the standard business practices for that industry. A  standard business practice  is one 

that has been widely adopted within an industry or occupation. Standard business practice examples 

include being asked if you want to supersize your order at a fast-food restaurant.   

  Professionalization comes in three levels: expert, specialized, and minimalized. 17   Expert  busi-

nesses are those in which you notice everything seems to be done in the best way possible. Often 

this means the firm has exceeded the standard business practices of the industry. Think of the car 

wash that routinely hand dries your car; that is a higher level of service. Every town has a restaurant 

generally regarded as “the best.” Typically it is because they exceed customer expectations and 

industry standards in food and service. 

  Expert-level professionalization is what you expect when you go to a doctor or hospital. You want 

the best outcomes available to you. In the same way, small businesses subcontracting or supplying 

big businesses, such as Walmart, GM, or Boeing are expected to keep looking for ways to  improve 

the product and reduce the prices, even after they have the contract. That requires expert-level 

 professionalization. Often these small businesses seek out ISO9000 certification 18  or a Baldridge 

Quality Award to prove their ability to do an outstanding job. For example, the Graniterock 

Company of Watsonville, California, won a Malcolm Baldrige Quality Award for its quality focus. 

As a check on its quality, any customer who believes an order was not exactly right or was lacking in 

quality can “short” Granite Rock. That means he or she can pay less than the amount on the invoice. 

How does the customer know this? The offer is at the bottom of every invoice.19  

  The middle level of professionalization is called  specialized,  where as opposed to that “best” 

restaurant we mentioned above, there is probably a restaurant you know of with great food but 

so-so service. For this firm, the founder or owner is passionate about one key business function—

cooking—but is satisfied if the other activities are no worse than other businesses in his market. 20   

  Still thinking about restaurants, aren’t there some you go to only when absolutely necessary? 

Typically those restaurants are running at a  minimalized  level of professionalization. In such places 

the entrepreneur figures that “good enough” is all that is necessary to keep the business going. For 

a restaurant the food, décor, and service may be what you would get in a college cafeteria, or just 

slightly better. Behind the scenes, minimalized businesses usually lack good business procedures, 

like systematic accounting, or advertising to their market. Record keeping will vary between nonex-

istent and haphazard.  

     opportunity 
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  But be aware that the level of professionalization is under the entrepreneur’s control. A business 

can change over time: A business that starts as a minimalized firm can mature into a specialized or 

even an expert firm. For example, the Zildjian Company started in 1623 as a one-person business 

when a Turkish alchemist named Avedis discovered a way to make an alloy essential to making 

cymbals. Avedis received the name Zildjian from the Turkish sultan for his skill (the word means 

 cymbal smith ). The company operated in much the same way for hundreds of years. Then the com-

pany moved to the United States in 1929, when the American heir to the business took over. This 

American Avedis Zildjian had started and grown his own candy store by focusing on manufacturing 

and marketing. 21  The American Avedis applied the same sort of expertise to the cymbal-making 

operations and made Zildjian not only a world leader in cymbal-making, but also one of the oldest 

professionalized business firms in the world. 22    

  Entrepreneurial Careers  
 When we combine personality characteristics, competencies, professionalization levels, and the ac-

tual types of businesses entrepreneurs pursue over their working life, we are looking at their careers. 

A  career  is a lifelong series of jobs or occupations, 23  and small business owners have careers, just 

like everyone else who works. Only the careers of small business owners often look a bit different. 

There are five typical career paths for entrepreneurs (see Figure 3.2): 24    

●    Habitual entrepreneurs  are owners for a lifetime, sometimes in one business, sometimes 

across several firms (which usually get closed down, not sold). The owner’s career goal is 

personal satisfaction first, income second. Usually these entrepreneurs have no succession 

plan and intend to keep working until they can no longer continue. As they get older, they may 

scale down their ventures, but they continue to work in their business. Imagine the small busi-

ness version of Steve Jobs—who founded Apple, then NeXT Computers, and finally Pixar 

before coming back to Apple.  
●    Growth entrepreneurs  are also lifetime owners. Their goal is major success, and if they top 

out with one business, they’ll start another growth-oriented company, often before they exit 

from the first one. They typically keep doing this until they can no longer work—in part be-

cause there is always more to achieve. When they do retire, they tend to want to micromanage 
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their successors. This is the small business 

version of Bill Gates. Even though he is no 

longer the CEO of Microsoft, most people 

believe he is still pulling the strings at the 

company.  
●    Harvest entrepreneurs  are owners with an 

exit plan. Their goal is to work first in order 

to play later. They are interested in giving 

their firms strong balance sheets, sizable 

market shares, proprietary products or pro-

cesses, and capable teams to take over from 

them. They may start several companies, but 

they build one company at a time, harvest it, 

enjoy the proceeds, and  then  start another. 

As they age, the unspoken exit strategy is to 

let the time between deals drag out. Harvest 

entrepreneurs are often wealthy, but largely 

unknown. Consider Jim Clark. He was a 

contemporary of Gates and Jobs, founder of 

Silicon Graphics, Netscape, Healtheon/WebMD, and myCFO.com. He built a business, sold 

it, and waited until another promising prospect came along, but few know of him. The small 

business version of harvest entrepreneurs is even less visible.  
●    Spiral, or helical, entrepreneurs  alternate periods of growth and stability which are deter-

mined by personal or family needs. They are driven by a need to balance family and business, 

being successful at each. A typical spiral strategy is to slow down when children are young 

and push for growth when the children are older. Imagine what Laura Tidwell’s business will 

look like when her daughter leaves home for college. A helical entrepreneur’s typical end-

game strategy, like that of the habitual entrepreneur, involves scaling down the business.  
●    Occasional entrepreneurs  are people who generally have another job that is their primary 

one. They are often fascinated by entrepreneurship and pursue it periodically. They are the 

classic part-time entrepreneurs, who might work on a seasonal basis (e.g., doing taxes or mak-

ing Christmas wreaths).    

  Knowing the directions for your entrepreneurial career is useful, but it still leaves open the ques-

tion of how a person gets started in a career track. Look back at the definition of a career for the 

answer—jobs! The way you get your career launched is by taking jobs which help you develop the 

competencies, resources, and networks that are the basis for owning your own business. It is fine to 

start out with jobs done for free. Laura Tidwell did that to prove her competence to future clients. It 

is fine to take paying jobs in companies in your industry, in order to learn about the business and the 

market. Which jobs are best? Look back at the results of your Competency Self-Assessment in Skill 

Module 3.1. The jobs that help develop missing or weak competencies are the ones you want first. 

  As you move from first jobs in your industry into the first business you start, you begin to move 

into the career paths described above. Central to the career perspective is the idea of how the own-

er’s work and life change as he or she gets older. Recognizing the type of career path you favor can 

help you better define what will make you happy in work, and what to expect as you mature in your 

business.   

  What Makes a Difference in 
Entrepreneurial Efforts  
 No personality type works equally well in all situations. Imagine a daring, risk-taking sort like 

James Bond living the life of a suburban husband and father. The same is true for entrepreneurs. 

Success in starting and running a business is a function of the personality of the entrepreneurs, the 

skills they have (or learn or hire from others), and the particular type of situation they face. 25  Over 

  ●  Jim Clark is an example of a 

harvest entrepreneur. Which form 

of the various entrepreneurial 

careers appeals to you most? 

Why? 
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the years, certain specific kinds of situations crop up again and again, and each requires specific ad-

ditional behaviors from entrepreneurs in order for them to be successful. Five types of entrepreneurs 

face special challenges: family business owners, team entrepreneurs, women entrepreneurs, minor-

ity entrepreneurs, and second career entrepreneurs.   

  Family Businesses  
 We think that the U.S. economy is built on an array of very large, publicly held companies— 

General Motors, Boeing, IBM, Bank of America, Exxon, and others—but this is only part of the pic-

ture. Many of America’s largest companies—Anheuser-Busch, Wrigley, Hallmark, Dell, Motorola, 

Nordstrom, Campbell Soup—fully one-third of the S&P 500 companies—are family owned and 

managed. 26  Small and large, they make up over half the businesses in the United States and were the 

creators of well over half the new jobs in the United States in the latter half of the 1990s. 27  But our 

interests are in those small businesses that are also family businesses, and those represent 39 percent 

of American businesses, or about 10.8 million firms. Defined as firms with a majority family owner-

ship and direct daily family involvement,  family business  is a major economic force, employing 

58 percent of America’s total workforce. 28  

  Small, family-owned businesses have many advantages. If the business is managed at the top by 

a group of tight-knit family members, communication-based integration can be more effective, and 

decision making can be easier and quicker. 29  A strong family bond can become a strong business 

culture, enabling members to make effective, coordinated decisions with little or no formal com-

munication. Family members already have developed strong relationships and interact on a regular 

basis both in and outside the workplace. Families are a major source of funds and personnel for 

new small businesses, 30  providing a support network made up of people the entrepreneur knows and 

trusts. Family businesses are also a self-perpetuating source for future small businesses. Many new 

entrepreneurs have been raised in families in which one or both parents or other relatives owned a 

family business, 31  as you can see in the examples of the Ross and Enstrom families below. As chil-

dren of family business owners, these individuals learned how business works by observing their 

family at work. They gained early experiences that helped them develop the skills, competencies, 

and self-confidence that contributed to later decisions to become entrepreneurs and to their ability 

to succeed. 32  In fact, most entrepreneurs come from families of entrepreneurs.  
  There are two challenges typical to family businesses—role conflict and succession. 33   Role 

 conflict  describes the kind of problem that arises when people have multiple responsibilities, such 
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 SMALL BUSINESS INSIGHT 

 Ross’s Teal Lake Lodge and Teal Wing Golf Club is a family-owned business. Victoria Ross began helping wait 

tables at the Hayward, Wisconsin, resort when she was only 6 years old. By the time she was 18, she had moved 

into management positions. Having already earned her bachelor’s degree in business administration, she is now 

working on her master’s in global tourism. At 25, Ross is ready to take over the family business. 

  Jamee Enstrom Simons took a different track to management of her family’s business, Enstrom’s Almond 

Toffee. She began working in the company when still a child, hand dipping chocolates after school. Jamee 

eventually became a registered nurse, but when her parents expressed interest in selling the company, she 

and her husband bought it in 1993. Under her leadership, sales revenues for Enstrom’s Almond Toffee reached 

$10 million in 2001. 

  Ross and Simons both gained the confidence and skills they needed to succeed as small business owners 

from their early experiences in the families’ businesses. 

 Two Routes to the Family Business 34  
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as parent and boss, and each makes different demands on them. 35  As a boss, you might want your 

daughter to stay at the store and work, while as a parent you might want your daughter to take time 

off to be with her own children. Role conflict is at its worst when people fail to recognize it. Often, 

reminding yourself and others that you face multiple, conflicting roles helps them understand the 

types of choices that must be made and the kinds of decisions that are most important. 36  For fam-

ily business, the most effective approach for avoiding role conflict is to keep family issues out of 

the family business, as you can see in the case of Boyd Coffee (see Small Business Insight box on 

page 68). Whenever possible, try and make decisions based on business necessities. When making a 

decision from a family perspective, broaden it to apply equally to nonfamily as well as family mem-

bers. For example, if family members in the business can take off for their children’s graduations, 

so should employees who are not part of the family. 37  

  Role conflict breeds another unending problem—the shortage of time. Entrepreneurs are among 

the most rushed people in the workforce. Part of this comes from the responsibilities of ownership. 

Entrepreneurs are  always  working, even if it is just thinking about what to do next at work. Add 

family responsibilities, and schedule overload is almost a certainty. There are, however, a collection 

of techniques for  time management , which can help meet the challenges of schedule overload. 

Consider these basic methods: 

●    List —Whether you use a pad of paper, a specialized form like a Franklin Planner, a PDA, or 

Microsoft Outlook’s Task function, the key to staying on top of your responsibilities is to list 

them as soon as you get them. Then as you finish them, you can enjoy crossing them off the 

list.  
●    123 Prioritize —As you look at your list, prioritize your tasks based on their  importance  to 

your business and their  due date . The most important tasks due soonest get a priority of 1. 

Tasks with lesser importance or a longer time to completion get ranked 2, and your “back 

burner” concerns get ranked 3. If there are tasks (of any level) that can be lumped together, 

so much the better. How do you decide importance? If the task will not help your business or 

family, it is probably not a priority 1 task.  
●    Delegate —Look at your task list and see which tasks you can get others to do for you (for free 

or at a price). When you’re overloaded, getting more people on the job for you is a powerful 

way to get more done.  
●    Repeat —Take a few minutes every day to repeat the above steps. It will save you time later.  
●    Strategize —Once a week, take a few minutes to look at the things you  didn’t  do this week and 

check if you are overlooking something which could be important to your business, family, or 

yourself, but is getting overlooked in the short run. Entrepreneurs are notorious for overlook-

ing their health and cheating themselves and their businesses out of time to think about the 

big picture and their firm’s future. Ten minutes a week spent this way can make a world of 

difference. 38     

  Thirty-nine percent of U.S. family-owned businesses are expected to face the retirement or semi-

retirement of their CEO within the next five years. This statistic grows in importance if you factor in 

the idea that only one-third of family-owned businesses survive beyond the first generation. 39  Part 

of the problem can be an entrepreneur, like Rudy Boyd, who has difficulty letting go. Problems can 

arise when the owner cannot come to grips with retirement or envision someone else running the 

company. 40  Owners often resist giving up control and undermine—consciously or unconsciously—

potential successors. 41  This is a problem because top managers at family firms tend to stay in their 

positions much longer than those at nonfamily firms. One study found that CEOs of family firms 

had an average tenure of 17 years as opposed to just 8 years for CEOs in other businesses. 42  

  When the current owners are ready to think about what follows them, we get into  succession —

the process of intergenerational transfer of a business. Often the lack of a clear succession plan is the 

death knell for those family firms facing their first intergenerational transition. 43  If the founder dies, 

becomes seriously ill, or is incapacitated before he or she can groom a successor, the new family 

leader may be suddenly thrust into the role before coming up to speed on vital company information 

and developing needed skills. Also, in the absence of a succession plan, private and public dissen-

sion among various factions of the family becomes more likely, negatively affecting operations 

within the firm, and may eventually cause the business to fail. 44  

     time management  

 The organizing process to help 

make the most efficient use of the 

day.    

     succession  

 The process of intergenerational 

transfer of a business.    
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  As is true of so many things in a successful small business, the answer lies in taking a profes-

sional approach to the problem. In this case the professional approach involves crafting a succession 

plan like the one created by Boyd Coffee after Dick became president. Succession plans deal with 

the people who will take over, what roles they will fill, and what supports (such as training, outside 

assistance, voting power, resources control) they will receive. 45  Problems arise when there are no 

successors available within the family. One study found that only 5 percent of all entrepreneurs were 

able to rely on family members to take over. 46  Sometimes none of the children have an interest in 

the family business. The opposite problem arises in situations like that at Boyd Coffee when several 

family members believe they should take over the top spot and vie for the position to the detriment 

of both family and business. Problems like the Boyd Coffee competition remind us that it is impor-

tant to plan how disputes will get resolved. Expect those disputes. The owners of a family business 

tend to be especially passionate about their enterprise, because they have a huge economic incentive 

to pay very close attention. 48   
  One way to maximize communication in the succession process is to create a family council. A 

family council includes family members with immediate interests in the business (spouse, sisters 

and brothers, older children, etc.). The focus of council meetings is the business-family relationship. 

The meetings can also be a good forum for grappling with issues like role expectations, commit-

ment, and personal responsibility. 49  

  An advisory board, or a formal board of directors, can also contribute important skills and stra-

tegic direction. At Helzberg Diamonds, Barnett Helzberg Jr. set up a board to confront planning 

issues and to “help bring order (read  professionalization ) to the seat-of-the-pants decision making” 

at the firm. The board was critical to succession planning at Helzberg when trusted board members 

 SMALL BUSINESS INSIGHT 

 Boyd Coffee, started in 1900 in Portland, Oregon, had survived its first transition from founder P. D. Boyd to heir 

Rudy Boyd. Rudy’s sons, David and Dick Boyd, grew up working in the family business. In 1975, Rudy officially 

retired, but he refused to leave the business. Even though David, the eldest son, became the CEO, Rudy stayed 

on as chairman of the board, and for many years he remained an active and influential presence around the 

company—often to the irritation of son David. A few years after Rudy’s “retirement,” the board of directors of 

Boyd Coffee—Rudy, his wife Ellen, David, and Dick, then president—voted 3–0 (with David abstaining) to remove 

David as CEO and name Dick the new CEO. 

  David and Dick believed the management change was based solely on members of the family taking sides in 

the David/Rudy conflict, rather than on sound business judgment. With the loss of the CEO position, David also 

wondered whether he had originally received the job because he had earned it through hard work and demon-

strated ability or simply because of his name and family position as the eldest. Although after the awkward switch 

the brothers continued to work together for many years, their personal and professional relationships deteriorated 

to the point where they seldom communicated. The tension and lack of coordinated effort between the two inevi-

tably led to the financial decline and instability of Boyd Coffee. Finally, in 1997, David threatened to dissolve the 

company. Only when faced with such a drastic possibility did the brothers begin the slow and difficult process of 

reconciliation. 

  With the assistance and guidance of outside advisers and consultants, the brothers have now made suc-

cession planning their top priority. They have established a family trust that allows younger family members the 

opportunity to leave home and develop their business skills and networks independently. The brothers also have 

encouraged their children to gain work experience outside the family business before deciding whether they want 

to return to work for the company, something the brothers never got to do. 

 Boyd Coffee 47  
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convinced Mr. Helzberg that he needed to step aside as president. He brought in someone else who 

had the skills to lead day-to-day operations while keeping the chairmanship himself. 50  

  The key difference between a family council and a board of directors is that the function of the 

family council is to keep the family involved while the board is focused on running the business. 

The board includes significant nonfamily membership. 51  Careful use of a family council can also 

help by keeping family members involved in an appropriate way, allowing you more room to main-

tain a different balance with your board of directors. 52  

  In addition, a good plan, like the one Boyd Coffee developed, also talks about the handling of 

the assets of the company in order to minimize the tax burden on the family and the firm and pro-

vide a suitable income for the former owner and his or her household. Because of the legal, tax, 

accounting, and leader development complexities, succession planning is best done with the advice 

of experts. 53  For family councils and boards of advisers, it is often helpful to get professional advice 

at the start, and then continue on your own. One organization that tracks experts in family business 

is the Family Firm Institute. 

  One special situation of the family business is the case of a married couple who jointly own and 

manage their business. 54  You only need to consider the divorce rate in general to realize that mar-

riage and business can be a volatile mixture. The problems of a lack of agreement, difficulty keep-

ing business and family issues separate, and how to handle endings 55  are very much in evidence in 

couples’ businesses, and the solutions are very much the same—being clear about responsibilities, 

trying to maintain boundaries between work and home, having outside advisers to help sort out 

thorny issues, and planning for how the firm might end or change. 56    

  Entrepreneurial Teams  
 While the classic image of the entrepreneurial small business would involve the image of the solo 

entrepreneur, the modern reality is different. The majority of new businesses have a team of two 

or more co-owners, and the trend is toward even more businesses being developed by teams of 

entrepreneurs. Figure 3.3 shows you the latest breakdown from the Panel Study of Entrepreneurial 

Dynamics.  

  Most teams are family related. In fact 53 percent of teams are spouses or life partners working 

together. Another 18 percent of the teams have different arrangements of family members work-

ing together, while only 15 percent of teams are composed of unrelated business associates. 57  That 

means about 520,000 new firms a year are started by teams, with about 442,000 started by family 

teams.  58  

  Why so many teams? There are advantages to a team. When family members start a business, 

they start with already knowing and trusting each other. Teams are also likely to have more money, 
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time, and expertise to put into a business. If the team members live together, they can save even 

more for the business.  

  When putting a team together it is important to work out key issues ahead of time. For example, 

team members might be putting different amounts of money or time into the business, but might be 

expecting identical returns, which creates an equity problem. 59  A team can also face conflict over 

shared goals and how to make decisions, especially when the team is evenly split on choices. 60  Legal 

solutions to setting up partnerships are discussed in Chapter 18, and the solutions mentioned above 

for couples—being clear about responsibilities, trying to maintain boundaries between work and 

home, having outside advisers to help sort out thorny issues, as well as planning for how the firm 

might end or change 61 —work just as well for teams composed of unrelated individuals as they do 

for couple-based teams.   

  Women and Minorities in Small Business  
 Women-owned businesses are one of the fastest growing sectors of all U.S. businesses. 62  Between 

1997 and 2004, the number of private businesses with at least 50 percent female ownership increased 

by 17 percent, while the rate for firms overall was 9 percent. 63  Around 30 percent of all businesses 

are majority owned by women, with another 18 percent equally owned by women and men. 64  

  In part, this growth represents the actions of a new group of women starting businesses. Most 

women starting businesses 10 or more years ago lacked managerial experience and generally had 

worked in the more traditional “female” occupations such as office administration, retail sales, or 

teaching. Today, women entrepreneurs are more likely to match male entrepreneurs in terms of 

managerial or scientific/technical experience related to their entrepreneurial enterprise. 65  

  Representing approximately 11 percent of all U.S. businesses, the number of minority-owned 

firms has likewise grown explosively in recent years. 66  While the total number of U.S. businesses 

edged up by only 7 percent between 1992 and 1997, minority-owned businesses witnessed a re-

markable 30 percent growth rate. During this period, the number of Native American or Alaskan 

native-owned businesses swelled by the most incredible 84 percent, especially notable since their 

population increased by only 6.5 percent. During that same time period, the number of African 

American-owned businesses climbed by 26 percent, Hispanic-owned businesses by 30 percent, and 

Asian or Pacific Islander-owned businesses by 30 percent. 67  

  What are the reasons for such phenomenal growth in the number of minority entrepreneurs? The 

establishment of both public and private funding and networking initiatives have helped to level the 

business playing field for minority entrepreneurs by offering information, advice, and funding ac-

cess. Another explanation lies in the growth of racial and ethnic groups within the U.S. population, 

a trend that is expected to continue. The two fastest growing minority groups (Hispanics and Asians) 

represent the largest segments of minority business owners. Hispanics represent 40 percent of all 

ethnic business owners, Asians 30 percent, and African Americans 27 percent. 68   
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  Despite the growth in the number of women and minority entrepreneurs, both groups still face 

the challenge of access. Access refers to the simplest form of discrimination—often women- or 

minority-owned firms are simply excluded from the opportunities offered to firms owned by white 

males. This can result from the way that networks built from interpersonal relations in business 

exclude women and minorities. When business relationships build from shared hobbies, sports, 

or even college ties, social situations that are all male or largely white outside of work can lead to 

unintegrated business networks. 

  Access problems for women- and minority-owned small businesses crop up most often as dis-

crimination in financing. 69  This means that they may not be given the same access to funds 70  or 

contracting opportunities 71  that white male-owned firms are given. For example, a national survey 

of small business finances found that minority business loan applicants were denied at twice the 

rate of whites, even though application rates did not vary by race. 72  The same study found that 

Asian and Hispanic business owners pay higher interest rates on their loans. These differences 

in loan denial rates and in interest rates occurred even when all business-related differences were 

considered. 

  There are two solutions for access-based challenges. One solution is institutional, when 

minority- and women-owned small businesses pursue dedicated contracting funds, known as  set-

asides , among big companies and government agencies. The good news is that governments at 

all levels have special contracting opportunities for small businesses that are owned and operated 

by minorities or women. For example, the U.S. government spent nearly $7 billion on set-aside 

based contracts with women-owned businesses in 2002. 73  Big companies and those with govern-

ment contracts also have similar programs. In 2002, those companies spent $72 billion on minor-

ity set-aside purchases. 74  Qualification for set-asides requires certification as a business owned 

and operated by a woman or a minority (or both). 75  For corporations, certification is handled by 

organizations that are not affiliated with the government or big business, such as the National 

Minority Supply and Diversity Council or the Women’s Business Enterprise National Council. 

 Certification  consists of proving that the business is truly owned and operated by a woman or 

minority. A similar process is used by the U.S. government, with the Small Business Administra-

tion certifying firms for the SBA’s 8(a) Business Development Program, whose details are online 

at the SBA site. 

  Certification is not for every women- or minority-owned small business. For example, the SBA 

8(a) and most corporate certification programs require a business to be in operation at least two 

years. As is true for any program involving government or big business, the small business needs 

to put more energy and resources into record keeping than it might otherwise do, especially busi-

nesses that opt for minimalized or specialized levels of professionalization. For those businesses 

that qualify, certification provides a ready means of access to opportunity and to networks of 

businesses and government agencies which can be leveraged to gain access to other sectors of 

business. 

  The second approach to solving problems of access is personal and involves making extra 

efforts to network. As discussed in Chapter 2, building a social network is central to business 

success. For minority-owned and women-owned businesses, networking is especially important 

because such firms need to network even more than other types of firms. While networking with 

other minority-owned or women-owned firms will feel comfortable, and lead to business within 

that group, the real gains in business require networking in more diverse and potentially less com-

fortable situations, such as industry and trade associations, chambers of commerce, and the like. 

Success comes from the number of different types of contacts one makes, and for a minority- or 

women-owned business, this requires having business contacts from other races, genders, ages, 

and sectors.   

  Second Career Entrepreneurs  
 A special group of entrepreneurs are called second career or  late career entrepreneurs —people 

who begin their businesses after having retired or resigned from work in corporations at age 50 or 

later. Whether these individuals start their business as part of a postretirement career plan or after 
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early retirement has forced them to reevaluate their lives, a late career as a business owner has be-

come a necessity for them. 76  

  As increasing numbers of corporations merge, downsize, reorganize, and/or close altogether, 

many firms are offering attractive retirement packages to encourage employees to voluntarily leave 

the organization. 77  Workers are opting to accept generous offers to retire early (between ages 50 and 

64). People’s decisions of whether to return to work depend on their individual level of wealth (re-

tirement income and savings), their health, and their work experience, as well as general economic 

conditions. 78  

  About a third of the retirees who return to work decide to become self-employed. 79  Those who 

do face three challenges—adjusting to the entrepreneurial life, reestablishing self-confidence, and 

keeping personal finances out of the business. 

  Working for others for most of their life, late career entrepreneurs are likely to have gotten used 

to having many of the daily chores of running a business done for them. Even for former managers, 

the mechanics of getting the location cleaned or the payroll checks written may have been things 

they could take for granted. As entrepreneurs, they have to do these things themselves or arrange to 

have them done. All entrepreneurs get used to a do-it-yourself approach, and this is a challenge for 

everyone, but it can be especially trying for late career entrepreneurs, who may have hoped that life 

would get easier rather than harder later in their careers. 

  The key for managing the demanding life of the entrepreneur is to get advice from people in your 

line of business, or from consultants (which can include the free consulting available through Small 

Business Development Centers or SCORE) about the basic activities of the small business. Make 

sure you have all the demanding aspects of running a business covered. Pick one or two that are 

particularly hard or onerous and consider subcontracting those out in order to keep the early stage 

of the business manageable. 

  The second challenge comes from a loss of confidence. 80  The stigma attached to older workers’ 

departure from their former job can make a tremendous difference in their level of confidence. 

Being given early retirement can be seen as a company’s effort to replace expensive (if capable) 

older talent with junior people who work for less. But being laid off or downsized suggests that the 

person was expendable at best, deadwood at worst. The difference in labeling makes a difference in 

the late career entrepreneur’s self-confidence.  
  When there are self-confidence issues, the first solution is to take some time to get over the shock 

to self-image. Counseling, whether job or psychological, can also help tremendously. When the 

person is ready, the solution often involves redefining one’s life. The goal is to describe life in ways 

that help the individual take control over it. A layoff becomes an indication that it was time to move 

on. A downsizing becomes something that occurs to those best able to land on their feet. In taking 

control over the past, it can become easier to assert control over the present and future. 

  The second self-confidence solution comes from networking. Entrepreneurs as a group are an en-

ergetic and optimistic group. Just talking to people you know, as Donna Herrle did (see Small Busi-

ness Insight box on page 73), or joining local entrepreneur organizations, such as the chamber of 

commerce or the local chapter of a trade or professional organization, can expose you to people full 

of energy and ideas. This is contagious, and as you hear the stories of perseverance and overcoming 

challenges that abound among entrepreneurs, the possibilities for a successful entrepreneurial life 

seem to become more realistic. 

  The third problem is keeping personal finances out of the business. 81  Often when individuals 

are laid off or given early retirement, they can receive lump-sum financial settlements. Frequently, 

people intending to become late career entrepreneurs plan to use a substantial portion of these funds 

to start the new business. Sometimes this happens because late career entrepreneurs see their per-

sonal funds as “easy money,” funds that can be obtained quickly and without a lot of hassles. The 

problem is that many people who take the easy money are also taking the easy way out. They fail to 

carefully consider how they will invest the money in the business, and how it will be used. Taking 

the easy way out can often mean late career entrepreneurs underprepare for the rigors of business, 

and they are risking their retirement nest egg. 

  For late career entrepreneurs, the solution is to treat their own money as objectively as possible. 

Invest it only if you can make a strong case that the investment in the business is going to produce 

reasonable returns. Treat your own money as an outsider’s investment. Do a business plan and 
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consider seeking outside funding from friends and family to help keep you honest about the chances 

for the business. 

  This chapter starts with the idea that while no single explanation can really cover all 15. 5 mil-

lion self-employed people in the United States, there  are  aspects of the entrepreneurial life that 

apply to many. Some of these are general ideas, such as the entrepreneurial career or the competen-

cies needed to be successful in small business. There are also types of entrepreneurs that describe 

many, but not all, self-employed people. Whether we look at attitudinal or behavioral types like 

the classic entrepreneur or small business owner, or if we look at demographical groups such as 

women entrepreneurs, the more we know about people pursuing entrepreneurship, the better it is 

for identifying important issues in their business and personal lives. Every entrepreneur’s story 

is uniquely his or her own, but across millions of entrepreneurs, there are some similarities, and 

these help make it easier to think about the entrepreneurial process and get the right kind of help to 

entrepreneurs.     

 SMALL BUSINESS INSIGHT 

 Imagine getting an invitation to a wine and cheese party for a new business, where the owner shows a “before” 

picture of herself in her corporate garb and an “after” picture of her in her home office, wearing pajamas and 

slippers, with the adage “change is good” over them both. That is what Donna Herrle, 51, sent to business ac-

quaintances, friends, former co-workers, and family when she started her Pittsburgh graphic design business, 

Drawing Conclusions. A graphic designer and former sales manager of design and print services, she was out on 

her own after being laid off from corporate America in 2002. That layoff had set off alarm bells for Donna, who 

feared the loss of security a regular paycheck had brought her. At loose ends after the layoff, she also wondered 

what she should, or could, do. 

  Her turnaround and focus on starting Drawing Conclusions came about from talking to everyone she knew. 

She was surprised at how many others had been in or were facing the same situation, and the advice she got 

helped her make her own transition to self-employment. The advice she received again and again was to plan 

the business carefully and keep networking, and the work would come. 

  And the work came. One client brought a project to the wine and cheese party, based on Donna’s graphi-

cally impressive invitation. Five more projects came in within 10 days of the party. Within a year she had over 

50 clients and gross sales in six figures. 

 Donna Herrle 82  

  CHAPTER SUMMARY 

 Learn about entrepreneurial personality types. 

●   From the 1700s to the 1950s people thought there was only 

one type of entrepreneurial personality.  

●   Since the 1960s five distinct types of entrepreneurial person-

alities have been found: small business owners, idea people, 

the managerial entrepreneur, the salesperson, and the con-

temporary classic entrepreneur.    

 Learn the operational competencies of the 

successful entrepreneur. 

●   Forms of business-related expertise are called  competencies .  

●   To be successful, an entrepreneur needs competency in the 

key business functions (e.g., sales, operations, etc.), industry-

specific knowledge, resource competencies, determination 

competencies, and opportunity competencies.  

LO1 LO2
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●   Professionalization describes the extent to which a firm meets 

or exceeds the standard business practices for that industry. 

Professionalization can be minimalized, specialized or expert.    

 Discover the types of career paths entrepreneurs 

pursue. 

●   A career is a lifelong series of jobs or occupations.  

●   The five typical career paths for entrepreneurs are habitual, 

growth, harvest, spiral (or helical), and occasional.    

 Understand the challenges of family business 

owners. 

●   Family businesses are one of the major forms of small 

business.  

●   The major challenges facing the family business are role 

 conflict, time management, and succession.  

●   All three challenges can be met through careful planning.  

●   Married couples and nonfamily partnerships face many of the 

same problems and solutions.    

 Recognize the special nature of entrepreneurial 

teams. 

●   The majority of businesses are started by teams.  

●   Spouses or life partners are the most common form of team.  

●   Couple teams can benefit from trust and financial flexibility.  

●   Typical problems include lack of agreement, separating work 

and family issues, and handling endings.  

●   Similar problems also crop up in non-spouse teams.    

 Gain insight into the challenges women and minority 

business owners face. 

●   Women-owned and minority-owned businesses are growing at 

rates faster than other types of businesses.  

●   The major challenge facing these businesses is gaining access 

to opportunity.  

●   Access is achieved through networking and set-asides.    

 Understand the situation of people who become 

business owners later in life. 

●   Late career entrepreneurship happens when a person is laid 

off, downsized, or given early retirement.  

●   The challenges facing late career entrepreneurs come from 

having to do everything themselves, loss of confidence, 

and using too much of their personal money too soon in the 

business.  

●   Having to do everything can be handled by identifying the tasks 

to be done ahead of time. Loss of confidence can be dealt with 

through taking time to heal and by networking with enthusias-

tic entrepreneurs. Late career entrepreneurs should use their 

own money only when it makes sense for the business, usually 

proven through a business plan.      
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  DISCUSSION QUESTIONS  

1.   What are the different types of entrepreneurial personality?  

2.   Why is it important to recognize that there is more than one 

type of entrepreneurial personality?  

3.   An entrepreneur started a business from scratch and grew it to 

a multimillion-dollar operation. After about 10 years he sold his 

business and bought a boat in order to take a round-the-world 

cruise. What type of career path do you think he was follow-

ing? Why?  

4.   Could someone with good industry-specific knowledge but low 

competency in basic business skills be successful as an entre-

preneur in that industry? Why or why not?  

5.   When does it make sense to create a business using a mini-

malized approach to professionalization? Why is that so?  

6.   What are the strengths and weaknesses of a team?  

7.   What is the major challenge facing women- and minority-

owned firms? How can this be solved?  

8.   What makes the situation of late career entrepreneurs prob-

lematic? What can they do to smooth their way?    

  EXPERIENTIAL EXERCISES  

1.   Which of the entrepreneurial personality types fits you the 

best? Be ready to explain why.  

2.   Which entrepreneurial competencies do you possess? Be ready 

to provide examples and explain why you made these choices. 

You can use the result of Skill Module 3.1 to aid you in this.  

3.   Pick small businesses with which others in the class 

are familiar and analyze what level of professionalization 

they display. Be ready to explain the basis for your 

classification.  

4.   Select a local family business owner or female or minority 

entrepreneur whom you admire, and research the person’s 

business and professional background. Interview this person if 

possible. What particular challenges were faced? What compe-

tencies were used to overcome them?    

  MINI-CASE 

 GEORGE WASHINGTON, DISTILLER AND SEVENTH-CAREER ENTREPRENEUR 83  

 When he stepped off the podium in front of Federal Hall in New York City on March 4, 1797, George 

Washington was probably thinking not about the presidency he just handed over to John Adams, but about 

his audacious plan to start a new career to rescue his Virginia farm, Mount Vernon, from bankruptcy. For 

Washington, farmer, surveyor, soldier, commander, legislator, and president, this new role might be called 

his seventh career, but it was necessary. 

  Washington had owned a plantation for much of his adult life, and he tried to get back to it between 

stints as the nation’s top general and as president. By the time he could retire to Mount Vernon, he discov-

ered the business was in trouble. The number of people for whom he was responsible had grown from 10 

when he inherited the farm to 300 as he left the presidency. Unfortunately his land-holding size and produc-

tivity had not kept pace. He was facing bankruptcy. 

  Knowing this even as he was preparing to end his term, Washington picked up on the idea of a distillery 

when James Anderson, a Scottish immigrant to Virginia, pitched the idea. Washington had shown himself 

supportive of inventions, having developed new ways of training mules and preparing wheat for market. He 

had even received America’s third patent. 
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  Anderson’s idea made financial sense. Taxes on imported rum were high, and this was putting a crimp 

in the average American’s drinking habits. Back in 1797, the average American was annually drinking 

5 gallons of distilled spirits like rum and whiskey (today the average is 1.8 gallons). So there was a ready 

market. 

  So, working with Anderson, Washington started with two small stills in 1797 making a 110-proof 

rye whiskey. Production grew in 1799 to 11,000 gallons sold in two versions (50 cents/gallon for regular 

and $1/gallon for premium whiskey) and to $7,500 profit made, making Washington America’s leading 

distiller. While Anderson could handle the role of running the distillery itself, the business side was in 

Washington’s hands. Unfortunately, he failed to train a successor. Then Washington died in 1799. The 

distillery passed into several hands but began a seemingly unstoppable decline and was closed for good 

in 1814. 

  CASE DISCUSSION QUESTIONS  

1.   What advantages would George Washington bring to James Anderson’s idea for a Virginia 

distillery?  

2.   Washington’s farm was operating even as he got the distillery off the ground. What kind of prob-

lems could that raise for the ex-president?  

3.   At his death, Washington’s distillery was the largest in the United States. Did this make Washing-

ton a high-growth entrepreneur or a small business owner? Why?     
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●   Jilbert’s Dairy  

●   Cecil Tire or That Dog Won’t Hunt     

  Video Case:  

●   Small Business Volunteering, p. VC-2  

    eClips Videos:  

●   Jeff Hawkins Discusses Undergraduate and Early Career 

Experiences  

●   Jeff Parker States Importance of Gaining Professional Experi-

ence and Having Patience  

●   Steve Leveen Discusses Challenges and Rewards of Being In 

Business With Your Spouse    

  SUGGESTED VIDEOS 



  SBTV Videos:  

●   Managing To Do Lists  

●   Senior Citizen Entrepreneur  

●   Minority Entrepreneurs Break through Barriers    

  STVP Video:  

●   Learning to Take Risks: A Personal Story       
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C H A P T E R

4   Small Business 
Ideas: Creativity, 
Opportunity, and 
Feasibility 
    

●  Go Games is a recent 
expansion of the Magnetic 
Poetry line by Dave Kapell. Its 
company, Magnetic Poetry, was 
formed through several intriguing 
circumstances which were 
marked by creativity, opportunity, 
and feasibility. How did Dave’s 
later business practices continue 
to promote creative, feasible 
opportunities?  



LO

  Focus on Small Business: 
Dave Kapell: Poetry in Motion 1   

 This chapter will help you: 

LO1  Learn the sources of opportunity entrepreneurs draw on to get business ideas. 

LO2  Identify the way ideas are screened for business potential. 

LO3  Understand how creativity methods can help business owners recognize new opportunities. 

LO4  Understand the five pitfalls that hinder innovation. 

LO5  Identify strategies for innovation in your business. 

LO6  Learn how to conduct a comprehensive feasibility study for your business ideas. 

LO7  Learn the model for pilot testing Internet businesses. 

LO8  Understand the value of building a creative culture in your business.  

 Dave Kapell was a guitarist and songwriter who played in funk and heavy metal bands in Minneapolis. His 
bands were popular locally, but he still worked at other jobs doing clerical work for nonprofits and driving a 
cab. Problem was, he often suffered from writer’s block (an especially bad ailment for a lyricist!) and was 
constantly looking for things to inspire him so that he could write more songs. He happened to see a docu-
mentary on the life of David Bowie and learned that Bowie used a technique that Kapell found very intrigu-
ing. Following Bowie’s suggestion, he began to cut up magazine stories, entries from journals, and even 
letters from family members and rearrange these small bits of paper to try to spark inspiration for songs. 
He would often have all these pieces laid out in a room, or across the front seat of his cab. There was just 
one problem. 
  Dave suffered from allergy attacks that caused him to sneeze, and when he sneezed, he would send the 
pieces of paper scattering all over the room or the seat of his car. He thought about gluing them to cardboard 
backing, but then he would have to put them away and take them out again whenever he wanted to use 
them. This is when opportunity met need. 
  One of Dave’s roommates was an employee at a pizza restaurant, and the restaurant had a batch of 
refrigerator magnets it had intended to give to customers as advertising. But the magnets were misprinted 
and could not be used. Dave’s friend brought these magnets home, and Dave came up with the idea of gluing 
the words to them. He then put the word magnets on a cookie sheet and kept them there so that he wouldn’t 
have to put them away every day. It could have ended there. After all, Dave had solved the problem of the 
disrupted word collection. But one day someone in the house wanted to actually use the cookie sheets for 
what they were intended for—bake cookies! Now Dave had the problem of what to do with the magnets, so 
he casually put them on the refrigerator. 
  As Dave’s roommates and friends came through the kitchen, Dave noticed that they all stopped by the 
fridge and played with the magnets—rearranging the words the magnets were holding to the fridge into 
phrases that were funny and bizarre. Dave would say that, while he never intended to start a business, this 
was a lightbulb experience. His friends started asking for sets of these words, and Dave saw an opportunity. 
He recalled, “I told everyone that I could make a kit for seven bucks, and I was earning seven dollars an hour 
in my job at the time and my student loans were coming due, so I made up a bunch of kits. I took 100 kits to 

  L
E

A
R

N
IN

G
 O

B
J

E
C

T
IV

E
S

 



80 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

my first craft show, and I figured that would be enough for the whole weekend. They sold out in three hours. 
I knew I was on to something.” 2  
  That was 1993, the year Dave’s company, Magnetic Poetry, was born. As the idea took off, Dave real-
ized he could no longer make the kits himself. He saved $5,000 from craft fairs and began visiting local 
screen-printing and die shops in Minneapolis. He paid for 1,000 prototype sets. But the road was not smooth 
yet. Dave knew next to nothing about distribution. He also learned that retailers are not interested in amateur 
packaging, and Dave’s kit looked like a cardboard jewelry box. Pam Jones, a manager of a local art museum 
gift shop, gave Dave lots of tips on product presentation. In three weeks, he developed a clear plastic pack-
age that Jones thought would fit on her gift shop’s shelves. By the end of that first day, she sold the 12 kits 
Dave gave her. The new packaging was attractive to retailers such as Borders Bookstores, gift shops in the 
Guggenheim and Whitney museums in New York City, and Signals catalogs. By 1994, Dave’s kits were sell-
ing in the Museum Company in the eastern part of the United States, and at the San Francisco Museum of 
Modern Art on the West Coast. 
  As time went on, Dave decided to do his own manufacturing, since he felt he wasn’t getting quick 
enough turnaround from his manufacturer. He went back to Murray Condon, who had helped him with his 
prototypes, and the two formed a separate company called Screen D’or Graphics, Inc. Kapell funded the 
company with the goal of a three-day order-to-delivery turnaround. He now had a number of employees in 
production, sales, administration, inventory control, and shipping and was looking for other opportunities for 
his kits, such as introducing them in foreign languages. Today, the Magnetic Poetry product line features 
over 100 products. Its word kits include everything from the Shakespearean, Artist, and Genius kits to the 
Dog Lover, Romance, and College kits. (The Original kit remains wildly popular, too.) Magnetic Poetry also 
has new products that go beyond the magnetic word tile genre, including a Poetry Beads kit, magnetic travel 
games, and Writer’s Remedy, a cookie jar filled with words to help cure writer’s block. The Web site ( www.

magneticpoetry.com ) also offers more than a dozen kits for online play. 
  Polished versions of the hand-glued magnets that once decorated Dave’s refrigerator door in his Min-
neapolis home now can be found on millions of such doors and metal surfaces across the country. Since 
Dave Kapell invented Magnetic Poetry in 1993, more than 3 million kits have been sold. Magnetic Poetry, a 
cultural phenomenon, has appeared in the movies  Conspiracy Theory, City of Angels,  and  Notting Hill,  as well 
as on Jerry Seinfeld’s refrigerator on the TV show  Seinfeld . 3  

  DISCUSSION QUESTIONS  

1.    How did Dave Kapell discover that his idea would be a good business opportunity?  

2.    How did Dave evaluate whether or not his idea for Magnetic Poetry was successful?  

3.    What other opportunities might there be for Magnetic Poetry in the future?        

   The Source of Business Ideas   
 Do you recall seeing a new product or service in a store, or maybe hearing about an idea on radio or 
television, and thinking, “Now, why didn’t I think of that?” In fact, most of the ideas that are turned 
into new businesses, or result in “new and improved” products and services, come from informa-
tion and observations that we are surrounded by every day. Does it seem to you that successful 
business owners must possess unusual powers of observation or use top-secret strategies unknown 
to anybody else when seeking ideas for new businesses or    innovations    to their existing businesses? 
It’s far more likely that these people have learned to pay attention to the cues that are around them 
and to ask many questions of things that most people take for granted, such as the way Dave Kapell 
did when making Magnetic Poetry. This search and capture of new ideas that lead to business op-
portunities is called    opportunity recognition   . Researchers in the field of entrepreneurship and 
small business believe that opportunity recognition behavior is the most basic and important entre-
preneurial behavior. 4  

LO1
  Learn the sources of op-
portunity entrepreneurs draw 
on to get business ideas.

               opportunity recognition  

 Searching and capturing new ideas 
that lead to business opportuni-
ties. This process often involves 
creative thinking that leads to dis-
covery of new and useful ideas.    
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  The exact reasons why entrepreneurs seem to be better able to find ideas that work are un-
clear. The notion of    entrepreneurial alertness    is one that has captured the attention of scholars 
in the field. This phrase means that entrepreneurs have a special set of observational and thinking 
skills that help them identify good opportunities. Some scholars have suggested that entrepre-
neurs are able to notice things that have been overlooked, without actually launching a formal 
search for opportunities. 5  Others suggest that we also consider the motivations of entrepreneurs 
to search for new ideas. 6  For example, if an owner of a fast-food restaurant notices that custom-
ers are asking for substitutions of healthier ingredients to the food items, she may be motivated 
to contact her suppliers to ask about obtaining new ingredients and to change the menu and in-
crease the healthy offerings on the menu to keep customers satisfied, possibly bringing in more 
customers. 
  Ideas for new businesses come from a great variety of sources. A person who desires to start a 
business may begin searching for opportunities that exist in the marketplace, perhaps as a way to use 
skills and knowledge that he or she has acquired in college or in work experience. In the nationwide 
Panel Study of Entrepreneurial Dynamics, 7  a sample of 480 entrepreneurs were asked whether the 
business idea or the decision to start some kind of business came first:

TABLE 4.1 What Came First for 
New Businesses

Business idea 37%

Decision to start a business 42%

Idea and decision were simultaneous 21%

Source: Adapted from G. E. Hills and R. P. Singh, “Opportunity Recognition.” In Handbook 

of Entrepreneurial Dynamics: The Process of Business Creation, ed. W. B. Gartner, K. G. 
Shaver, N. M. Carter, and P. D. Reynolds. Thousand Oaks, CA: Sage, 2004. Table 24.1, 
page 266.  

  But regardless of whether the idea came first or the decision to start a business came first, we now 
examine the factors that lead small business owners to their business idea. 

   Work Experience  
 Many successful business owners spent years working for a company and gained valuable experi-
ence about how things might be done differently. Sometimes the idea grows out of listening to 
customer complaints. 
  You can use your own work and personal experiences to think of ideas for doing things differ-
ently. Sometimes the best business ideas come from your own frustration or from not finding exactly 
what you are looking for as a consumer. Anita Roddick, founder of The Body Shop International 
PLC, whose 1,900 skin and body care retail stores are in 50 countries spanning 25 languages and 
12 time zones, 8  got the idea for her business because she was very frustrated at having to spend a lot 
of money on moisturizer in fancy bottles from the big name cosmetics companies. Her idea was to 
give customers an inexpensive, good quality product made from natural ingredients in a recyclable 
bottle.   

   A Similar Business  
 Even if you don’t have years of work experience in an industry or market, you might see a business 
in an area that intrigues you because you like certain products, or you learn that there is a growing 
market for this business and you think of a way to expand on the opportunity. The mini-case at the 
end of this chapter introduces Amy Nye Wolf, who founded AltiTUNES, a chain of 26 music stores 
located in airports around the country. She got the idea for the business while traveling through 
Heathrow Airport in London while a college student.  

     entrepreneurial alertness  

 A special set of observational and 
thinking skills that help entrepre-
neurs identify good opportunities; 
the ability to notice things that 
have been overlooked, without 
actually launching a formal search 
for opportunities, and the motiva-
tion to look for opportunities.    
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   Hobby or Personal Interest  
 Many people find a way to turn their hobbies into successful businesses. David and Tom Gardner, 
the founders of Motley Fool, didn’t start out wanting to write an online investment advice newsletter 
and Web site. They were avid players of a dice baseball game in high school called Strat-O-Matic, 
and they had a league in their town outside Washington, DC, where they grew up. Tom recalled, 
“It was a numbers game, and we kept lots of stats. There were so many different variables, just like 
the stock market and just like businesses have. And it was also a people thing, which is a big part of 
running a business, because all the fun of it was making trades with your competitors.” 10   

   Chance Happening, or Serendipity  
 If it is true that successful business owners are alert to what goes on around them and pay attention 
to things most people miss, then it is no surprise to learn that another popular source for business 
ideas comes from the chance happening. Whether you think of it as being in the right place at the 
right time, as luck, or as being observant to the cues around you, many businesses have been formed 
as a result of the unexpected. In the early 1980s, Rangaswamy Srinivasan worked for IBM, where 
he worked with lasers and organic plastics. He happened to come upon his “great idea” while at 
the Thanksgiving table, where he wondered how effective a laser might be in slicing a turkey leg. 
His experiments contributed to the development of laser eye surgery, an idea that came to him by 
observing the environment around him. In 2002 he was inducted into the Inventors Hall of Fame. 11   

   Family and Friends  
 Ideas can come to you through your conversations with your family and friends. If you are open to 
their suggestions, a great business idea can result. Joan Ecker, founder of The Fat Hat Factory, a 

 SMALL BUSINESS INSIGHT 

 Russell Kendzior of Bedford, Texas, worked as a floor-covering salesman 
in the late 1980s. He heard customers complain that their floors were 
slippery right after they were purchased. He did some digging around and 
even commissioned chemists to develop a soap-free floor-cleaning prod-
uct. He spent $5,000 of his own money, quit his job, and finally developed 
his own product. He gave away some product to friends who owned Mc-
Donald’s locations, and before long it was the top-selling floor cleaner at 
McDonald’s restaurants in the Dallas area. He ended up licensing his prod-
uct, Traction Plus, which permitted him to think about other opportunities. 
Now, companies that bought his license manufacture and distribute wet-
floor signs and floor-safety shoes. Traction Plus is a $20 million company, 
and its products include chemicals and footwear. Kendzior also developed 
and now runs the National Floor Safety Institute. He protects his ideas 
carefully. His soap-free formula is manufactured in several places, so no 
one knows exactly what is in it. Even Johnson Wax could not match Trac-
tion Plus because of Kendzior’s vast experience. He describes himself as a resistant virus: “We’re very resistant, 
very strong, but a very small company. I don’t want to be Johnson Wax. I think they want to be me.” 9  
  Russ Kendzior’s success sends an important message about looking for business opportunities that emerge 
through experience, including the frustrations of customers, which in this case was floor safety. Finding a new 
way to solve people’s problems can be an excellent source of ideas for business. 

  Cleaning Up through Innovation  

●     Traction Plus  
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$1.7 million clothing company, got the idea for making a shapeable “fat” hat when a friend told her 
he would visit her at her new home in Vermont only if she provided him with a warm hat. 12   

   Education and Expertise  
 As we saw earlier in the chapter, some small business owners decide first that they want to own a 
business and then go about searching for a viable idea for that business. Often, would-be entrepreneurs 
look to their own skills and talents for business ideas. Consulting companies are a very popular exam-
ple of this approach to business ideas. Many owners of consulting companies took their own skills and 
launched businesses by selling those skills to other companies or individuals who needed them. Some 
of these consultants were laid off or voluntarily left large employers to consult with clients because 
they felt their talents would be more significantly recognized and rewarded in their own businesses. 
  In the Panel Study of Entrepreneurial Dynamics, 480 entrepreneurs were asked, “What led to 
your business idea?” Figure 4.1 presents the results of this question. Work experience in a particular 
industry or market was the most frequently mentioned source of ideas, followed by discussion with 
family and friends.   

   Technology Transfer and Licensing  
 One powerful but rarely used source of ideas are universities and government agencies. Both de-
velop a tremendous range of new technologies or refinements of existing technologies,  but never do 

anything with them!  Major universities and government agencies, like NASA and the Departments 
of Agriculture and Defense, all offer technological inventions for free to small businesses to de-
velop. There are even government programs to help fund such efforts. A good place to start are gov-
ernment technology commercialization sites such as NASA’s ( www.ipp.nasa.gov ), the Department 
of Defense’s site at ( http://www.dtic.mil/matris/t2/orgt2.html ), or the Byrd National Technology 
Transfer Center Web site at ( http://iridium.nttc.edu ). If you have a university nearby which has 
government funded research, you can contact their technology transfer office and find out about 
inventions available for commercialization in your own backyard, or check out the Web site of the 
Association of University Technology Managers at  www.autm.net . 
  What these organizations will offer you is an arrangement called licensing. A    license    is a legal 
agreement granting you rights to use a particular piece of intellectual property (for example, a 

     license  

 A legal agreement granting you 
rights to use a particular piece of 
intellectual property.    
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  What Led to Your 
Business Idea? 13     

 Source: Adapted from G. E. Hills and 
R. P. Singh, “Opportunity Recognition.” 
In  Handbook of Entrepreneurial 

Dynamics: The Process of Business 

Creation,  ed. W. B. Gartner, K. G. 
Shaver, N. M. Carter, and P. D. 
Reynolds. Thousand Oaks, CA: Sage, 
2004. Table 24.4, page 268. 
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technology). In return, you (the    licensee   ) are required to pay the owner of the license (the    licen-

sor   ). These payments can consist of an upfront or annual flat licensing fee or a    royalty   , which is a 
payment per item sold. Often the licensor will provide access to the idea’s creator to help make the 
move to market as successful as possible. Examples of licensed products you see every day include 
the MP3 format, Dolby noise reduction, or Gatorade, as well as products with famous characters 
from television shows, comics, or movies.    

   Screening Ideas   
 In the previous section we examined various ways you can search for your business idea or for ideas 
that improve existing products, services, or business processes. Is every good idea a viable business 
opportunity? Definitely not. The marketplace is replete with examples of bad business ideas that 
seemed great in concept but were poor in execution—witness the dot-com bubble that burst in the 
early 2000s. The business world learned—in some cases very harshly—that not every idea is evalu-
ated properly or deserves to evolve into a business. So although you may feel strongly that an idea is 
the  right  idea for you to invest some time and effort in, there are many more steps you need to take 
before opening your door. Here we use the word  idea  to broadly mean a new or improved product, 
service, or process. We begin with some fundamental questions. Later in this chapter you will learn 
how to conduct a comprehensive feasibility analysis for your idea, a formal approach to assessing 
whether your idea is sound and could lead to a viable business. For now we offer a simple approach 
to help you quickly screen ideas. 
  A popular approach to organizing an opportunity screen comes from two collegiate idea com-
petitions: the University of Texas—Austin’s Idea To Product (I2P) and the NCIIA’s Invention To 
Venture (I2V). A typical I2P analysis consists of a one-page response to nine questions—four about 
the product, four about the market, and one about intellectual property protection: 

 1.    What is your product or idea?  This is a nontechnical description of the concept simple 
enough for everyone to understand it.  

 2.    What is the technology that underlies your product/idea?  This is where you describe the 
concept using the appropriate technical, scientific, or professional jargon.  

 3.    Is your underlying technology unique?  This is where you explain how the technology you 
are using is different from other approaches to the problem. Note that not all technologies solv-
ing problems are unique. Think of the different forms of MP3 players. They may be different, 
but one may not be unique. When you can claim a unique approach, you have a better chance 
of getting intellectual property protection for it, like a patent.  

 4.    Is your product or idea innovative?  This is where you explain how your technological ap-
proach is  better  than other approaches. Why might a cell phone that can play music MP3s be a 
better approach than a dedicated MP3 player?  

 5.    How would you define the best initial set of customers? (Who will buy it?)  This question 
looks at the specific individuals, groups, or organizations you would approach  first  to buy your 
product or service.  

 6.    What marketplace need does your product or service address better than any other op-

tion? (Why will they buy it?)  The question in parentheses might better be phrased, “Why 
would they buy  yours ?” Ideally if there are competing products or services, you want to explain 
why the customer would buy your product or service instead of the competition’s.  

 7.    Describe how you create value for your customers.  Good products or services meet the 
customer’s basic need. Great products or services create additional value for customers, help-
ing them get more out of work or life, or making life easier, or helping them meet other goals 
(e.g., saving money, living greener, helping others). For example, the value of a cell phone is 
far greater than a landline phone. It permits mobility, access to the Internet, taking photos, and 
even keeping your contact list. All of those add value over the use of the landline phone to call 
and receive calls.  

 8.    What is the market and its size?  This looks like the simplest question but is actually the hard-
est one. “Everyone” is not acceptable as an answer. While precise numbers are not expected, 

     licensee  

 The person or firm which is ob-
taining the rights to use a particu-
lar piece of intellectual property.    

     licensor  

 The person or organization which is 
offering the rights to use a particu-
lar piece of intellectual property.    

     royalty  

 A payment to a licensor based on 
the number or value of licensed 
items sold.    

LO2
  Identify the way ideas 
are screened for business 
potential.
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you need to have some idea if we are talking about a market of hundreds, thousands, or mil-
lions. Where there are competing products, you can get an idea of the market size. For new 
products or services, you have to look at the type of customer and then look for demographic, 
census, or marketing information which can give you a sense of the size of a market.  

 9.   How do you anticipate developing IP protection for your technology? This question asks 
you to think of your strategy for protecting your idea from competitors. Examples include pat-
ents, trademarks, or trade secrets (see Chapter 18 for more information), licensing, and strategic 
partnerships or distribution agreements (see Chapter 11).     

 You can see in Exhibit 4.1 how the questions might be answered. The process requires some re-
search about the technology, competition, and market as well as some imagining about how people 
would respond to the product. All in all an I2P style approach gives a good start to organizing your 
thoughts about the business potential of a new product or service. 
  In addition to an I2P analysis, there are still three additional questions you should consider to 
complete an initial idea screening. They focus on people, resources, and profits: 

 10.   Who are the people behind the idea? If a great idea with high market potential also has a 
person or team behind it that is a good fit, the idea is much more likely to be successful than 
it would be without that person or team. While your skills and talents might have led you to 
discover the idea, do you have all the skills necessary to turn this idea into a business?  

 11.    What resources are needed to take the idea and sell it to the customer?  Beyond the start-
up dollars that will be needed to buy any raw materials to make the product or develop the 

  1. What is your product or idea?  

 The CFB (Cell Phone Frequency Blocker) is a one of a kind product. It is 
based on the wireless router technology. The CFB is a close proximity cell 
phone frequency scrambler. Once an individual would enter the proximity 
of the CFB, their cell phone signal would drop to zero and that individual 
would not be able to make or receive phone calls or text messages. The 
CFB would be simple enough for anyone to deploy it; however, it would 
be only available to registered institutions, such as schools, churches, 
and other community organizations. 
  2. What is the technology that underlies your product/idea?  

 This product relies on the technology of a wireless router. The interface 
would be the same and even the way it looks would be based on the 
router interface. The CFB would have a login interface connected to a 
computer via USB. Once logged in, the administrator would be able to 
control specifics such as updates for the firmware and specific times that 
the CFB would be in operation. 
  3. Is your underlying technology unique? Describe.  

 Yes, this product allows educational centers, as well as community 
organizations, to perform services and other lectures without interruption 
from cellular phones. There would be one CFB based on all cell phone 
technologies such as TDMA, CDMA, and GSM. 
  4. Is your product or idea innovative? Describe.  

 Yes, it is something that is in need, but has not been thought of for use 
in these centers. Similar products are being used by the military and 
government agencies. 

EXHIBIT 4.1

 An I2P Analysis: Cell 
Phone Frequency 
Blocker by Edin 
Rakovich, Saint Louis 
University 
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service, what information, relationships, and degree of effort will be needed to turn the idea into 
reality?  

 12.    Can the idea generate sufficient profit?  Can the sales meet your profit expectation? One of 
the mistakes would-be entrepreneurs make is to assume that everyone will love the idea and that 
people will be standing in line to buy it once the business opens. Be conservative, factor in the 
value of your own time, and  then  estimate future profits. In addition, consider expanding your 
offerings to increase profits (for example, selling supplies used with the product, or an extended 
warranty, or support services, etc.).    

  Few ideas initially prove outstanding in all twelve areas. For example, businesses imitating a pio-
neer are not usually unique, although they may be innovative and offer customers a better product 
than the pioneering company. For example, Facebook learned from the mistakes of Friendster, the 
original social networking site, and far surpassed the pioneer in subscribers, revenues, and profits. 
What is important once you have collected the initial data for an opportunity screening is to look 
at the strengths. If the idea’s strengths are attractive enough, the importance of spending some time 
thinking of ways to offset the weaknesses grows dramatically. The way to success in those cases 
often comes from creatively rethinking the idea in order to realize the attractive business opportu-
nity inside it. The techniques for doing this are found in the next section.   

  5. How would you define the best initial set of customers (who will 

buy it)?  

 The initial customer group is wide and can range from elementary and 
middle to high schools. Places like churches and other religious centers 
are great candidates as well. 
  6. What marketplace need does your product or idea address (why 

will they buy it)?  

 The CFB appeals to all places of interest by eliminating the distractions 
that arise from cellular phones. During school hours students would 
focus more on the materials at hand, and during church services there 
would be no abrupt noise disruptions. 
  7. Describe how you create value for your customers.  

 The CFB provides the only legal approach to cell phone blocking, assuring 
users of their compliance with laws while providing a peaceful, call-free 
environment. 
  8. What is the market and its size?  

 To start, the product would be offered for free to a local education center 
and to a local church. Once the testing period is complete, the product 
could be offered to any institution. If the product was just available 
to schools, there are 87,125 schools in the United States. However, 
companies could acquire the CFB for special meetings of all types. The 
product would be available as long as these companies register the 
product. 
  9. How do you anticipate developing IP protection for your 

technology?  

 I would start by acquiring a patent either with the help of the program 
or on my own. 
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   From Ideas to Opportunities 
through Creativity   
 You might have a viable business idea, but is it the best one to pursue? Are you sure you have the 
right approach for making the most of the idea? Very often the first good idea an entrepreneur has 
is not necessarily the best one they will have. Before committing yourself to one viable idea, it is a 
good practice to take some time and see if you can take that viable idea and innovate on it to create 
an even better—more profitable, more distinctive, harder to copy—idea. 
  Why worry about being innovative in your approach? Consider the ease with which you can get 
data over the Internet on industries and markets, such as your competition, and how small business 
research and how-to articles are at your fingertips with many journals and magazines available over 
the Web. Of course, everybody else who is thinking about starting a business similar to yours has 
this same information at his or her fingertips also. There are, however, some very creative methods 
you can use to help you generate ideas and opportunities that take you beyond what everybody 
else already knows. This is what can give you the innovative edge in business ownership, whether 
you are looking for ideas that are just a little bit different from the competition, or a world apart 
from what everybody else is doing or not even doing yet. These strategies are discussed later in the 
chapter. 
  Figure 4.2 provides one tool you can use to help you identify new opportunities. It is based on the 
work of Alex Osborne, a pioneer in the field of    creativity   , who first coined the word,  brainstorm-

ing.  The tool is known as SCAMPER, and it is an acronym for a set of cues that trigger new ideas 
for your business.     

   Substitute:  Think of what you might substitute for something else to form a new idea. A 
feature that allows your customers to order directly from a Web site rather than visiting 
your store or ordering by mail is an example of substitution. Sometimes solutions derived 
through SCAMPER cues are very “way out” and lead people to some creative ideas for 
solving annoying problems. One city in the Netherlands, for example, was experiencing a 
growing litter problem (not unlike your own town or city, no doubt), and the civic leaders 
tried all the usual ways of fixing the problem: They increased the number of trash bins 
around the city, they posted signs reminding people not to litter, and they fined people 
for littering. Nothing seemed to help. Then they got a breakthrough idea: a tiny recording 
device was installed inside trash bins, and every time someone pushed the lid to deposit 
litter, a joke would play from the recorder! Not surprisingly, it was not too long before the 
litter problem declined.  

   Idea Trigger: What opportunities can you think of that come as a result of substituting or 

replacing something that already exists?   

   Combine:  Think of possible combinations you can make that result in something entirely 
different. Not long ago, if you wanted to buy a book, you went to a store that typically carried 
only books, and if you wanted to buy a cup of coffee you went to a coffee shop, and if you 
wanted to hear music you went to a club or theater. Today, you can have all three under one 
roof at many establishments, including big ones such as Borders and Barnes & Noble, but also 
some smaller businesses such as Tattered Cover Book Store in Denver, Colorado. Also, when 
you buy gasoline at the service station, you most likely can pick up some groceries along with 
basic auto supplies, and maybe even CDs or videotapes.  

   Idea Trigger: What separate products, services, or whole businesses can you put together to 

create another distinct business?   

   Adapt:  Think about what could be adapted from products or services that already exist. 
Many successful businesses are founded on the concept of adaptation. It’s a popular 
innovation strategy that can be just as effective, and much more likely in the real world, 
than business opportunities that are the result of    radical innovations    such as inventions. 
You may remember the original Book-of-the-Month Club that sent members a different 
book every month. What adaptations can you find? How about beer-of-the-month, pasta-of-
the-month, and many other variations? Did you know that one day a manufacturer of toilet 

LO3
  Understand how cre-
ativity methods can help 
business owners recognize 
new opportunities.

     creativity  

 A process producing an idea or op-
portunity that is novel and useful, 
frequently derived from making 
connections among distinct ideas 
or opportunities.    

      radical innovation 

strategy  

 Rejecting existing ideas, and 
presenting a way to do things 
differently.     

R – Rearrange

E – Eliminate

P – Put to other uses

M – Magnify or modify

A – Adapt

C – Combine

S – Substitute

FIGURE 4.2

  Using SCAMPER to 
Recognize Business 
Opportunities  14    
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tissue received a shipment of paper that was too thick to use? The manufacturer could have 
thrown it out, but instead the manufacturer improvised, and paper towels were introduced! 
Sometimes adaptations occur when entrepreneurs try their best to work with scarce 
resources. 

    Idea Trigger: What could you adapt from other industries or fields to your business?   

   Magnify or modify:  Taking an existing product and changing its appearance or adding 
more features or increasing the hours your store is open or making its advertising more 
dramatic are some ways you could magnify or modify your idea. Washington Mutual is a 
financial services company that is currently opening branches all over Chicago, among other 
cities. All along the expressways are billboards proclaiming this in some very dramatic and 
humorous ways, poking fun at the traditional fees that banks and other financial service 
companies charge for checking accounts, for example. It has also launched a series of 
hilarious TV ads, including the famous “money shrub” which depicts scientists attempting to 
grow money on plants in the laboratory. Unfortunately, while they do manage to produce a 
large tree with money growing on its branches, the tree suddenly grabs the scientist and hurls 
him all around the laboratory. The scene reminds viewers of Audrey II in Little Shop of 
Horrors. The announcer notes that while not everything is ready for the market, did you hear 
about the new credit card? Clearly, such messages are remembered by potential customers, 
and the effect is to make the business stick out among its competitors. There is much a small 
business can do to create memorable images and advertising for itself, and it does not need 
expensive television ads to do it. The letter M also can cue you to “minimize” something. 
The microchip industry was born, for example, when someone asked the question, “What if 
we shrunk them?”  

   Idea Trigger: What could I make more noticeable or dramatic, or different in some way from 

my competitors? It need not be in the product itself, but it could be the way you advertise or 

treat the customer during the transaction that becomes memorable.   

   Put to other uses:  Think of ways you could generate a high number of opportunities for your 
product or service beyond what it is traditionally used for. A few years ago, Arm & Hammer 
Baking Soda was known as a product customers used by the teaspoonful every few weeks when 
they baked a batch of cookies or a cake. The problem for Arm & Hammer was that it wasn’t 
selling a lot of boxes of the stuff since it tended to sit in people’s kitchen cupboards for years. 
At 59 cents a box, that doesn’t bring tremendous sales revenues. One day, the company brought 
together a group of employees and gave them the challenge to think of all the uses for baking 
soda (besides baking) that they could. Ideas took off, and today the company produces an entire 
line of baking soda–related products that bring a handsome return in profits. Can you think of 

some? (Hint: washing clothes, refrigerators that 
smell, a product cats use, etc.)  

  Antoine Fuerchtwanger sold frankfurters at the 
Chicago Exposition over 100 years ago, and 
his customers complained that they burnt their 
fingers when holding them. Fuerchtwanger tried 
gloves, but customers kept walking off with 
them. Finally, he took some rolls that a baker 
had made, cut them in half down the middle, and 
placed the frankfurters inside them. Hotdogs met 
buns, and today it’s hard to imagine one without 
the other.       

   Idea Trigger: Suppose you learned that all 

the traditional uses for your product had 

disappeared and that you have trailer truckloads 

out back with tons of product. What other uses 

might there be? Aim for quantity, and allow 

● Arm & Hammer Baking 
Soda was put to another use 
when employees came up with 
absorbing refrigerator odors. What 
other uses can you imagine?
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outrageous ideas to flow along with more mundane ones. Who knows what new applications 

you may find.   

   Eliminate:  Search for opportunities that arise when you get rid of something or stop doing 
something. What products or services emerged when these questions were asked: What if 
people didn’t have to leave their houses to go grocery shopping? What if you could buy 
something (or do bank transactions) without leaving your car?  

   Idea Trigger: What could I get rid of or reduce that would eliminate something my customer 

has to do, and as a result give the customer more than he or she expected?   

   Rearrange or reverse:  One of the best examples of this technique is shown in the opening 
vignette to this chapter. Magnetic Poetry is a product that by definition is about rearranging 
things to inspire ideas. Other examples include using reverse psychology or paradox to 
challenge old ways of thinking, for example, using stimulants to calm hyperactive children.  

   Idea Trigger: What can you rearrange or reorder in the way your product or service appears, 

or the way businesses in your industry usually look or are decorated or located?     

  SCAMPER is a very effective method for helping business owners and their employees come 
up with alternative solutions and opportunities. The method works because it helps you to step 
outside the usual way you look at opportunities or try to solve problems. It offers cues that push 
you outside your traditional areas of expertise, to consider what interesting new forms might be out 
there that you could try. We know that highly creative individuals are people who usually ask lots 
of questions. Creative business owners similarly question and challenge the way things appear, to 
see if they can find a new way of doing things. When you see a highly innovative business, don’t 
think that there is something especially magical or lucky about the entrepreneur or the situation. It’s 
more likely that the person or team behind the business is simply persistent about asking questions. 
Following are several recommendations to help you put yourself and your business in an innovative 
frame of mind.    

 The creative process in individuals, teams, and organizations has been studied intensively for over 75 years. It is 
concerned with the way in which creativity actually happens. Much of what we know about creativity comes from 
understanding the process that highly creative people go through when they get their ideas. Artists, scientists, 
composers, poets, and inventors have attempted to describe their creative moments. Graham Wallas 15  developed 
one of the early descriptions of the creative process, and it is still widely used today to guide the creative process 
in business. This research suggests that creative thought includes four stages: 

1.   Preparation—exploring the problem or opportunity in all directions.  
2.   Incubation—thinking about the problem or opportunity in a “not-conscious” way, putting it on the back 

burner, so to speak.  
3.   Illumination—the lightbulb comes on, and ideas begin to flow.  
4.   Verification—testing of the idea and reducing it to its most exact form. 16     

 This process is very useful when you want to explore a business problem, such as why you lost a customer, 
or when you want to identify further opportunities for your business, such as new markets or features for your 
product line. If you can pinpoint what stage of the creative process you are in, you can guide yourself through to 
an innovative solution by looking at things from different perspectives and allowing the issue to simmer in the 
background for a bit. This technique has worked for many famous creative people—from Leonardo da Vinci to 
Albert Einstein. 

 The Creative Process 

 THE THOUGHTFUL ENTREPRENEUR 
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   Get into an Innovative Frame of Mind   
 Regardless of whether you feel your business needs a subtle change or a drastic one, building 
“changeability” into a core business is possible if you actually practice change. 17  Here are some 
techniques you can try as you practice the business of innovation: 

●   Read magazines or trade journals outside your area.  
●   Invite someone you never included before to a meeting at which you are solving a problem or 

searching for a new opportunity. Try a supplier or a friend who works in a different field.  
●   Have a “scan the environment” day in which you discuss trends and happenings that could 

impact your business.  
●   Try a mini-internship. Ask a colleague or friend if you can spend a week at his or her business 

to see what you can learn that may be applicable to yours.  
●   Instead of trying to simply sell your product or service to customers, put yourself in their 

shoes and ask them what frustrates them most or what problems they cannot seem to solve that 
relate to your business.  

●   Redesign your work environment. Get a room with a view. 18  This doesn’t have to cost a 
bundle in remodeling or even redecorating costs. Try to bring in some items from nature and 
add color and inspirational objects or quotations.      

   Avoid Pitfalls   
 In your quest for new business ideas, from time to time you may catch yourself rejecting ideas or 
jumping on the first good idea you get because you are excited and there is no time to lose. 
  There are five major pitfalls 19  that business owners can become victim to when trying to become 
more innovative. See if you recognize the ones that apply to you and your business, so that you can 
sidestep them at every opportunity: 

1.     Identifying the wrong problem:  When a problem doesn’t stay solved or an opportunity 
doesn’t pan out as expected, it could be that the wrong problem was defined. For example, a 
synthetic-fiber producer brought a group of employees together to help find ways to reduce 
the manufacturing costs of a particular product. After spending a few days brainstorming and 
finding that the problem was not leading them to any interesting or useful solutions, the em-
ployees turned the problem around and began developing ways to increase the sales of a highly 
profitable part of the product line. How were they able to change their focus in this way? They 
simply examined the problem within the broader context of profitability (instead of costs) and 
discovered that the real problem was low profits.  

2.     Judging ideas too quickly:  At many business meetings when someone suggests a new idea 
or approach, often the first reaction you hear is, “We’ve tried that before and it didn’t work,” 
“The boss will never go for it,” “It’s not in the budget,” or the frequently heard, “Yes, but . . .” 
People tend to judge ideas prematurely, before they take the time to ask, “What’s right about 
this idea?” or “How could this idea be made better?”  

3.     Stopping with the first good idea:  The first good idea you come up with is rarely the best. 
That’s because it was the easiest to think of, and so there is little doubt that your competitors 
have already thought of it, too. The very best ideas come a little later, after the ideas that are 
on the top of your mind come out. Using a tool such as SCAMPER, for example, encourages 
you to explore things more deeply than just rattling off the first thing you can think of and then 
doing that.  

4.     Failing to get the “bandits on the train” and ask for support:  Imagine you are on a train in 
the American West in the late 1800s. At the time, bandits often placed dynamite on the tracks 
to hold up the train. How can you keep that from happening? One way is to get the bandits on 
your train. In modern business terms, this means figuring out whose support you must have 
or who could derail your project and then involving them early in the project. If you need an 
employee’s involvement or a supplier’s agreement, get them on board early to avoid failure 
later.  

LO4
  Understand the five pit-
falls that hinder innovation.
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5.     Obeying rules that don’t exist:  We sometimes put obstacles in front of ourselves because we 
think we can’t do something, when in fact there is no reason we can’t. Are you assuming that as 
the business owner you need to do all the work, or make all the sales calls, or solve everybody’s 
problems (including your employees’ or partners’ problems)? Before you assume that you do, 
challenge the assumption.      

   Types of Innovations Small 
Businesses Develop   
 Companies may find it easier to mimic the strategies of other firms because of the expense and in-
tense effort required to make decisions based on a radical innovation strategy. In addition customers 
may view a new company as more legitimate if it imitates established practices in the industry. 20  This 
is the idea behind several of the methods for product-based legitimacy described in Chapter 2. It is 
also central to the idea of pursuing an    imitative strategy    ,  which is covered in detail in Chapter 7. 
  But mimicking others is not the only strategy that an entrepreneur can pursue. Gaglio and Katz 21  
offer a model for thinking about the business implications of opportunities. Called the  opportunity 

identification process  (see Figure 4.3), it has the entrepreneur assess whether the situation faced is 
one that is the same as it has been traditionally or if it is changing. Strategies that involve doing the 
same thing, or mimicking others, or pursuing an    incremental strategy    make a lot of sense when 
the business is continuing on a fairly steady course. Sometimes during these periods of stability, 
trying innovative ideas might help win more business from rivals, and “shake up” the industry, 
perhaps giving the innovator an advantage. During times of great change—whether from techno-
logical, political, economic, or cultural change—the potential for steady business declines, and the 
attractiveness of innovations increases. At times of great change, people become more willing to try 
extreme new ideas, so it becomes a great time to introduce extremely innovative ideas.  
  One unusual ability found in the entrepreneurs studied by Gaglio and Katz was that many of 
them can come up with new ideas given nearly any combination of resources. Sitting at an airport, 
entrepreneurs begin to look where lines are forming and wonder how to make money off that. Oth-
ers can be given some everyday items and in a few minutes they are thinking up ways to combine 
them to make a profit. Their use of the opportunity identification process tells us that being creative 
can become a way of life.   

LO5
  Identify strategies for 
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 An overall strategic approach in 
which the entrepreneur does more 
or less what others are already 
doing.    

     incremental strategy  

 Taking an idea and offering a way 
to do something slightly better 
than it is done presently.    
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   Make Sure an Idea Is Feasible   
 Before you implement a business idea, you should test the idea for its    feasibility   , which means the 
extent to which the idea is viable and realistic and the extent to which you are aware of internal (to 
your business) and external (industry, market, and regulatory environment) forces that could af-
fect your business. In this section, we examine the major criteria that will help you determine the 
feasibility of your business opportunity. Before we examine an outline for conducting a feasibility 
study, let’s take a look at the results of a study in which entrepreneurs revealed what matters most 
to their business, with respect to the economic and community context in which their businesses 
are located. 22  The entrepreneurs were asked, on a scale of 1 (very confident) to 5 (very unconfident) 
how certain they were that the new business would be able to accomplish the following: 

TABLE 4.2 What Start-Up Entrepreneurs 
Feel Confident About

Comply with local/state federal regulations 1.64

Keep up with technological advances 1.84

Attract customers 1.85

Obtain raw materials 1.95

Deal with distributors 1.95

Compete with other firms 2.10

Attract employees 2.29

Obtain working capital 2.70

Obtain start-up capital 2.84

Obtain a bank’s help 3.15

Obtain venture capitalists’ help 3.41

Source: Adapted from C. H. Matthews and S. E. Human, “The economic and community context for entrepreneur-
ship.” In Handbook of Entrepreneurial Dynamics: the process of business creation, ed. W. B. Gartner, K. G. Shaver, 
N. M. Carter, and P. D. Reynolds. Thousand Oaks, CA: Sage, 2004. Table 36.1, page 424.

  Feasibility studies consist of careful investigation of five primary areas: the overall business idea, 
the product/service, the industry and market, financial projections (profitability), and the plan for 
future action. Within each of these areas you will examine the strengths and weaknesses (advantages 
and disadvantages) of your business opportunity. Exhibit 4.2 is a descriptive outline of a feasibility 
study, 23  which includes a brief explanation of the areas that will help you decide whether your idea 
or opportunity can be a feasible business or not.  
  In crafting a feasibility study, such as Pet Élan at the end of this chapter or the plans at the Online 
Learning Center, the goal is to assess if the idea can be profitably brought to market. The traditional 
problems facing new ideas are: (1) the idea cannot be economically made into a product or service, 
(2) the resulting product or service works, but does not appeal to a large enough market (or is not 
worth enough to them) to make the effort profitable, (3) the product or service works, has a market, 
and could be profitable, but you need to get additional people, funding, or other resources to make 
the idea into a business. Notice that each problem builds on the solution of the prior problem. As 
with idea screenings, having no solution for one of these problems may not spell the end of the 
process  if  you can use creative solution approaches like SCAMPER to come up with a new way to 
resolve or sidestep problems. 
  Often a feasibility study comes to a decision to keep pursuing the opportunity, or to wait for a 
better time to move forward with the decision (perhaps in a better economy, or when the market 
matures, or after you get additional experience or training), or to stop working on the idea and look 
for something else. When you decide in a feasibility analysis to go with the idea, very often the next 
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    I. The Business Idea  

    • Description of Your Business  

   What business are you  really  in? Describe your product or service in 
the most concise way you can, and think beyond the characteristics 
of the product or service to the  experience  that you hope the customer 
receives from buying the product or service. 

    • You, Your Firm, and Your Fit  

   What do you bring to this idea or business? How well does this 
product or service fit with your knowledge, skills, abilities, networks 
and experience? How determined are you to bring this product or 
service to market? If you are already in business, how does this idea 
fit with the other products or services you sell? 

   II. The Product/Service  

    • Unique Features: Benefits  

   What are the unique features of the product or service? How do these 
features meet your customers’ needs or preferences? What are the 
benefits of this product or service compared to the competition? 
Describe your product or service very simply, and use photos or 
drawings to illustrate how it works. 

    • Unique Features: Limitations  

   What are the specific shortcomings of the product or service? Can it 
become obsolete soon? Is it perishable, difficult to use or install, or 
are there legal restrictions? An honest assessment of your product or 
service is extremely important during this analysis. You do yourself 
no favor by being in denial, or failing to see the disadvantages  before  
you go into business. Noting them now will help you prepare solutions 
or ways to minimize these issues. 

    • Stage of Development  

   Is the product still in the idea stage, or is there a model or working 
prototype available? Have any samples been manufactured? If it is 
still in the idea or prototype stage, what is the time frame for getting 
it ready for production? 

    • Legal Restrictions and Rights  

   List any patents, copyrights, trademarks, or licenses that apply 
to your product or service. If you are entering into a franchise 
agreement, partnerships, distributorships, etc., these should be 
discussed in this section. Seek the assistance of patent attorneys 
or intellectual copyright specialists for assistance. Also list the 
government regulations you must adhere to, such as FDA, EOA, 
OSHA, IRS, Secretary of State, etc., and research zoning restrictions 
carefully. If you will be home-based and your clients will be coming 
to your house, will this be impacted by your neighborhood’s zoning 
restrictions? 

    • Insurance Requirements  

   Research the liability of your product or service and consult an 
insurance specialist to be sure you are protected adequately. This 
will depend on the nature of your business. A flower shop that sells 
floral arrangements is in a different liability situation than a pet 
grooming business, for example. If you have employees, you will 

EXHIBIT 4.2

 The Feasibility Study 
Outline 

 Guidelines for Completing 
Your Study 
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need insurance to protect them from harm also, along with any 
insurance benefits you want to provide your staff. 

    • Trends Related to the Product or Service  

   How will you keep your finger on the pulse of change in your product 
or service area? What trends are likely to occur in the way the product 
is used, or what features it offers, for example? 

    • Production or Service Delivery Costs  

   Will you be producing or subcontracting out the manufacturing or 
delivery of your product or service? List all the costs, including labor, 
supplies, shipping, repairs, etc. 

   III. The Industry and Market  

    • Current Industry  

   Describe the industry as specifically as you can. There are some 
excellent sources in your college or public library that can help you 
determine the size of the industry, location of the industry (local, 
regional, national or global), and average sales and profitability 
for the industry. For example, the Risk Management Association 
provides industry-specific data based on the SIC (Standard Industry 
Classification Code) that can tell you what the average revenues are 
for a particular industry, and what profits you might expect to earn. 

    • Market Potential for this Industry  

   Is the industry in a period of decline, stability, or growth? What is the 
market demand likely to be for the next 1 to 3 years? Talk to people 
in the industry as well as potential customers for their ideas about 
where the industry might be headed. Consider how technology or the 
global economy might affect the market potential for the business. 
Research trends in the industry. 

    • The Competition  

   Who are your primary competitors, and what are their distinct 
advantages and disadvantages? Consider not only your direct 
competitors, but also your indirect ones who might be selling a 
substitute for your product or service or bundling your product with 
something else they provide. Check the Online Learning Center for 
help finding competitors. 

    • Your Customers  

   Who are your customers? Demographic information tells you all 
about your customers’ personal characteristics, such as where 
they live, how much household income they have, and how many 
children they have. You can find very specific information in your 
library or on-line using zip codes for communities. What are your 
customers’ preferences, values, attitudes that relate to your 
business? How will you find out what your customers think or 
intend to buy? How can you find out what problems they have, 
what they need, or what they want that they don’t know yet! Use 
your creativity to learn as much as you can about your potential 
customers. If you have more than one target market, do this for 
each market segment. It’s important to note the different benefits 
and limitations for each customer group. 
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    • Market Penetration  

   How will you reach your target customers? What forms of distribution 
or selling will you use? How will your potential customers become 
aware of your business? How will you advertise? 

   IV. Financial Projections  

    • Pricing  

   How much will you charge for your product or service? Do a break-
even analysis, and list all the assumptions behind your pricing. 

    • Sales Revenue Forecast  

   How much of your product or service will you expect to sell? What 
will your gross revenues be? What percentage of market share do 
you think you will reach in one year? Three years? Check the Online 
Learning Center for help making forecasts. 

    • Cost Forecast  

   What does it cost to produce, distribute, deliver, etc., your product or 
service? If you plan to manufacture goods, consider the cost of raw 
materials, labor, and delivery of goods. If you plan to retail or wholesale 
goods and services, consider mark-up, inventory costs, and freight. 
Refer to the RMA (Risk Management Association) studies for more 
information to help you compute these costs. See  www.rmahq.org . 

    • Gross Profit  

   What are your sales minus cost of goods sold? Do this for each 
product or service and compare to industry averages. 

    • Operating Expenses  

   What marketing expenses (advertising, etc.), administrative (clerical 
and management), and general expenses do you expect to incur? Be 
sure to state your assumptions about these figures. 

    • Profitability  

   What is your expected net profit? After you have derived your gross 
profit above, subtract other expenses you expect to incur, such as rent, 
insurance, and salaries. This will help you determine your net profit. 

     V. Future Action Plan  

    • Start-Up Capital  

   How much money do you need to start the business? In addition to 
the cost of goods sold that you calculated and your marketing and 
administrative expenses, what additional costs do you have, such as 
renting space, utility expenses, and salaries? 

    • Sources of Start-Up Capital  

   Where can you obtain the money you need to start the business? 
Consider all the sources available to you, such as personal savings, 
family and friends, bank loans, investors, etc. 

    • Further Information Needed  

   What are you uncertain about? Whom could you ask? Where can 
you find this information? Your analysis is incomplete if you haven’t 
considered what it is you don’t yet know. 

    • Writing a Business Plan  

   The feasibility analysis will help you get started writing your 
business plan. You will have the information you need to address the 
competitive advantages and disadvantages of your business and the 
strategies you will use to meet your goals. 
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step is to begin working on a full business plan, which capitalizes on many of the things you have 

written about in the feasibility study. Business plans are more involved than feasibility analyses, 

and in Chapter 8 you will not only see how to do a business plan, but also how business plans and 

feasibility studies relate to one another. On the Online Learning Center, we have a feasibility study 

for Serenity Spa. There is also a business plan for Serenity on the OLC, so you can begin to see how 

feasibility studies and business plans fit together.   

   Assessing Feasibility by Pilot Testing   
 With so many sales and service businesses built using the Internet, a low-cost, low-risk approach 

for testing feasibility exists using the concept of a    pilot test   . Creating a basic e-commerce Web site 

can be done for $10 to $20 a month using e-commerce Web site software provided by major Internet 

Service Providers like 1&1.com or godaddy.com, with even lower costs for information-only Web 

sites (most often used for service providers). Check the Online Learning Center for help finding low-

cost Web providers. Creating a sales operation on eBay (for products) or eLance (for services) are 

also low-cost ways to go operational (see Chapter 5 for details). 

  Web companies like Google, Napster, Facebook, and others started with an approach built on 

four stages, 24  as seen in Figure 4.4.  

  In this approach, an entrepreneur like you or like Paul Scheiter (see his Small Business Insight) 

create and bring online (deploy) a Web site with the products or services you want to offer, and start 

advertising it. You then listen to customer feedback through tracking who comes to the site, from 

where, using what search terms and what referring sites, and most of all whether they buy or not 

(this is called the    conversion rate   ). You can ask purchasers and nonpurchasers alike whether they 

liked the site or not via e-mail or quick Web surveys as they complete their purchase or leave the 

site, as well as giving visitors a discussion board or e-mail form to get feedback to you. This gives 

you active and passive ways to listen to your market. 

  Based on the feedback from customers and visitors, you quickly fix (revise) what does not work 

and reinforce and promote those things which seem to work best. These changes are done quickly, 

usually over a few days, although if response is strong enough, over a few hours. And this process 

gets repeated continuously until it becomes clear that the idea is feasible or it becomes evident that 

the idea does not make a viable business regardless of the revisions tried. Generally you want the 

feedback on the Web site visitors and customers to move toward complaints or requests about minor 

issues to be able to be sure the Web approach is close to final form. The strategy for using the pilot 

LO7

  Learn the model for pilot 

testing Internet businesses.

     pilot test  

 A preliminary run of a business, 

sales effort, program, or Web site 

with the goal of assessing how 

well the overall approach works 

and what problems it might have.    

     conversion rate  

 The measure of how many visitors 

to your Web site (or people who 

click on your online advertise-

ment) actually make a purchase 

from you.    

    • Support Needed  

   List the individuals or groups you could consult for advice. Consider 

developing an advisory board consisting of people with experience in 

your industry and professionals from other industries who might be 

expert marketers, for example. Do you have an attorney, accountant, 

Web site designer, etc., who could help you when needed? Make a list 

of all the supporting actors your business may need in the future. 

Repeat

Listen ReviseDeployFIGURE 4.4

  Rapid Web Site 

Prototyping Process    
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test approach is to show potential partners, investors, or bankers that the idea can generate sales. In 
the spirit of “the proof is in the pudding” showing actual sales for a product or service, and being 
able to say how many visitors became customers—the conversion rate—is a powerful way to prove 
your idea is potentially feasible. For small-scale ideas or those which lend themselves to a Web-
based approach, the Web pilot test model can give powerful results quickly and painlessly.    

   Ways to Keep On Being Creative   
 Once you have generated your business idea and evaluated it and determined whether or not it is 
feasible, you have completed the opportunity identification and evaluation process. But this process 
never really ends. Even after you are well on your way into business and even after your business is 
successful and you have met your initial goals, the nature of entrepreneurs and small business is that 
you will always be on the lookout for new opportunities. Successful business owners never rest on 
their laurels and assume that, since they have achieved success, it will always be there. One of the 
pitfalls small business owners can fall into is to fail to build a company culture—a way of thinking 
and behaving—that encourages new ideas and embraces change. This is especially important if you 
employ or plan to employ other people. There is nothing as discouraging as working for someone 
who feels there is nothing new you can possibly contribute to the business. And you would be sur-
prised to learn how many business owners have this mentality. Here are some ways you can avoid 
this and build a company that is “idea prone.” You will find that you can attract more creative em-
ployees and get more useful ideas out of them that affect your business’s bottom line by following 
the recommendations given in Skill Module 4.1.  

LO8
  Understand the value of 
building a creative culture in 
your business.

 SMALL BUSINESS INSIGHT 

 Paul Scheiter loved high-quality knives—the kind used by elite military forces and the best-equipped hunters. He 
was surprised, however, that a $400 knife might come with a 50-cent sheath made of cheap plastic. As Paul put 
it, “I was shocked by the plastic cases they were using. The plastic was noisy, prone to cracking, and lacked that 
distinct ’natural feeling’. I wanted to make a leather case that would solve these problems and introduce a new 
standard to the knife industry.” 26  While a sophomore at Saint Louis University, Paul developed a handmade cus-
tom sheath that better protected the knife and its user. To market the specialty sheath, he turned to the Internet. 
Initially he used eBay to sell the sheaths, and to get an idea of how they should be priced. The first sheath was 
auctioned off for $45. He developed a range of sheaths priced from $50 to $300. To market these, he also cre-
ated his own e-commerce Web site ( www.hedgehogleatherworks.com ) and used information from Google 
Analytics to help understand what Web sites his visitors were coming from and what search terms they were 
using (both useful for knowing where and how to place ads). 
  For months he was constantly revising the checkout flow, the graphics used, and the site content based on 
what pages connected to sales most often, and what site visitors and customers said via e-mail and calls. Even-
tually his site seemed to be made up of pages which got high marks from search engines and good conversion 
rates of visitors into customers. His changes got fewer and farther between, but he remains vigilant, monitoring 
his site statistics, sales rates, and visitor/customer feedback to make sure he stays on top of his market. Today 
Paul uses eBay primarily to introduce a larger market to his super-high-quality sheaths through an occasional 
auction, with the vast majority of his business run primarily from his own Web site. 
  Paul now employs craftsmen to make many of the sheaths, and he has applied for a related patent. His busi-
ness has been so successful that in 2006 he placed second worldwide in the Global Student Entrepreneur Awards 
and grossed more than $100,000. Still he remains a full-time student and part-time entrepreneur. 

 Paul Scheiter, Hedgehog Leatherworks 25  

●     Since 1998, the Global 
Student Entrepreneur Awards, 
a program founded at the John 
Cook School of Business at Saint 
Louis University, has honored 
outstanding undergraduates who 
juggle a course load as a student 
and run their own businesses at 
the same time. Visit  www.gsea
.org  for more details on this year’s 
application process, information 
on past winners, and access to 
entrepreneurial resources.  



98 PART 1 Entrepreneurs and Ideas: The Basis of Small Business

  Innovation is at the heart of entrepreneurship, because every time people start a business or be-
come the owner of one, it is a new start and often a new experience for them. Some businesses are 
themselves built on new ideas or new twists on existing ideas. For these kinds of situations, taking 
some time before committing your money to think about which ideas make the most sense as a 
profit-maker can save a lot of grief later on. That is where the opportunity identification process, the 
idea screening process, and feasibility analysis come in to play. It is also true that one of the greatest 
challenges facing a business is getting control over the process of change—knowing when and how 
to change and try something new. Sometimes even thinking in new ways can be difficult, and that is 
when techniques like SCAMPER can make all the difference. The point is that while many people 
think innovation is a bolt from the blue, unpredictable and uncontrollable, in reality it is anything 
but that. That is good news, because it means that one of the most powerful techniques for building 
your business is under your control.    

 Great Ideas for Making Idea-Prone Companies   

1.   Give yourself and your employees time to think of ideas. While it can seem that there is never enough time 
to get everything done and deadlines are always looming, you can’t afford not to take the time to come up 
with new ideas. Allow even just a few minutes every day to discover what your customers or employees are 
thinking and what problems or frustrations they may be experiencing. Ask your employees what they are 
working on, where there may be problems, and what ideas they have for solving them.  

2.   Positively reinforce ideas    27    —avoid the automatic no. As discussed earlier, don’t rush to judge ideas. It’s the 
process of coming up with ideas that needs to be reinforced, not whether the idea is good or not. Evaluation 
can come later.  

3.   Look to unlikely sources of opportunities. You never know where creativity and innovation will emerge. 
Think beyond your age group, socioeconomic status, and education.  

4.   Get a room with a view. Give your employees—and yourself—varied experiences. Get away from the office, 
go visit customers, allow employees to learn one another’s jobs, and so on. It enables people to get a differ-
ent perspective, and it is when we can change our routine that breakthrough ideas often can be discovered.    

 An innovative company does not automatically develop out of an innovative business idea. You have to deliber-
ately set your expectations and communicate them to your employees. Remember that recognition is fuel—it 
fans the fires of creativity and helps your business reach potentials that you may never have anticipated. Einstein 
said, “Creativity is contagious . . . pass it on.” As the business owner, you are in a unique position to make sure 
that people’s brains don’t stop at your company’s door. 

SKILL MODULE 

4.1

   CHAPTER SUMMARY 

 Learn the sources of opportunity entrepreneurs 

draw on to get business ideas.  

●   Opportunity recognition is one of the most basic entrepreneur-
ial behaviors.  

●   Entrepreneurial alertness means that entrepreneurs have a 
special set of observational and thinking skills that help them 
identify good opportunities.  

●   A plurality of entrepreneurs studied knew they wanted to 
start a business and were very motivated to find business 
ideas.  

●   Ideas for new businesses come from a great variety of sources. 
These include work experience, seeing a similar business, 
hobbies or personal interests, a chance happening, discussions 
with family and friends, education and experience, and tech-
nology transfer and licensing.   

 Identify the ways ideas are screened for business 

potential.  

●   In assessing the potential value of your business idea, there 
are six major areas to consider: 

LO1

LO2
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●   The product or service: Its description, underlying technol-
ogy innovativeness, and uniqueness.  

●   The market: Target groups, their needs, and market size.  

●   The protection of intellectual property.  

●   The people behind the idea.  

●   The other resources needed.  

●   The profits likely to be generated.      

  Understand how creativity methods can help 

business owners recognize new opportunities.  

●   Creative methods help you identify opportunities beyond what 
everybody else already knows.  

●   SCAMPER is a tool you can use to trigger new opportunities for 
your business.  

●   Use techniques to help you get into an innovative frame of 
mind. Read outside your area, invite a “wild card” to a busi-
ness meeting, have a “scan the environment” day, arrange 
a mini-internship, solve your customer’s problem rather than 
selling a product, redesign your work environment to stimulate 
your innovative skills.  

●   The creative process has four stages: preparation, incubation, 
illumination, and verification.   

  Understand the five pitfalls that hinder innovation.  

●   Identifying the wrong problem.  

●   Judging ideas and opportunities too quickly.  

●   Stopping with the first good idea.  

●   Failing to get support.  

●   Obeying rules that don’t exist.   

  Identify strategies for innovation in your business.  

●   There are three innovative strategies small business owners 
can select: 

●   Imitative strategies take an idea that somebody else has 
already discovered and build a business around that 
idea.  

●   Incremental strategies take an idea and offer a way to do 
something better than it is done now.  

●   Radical innovation strategies reject existing ideas and 
present a way to do things differently.      

 Learn how to conduct a comprehensive feasibility 

study for your business ideas.  

●   Conduct an analysis to determine whether or not your business 
idea is feasible.  

●   Describe your business idea concisely, including the experi-
ence you wish to sell to potential customers, as well as details 
about your product or service.  

●   List the unique benefits and limitations of your product or 
service, at what stage of development it is now (idea or pro-
totype), any proprietary restrictions and obligations, insurance 
needs, product or service trends, and any production costs.  

●   Describe your industry, including its size and trends. Provide 
the market potential for your product or service, the strengths 
and weaknesses of your competition, who your customers are, 
what their needs and preferences are, and how they will find 
you.  

●   Compute financial projections. Provide sales revenues, cost 
forecasts, gross profits, operating expenses, and net profit.  

●   Write a future action plan. Determine the start-up capital you 
need and where you can raise it. Consider any further infor-
mation you need, and begin writing a business plan. Decide 
where you can find additional support, such as from attorneys, 
accountants, and other business advisers.   

 Learn the model for pilot testing Internet 

businesses.  

●   For Internet-based sales and service businesses, it is possible 
to pilot test the idea online.  

●   In setting up a pilot test, use free open-source software or low-
cost Web hosting services.  

●   Use a rapid revision process consisting of: 

●   Deploy the Web site.  

●   Listen to feedback from sales, customers, visitors, and the 
Web site’s statistics.  

●   Revise the Web site based on the feedback.  

●   Keep repeating this process.  

●   Evaluate the business after getting the Web site closer to 
its final form.      

 Understand the value of building a creative culture 

in your business.  

●   Build a company culture that values new ideas and embraces 
change.  

LO3
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●   Create slack time to enable employees to think of new 
ideas.  

●   Positively reinforce ideas others bring to you.  

●   Look to unlikely sources of opportunities.  

●   Get a room with a view and establish an environment that 
stimulates innovation.    

  KEY TERMS  

  opportunity recognition, 80  

  entrepreneurial alertness, 81  

  license, 83  

  licensee, 84  

  licensor, 84  

  royalty, 84  

  creativity, 87  

  radical innovation strategy, 87  

  imitative strategy, 91  

  incremental strategy, 91  

  feasibility, 92  

  pilot test, 96  

  conversion rate, 96     

 DISCUSSION QUESTIONS  

1.   How do entrepreneurs recognize new ideas for their business?  

2.   What are some common ways you can search for new busi-
ness opportunities?  

3.   How can entrepreneurs evaluate the merit of a new idea?  

4.   How are creative methods for opportunity recognition different 
from traditional ways of searching for ideas?  

5.   What should you watch out for as you are searching for new 
opportunities?  

6.   What are the differences between imitation, incremental, and 
radical innovation strategies? How can you assess which one 
is right for your business?  

7.   What should a good feasibility study contain? What questions 
can it help you answer to determine if your business idea is a 
sound one?  

8.   How can entrepreneurs ensure that their business stays in-
novative and fresh? Why do you think some small businesses 
lose their creative edge as the business grows?     

 EXPERIENTIAL EXERCISES  

1.   As you go on errands or walk around your campus, notice all 
the things that you could improve. Make a list of things that 
frustrate you or things that could be made even better. Does 
your list surprise you in terms of how much you noticed?  

2.   List 15 new uses for a popular product or service. Try paper 
clips, or coffee mugs, or home delivery. Use SCAMPER to 
generate new uses and make connections to other uses.  

3.   Interview a local business owner and ask how he or she 
thought of the idea behind the business. How does the busi-
ness develop new ideas now?  

4.   Do some research on innovative companies in your area. What 
sets them apart? How are they designed to take advantage of 
the innovativeness of their staffs?  

5.   Next time you are working on a problem or looking for new 
ideas (your major in college? Where to move on campus? What 
do to this weekend?), go to a museum, a park, or anywhere 
outside the ordinary places you frequent. Were any new ideas 
suggested to you?  

6.   Keep a journal in which you can record your ideas as they 
come. Sometimes we get breakthrough ideas while our brain is 
incubating as we sleep. By the time we wake up in the morn-
ing we have lost them, so keep your journal near your bed.  

7.   Pick a business idea and research its industry and market. 
What did you learn? What are some creative questions you 
might ask about contemporary trends in this business? How 
could you find out the answers?    
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  MINI-CASE 

 AltiTUNES: FROM IMITATION TO CONTINUOUS INNOVATION 28  

 Amy Nye Wolf had completed a backpacking tour across Europe in the mid-1980s when she saw a 
store selling music at London’s Heathrow Airport. Wolf recalled that she was tired of the music she had 
and was very happy to see it. She purchased some music, and returned to the States excited to have 
found the store. At that time retail outlets in American airports consisted of food service restaurants and 
newsstands. 
  It wasn’t until 1994, after Wolf had completed college and worked as an investment banker for Merrill 
Lynch, that she decided to go into business for herself. She never forgot the music store at Heathrow, and 
Wolf founded AltiTunes Partners LP, a chain of music stores with 28 locations. All but one are in airports (one 
is called Train Tunes, and it is located inside Grand Central Station in New York). AltiTUNES’ five year mission 
is to become the leading brand for small format, extraordinary-location, music and electronics retailing with 
an expanding network of domestic and international locations. 
  Plans include at least 10 more airport locations. Over the next five years, AltiTUNES will expand to other 
extraordinary locations such as hospitals, hotels, and travel plazas. Its latest innovation is that shoppers can 
carry a PDA-sized device that lets them scan any CD they pick off the shelf and hear selections of music. The 
EARport™ is another innovation at AltiTUNES that features a series of interactive listening stations that are 
programmed to preview music and help customers decide on their music selections. The EARport features 
individual stations (which are each sponsored by a record label or distributor), as well as a top 100 station. 
All are equipped with headphones so as not to disturb other customers. Members of AltiTUNES’s retail staff 
match the music they play to the audience, which varies at each specific location and at different times of 
the day. Amy Nye Wolf’s success sprang from an idea she saw while traveling, and she found a way to take 
what somebody else had done and move it to the next level. 

   CASE DISCUSSION QUESTIONS   

1.   How did Amy Nye Wolf discover her business opportunity?  

2.   How did she evaluate whether it was a good opportunity or not?  

3.   What did she copy from the store in Heathrow?  

4.   What innovations did Wolf add to AltiTUNES to make her idea unique?  

5.   How do you think Wolf and her staff continue to identify new opportunities for AltiTUNES?      

 SUGGESTED CASES AND ARTICLES  

●   Big Business in a Small Rural City     Available on Primis:  

●   The Franchising Entrepreneur  

●   Creative Care     
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 Video Case: 

●   From Granny’s Kitchen to Tesco, VC-2    

 eClips Videos:  

●   Steve Leveen States Innovation Often Comes From Lack of 
Resources  

●   Caroline Baillie States There Are Many Things That Can Block 
Creativity  

●   Eben Bayer & Gavin McIntyre Discuss Shift from Initial Busi-
ness Plan   

 SBTV Video: 

●   Fostering Innovation—John Winsor    

 STVP Videos: 

●   When Do You Know If You Have a Good Idea?  

●   When Not to Listen to Your Customer     

●   Using Your Whole Brain  

  SUGGESTED VIDEOS 



APPENDIX 

  A Sample Feasibility Study 1  
  Pet Élan  

I.     THE BUSINESS IDEA  

   Description of Your Business  

 In recent years, there has been an increase in the number 
of households that have pets, especially dogs and cats. 
Further, there is emerging a steadily growing group of 
pet owners that is willing to purchase upscale, unique 
products for these important members of their family. 
Pet Élan is an upscale boutique for these discriminating 
pet owners. Pet Élan will offer high-quality pet products 
to discerning individuals who wish their pets to enjoy a 
healthy, fun, and elegant lifestyle while being pampered. 
By carefully selecting luxurious accessories made with 
superior materials, Pet Élan will provide an elite prod-
uct line that celebrates the uniqueness of each animal’s 
personality.  

   Description of the Entrepreneur (or Team)  

 Randy Miller will be the owner of Pet Élan. Randy 
has been interested in pets since childhood, and has 
worked for vet clinics, the Humane Society, and a 
local zoo in pet care. Randy is currently employed full 
time at a local discount retailer. Randy’s other retail 
experience includes work in local pet stores in animal 
care and sales, as well as retail experience at PetS-
mart. Randy’s self-employment experience started 
as a teen, with child care and yard care businesses. 
Randy’s education includes a BA in Entrepreneur-
ship from DePaul University. Although employed full 
time, Randy will leave to give 100 percent effort to the 
start-up of Pet Élan.   

II.     THE PRODUCT/SERVICE  

   Unique Features: Benefits  

 Pet Élan will offer products that promote a healthy, fun, 
and elegant lifestyle for dogs and cats. Our products are 
grouped into three primary categories: dietary products, 
playtime products, and accessories. 

   Dietary Products  
 Pet Élan will offer all-natural pet food and treats, full of 
essential vitamins and nutrients to promote a healthy diet. 
We will carry two to three top-selling brands of organic 
pet food from the industry leaders such as Newman’s 
Own Organics, 2  Natura Pet Products, 3  and Organix. 4  

We will also feature snacks and treats from Old Mother 
Hubbard, 5  Three Dog Bakery, 6  Flint River Ranch, 7  and 
Howling Hound Bakery. 8   

   Playtime Products  
 Playing with one’s pet is also a key ingredient for a pet’s 
healthy lifestyle. Pet Élan will offer products that enable 
owners and their pets to play in style. For dogs, we will 
offer toys for chewing, retrieving, tugging, and chasing. 
For cats, we will offer toys stuffed with premium grade 
catnip and other toys to chase and fetch. We will offer 
exclusive toy brands such as Happy Dog Toys, 9  KONG 
Toys, 10  and Fat Cat, Inc. 11   

   Accessories  
 Pet Élan will make walking or traveling with a dog or 
cat an extension of the owner’s unique style with leashes, 
collars, and travel bags that make a statement. We will 
also offer pet home accessories including food and water 
bowls, pet furniture and pillows, and pet clothing made 
from fine fabrics such as silk, suede, and faux fur. 

 Unlike other pet stores, Pet Élan will target clien-
tele who demand top quality in pet couture. To fulfill 
this demand, Pet Élan will order pet clothing and ac-
cessories from the trendiest brands such as Woof: The 
Small Dog Company, 12  Dogz Togz, 13  and Ruff Ruff and 
Meow. 14    

   Unique Features: Limitations  

 One of the largest threats to the luxury pet accessory in-
dustry is the presence of online stores. Pet Élan will com-
pete with these online retailers, as well as other local pet 
stores. Consumers have the opportunity to comparison 
shop on the Internet, so Pet Élan will need to carefully 
determine the pricing strategy for each line of accesso-
ries to remain competitive. However, it is likely that pet 
owners will want to sample and view unique products 
we carry and will be willing to come to our store for its 
one-of-a-kind shopping experience—and bring their pets 
with them. 

 The rise of larger chain pet stores, like PETCO and 
PETsMart, has made it much easier for pet owners to sat-
isfy all their pet needs in one place. These stores are now 
offering pet apparel, pet furniture, and natural pet food. 
Pet Élan will offer a higher quality, but more expensive, 
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product mix that may overlap with these stores in some 
areas. To counter this, Pet Élan will showcase the 
products we carry that cannot be obtained at the larger 
retailers. 

   Competitive Advantage  
 Pet Élan’s competitive advantage is quality and the abil-
ity to provide customers with the feeling that pampering 
their pets is an integral part of a healthy, fun, and contem-
porary lifestyle. Pet Élan must establish this reputation 
through  high quality products  and  selective advertising  
and through  exceptional customer service .   

   Stage of Development  

 Pet Élan is currently in the idea stage. This feasibility 
study is the first step in exploring the market potential for 
a luxury pet store. The current time frame for introducing 
Pet Élan is one year. Pet Élan has set the following mile-
stones to accomplish prior to launch: 

●   Complete feasibility study: month 1.  
●   Begin and complete business plan: months 2–4.  
●   Pursue start-up capital: months 5–6.  
●   Receive start-up capital: month 7.  
●   Identify store location and secure appropriate per-

mits: months 7–8.  
●   Plan and order inventory: month 9.  
●   Receive inventory and set up store: months 10–11.  
●   Store launch: month 12.     

   Legal Restrictions and Rights  

 Pet Élan will operate as a Sub-Chapter S Corporation to 
ensure limited personal liability and for tax advantages. 
Pet Élan will have one owner, who will have day-to-day 
responsibility for running the business. The corporation 
will receive all income generated by the business and pay 
the owner a salary and/or reinvest in the store. A board of 
directors will be appointed by the owner.  

   Insurance Requirements  

 Although business insurance may not be  required,  Pet 
Élan will purchase insurance to protect the corporation’s 
assets and to benefit employees:

●    P    roperty insurance will cover the business in the event 
of damage or loss to the business property. The insur-
ance will need to cover the store location’s fixtures, 
cash registers/computers and any other equipment, 
any store furniture such as display tables and shelving, 
as well as inventory and supplies.  

●   Liability insurance will protect the business against 
the unfortunate situation of a customer or employee 
being injured on the property and suing. 15     

  As an employer, Pet Élan will also need to secure ad-
ditional insurance for:

●     Workers’ compensation insurance:  The Workers’ 
Compensation and Workers’ Occupational Diseases 
Acts require employers to provide insurance for ac-
cidental deaths, injuries, and occupational diseases of 
employees arising in the course of employment. Tem-
porary workers who normally do not receive company 
benefits are still provided workers’ compensation. The 
Illinois Workers’ Compensation Act requires all em-
ployers to post a notice in the workplace that explains 
workers’ rights and lists the name and address of the 
workers’ compensation carrier.  

●    Unemployment insurance:  Since Pet Élan will most 
likely employ one or more workers in each of 20 or 
more calendar weeks, the business will be required to 
make unemployment insurance contributions to the Il-
linois Department of Employment Security. 16      

   Trends Related to the Product or Service  

 Several studies show that pet ownership is at an all-time 
high and that people are taking better care of their pets 
and spending more money on them than previously. 
Surveys conducted every two years by the American 
Pet Products Manufacturers Association, Inc. (APPMA) 
show that 63.4 million households have a pet, compared 
to 52.6 million households a decade ago. 17  Pet Élan will 
cater to the increasing number of customers that consider 
their pets a full-fledged member of the family. 

   Trends in Customer Demographics  
 The demographics of the typical customers of the pet 
industry have been shifting over recent years from mar-
ried with children, to younger, cohabitating couples who 
are waiting longer for marriage, as well as married baby 
boomers looking to fill their empty nests, and single 
households composed of divorcees and seniors looking 
for companionship. In fact, only one-third of all pet own-
ers today are married with children. 18   

   Trends in Pet Products  
 The pet products industry is booming. The upscale pet 
services industry was named as a hot market by  Entre-

preneur  magazine in its annual prediction of the hottest 
business ideas for both 2004 and 2005. 19  The APPMA 
also cites luxury, natural, and hygiene products as the 
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top three among its top ten trends in pet gifts. 20  In fact, 
the APPMA further notes that high-tech and high-end 
products such as luxury doghouses are showing the most 
growth. 21  

 Similar to the human food industry, pet food trends 
are moving toward more organic and natural products. 
The Organic Trade Association reported that organic pet 
food sales are up by 63 percent from last year and are 
growing at almost three times the rate of human organic 
food sales. 22     

III.     THE INDUSTRY AND MARKET  

   Current Industry  

 Americans spent a total of $34.4 billion on pet food, care, 
and supplies in 2004, and the industry is estimated to 
increase to $35.9 billion in 2005. Sixty-five percent of 
this estimated total was spent on food and supplies alone 
( supplies also included medicine ). 23  

 This growing industry is made up of a diverse cus-
tomer base. Although families have been the traditional 
focal point of pet-related businesses, only one-third of all 
pet owners today are married with children. 24  Pet Élan 
plans to not only target this traditional market, but also to 
reach out to newer niche markets such as seniors, young 
unmarried, and middle-aged couples who are married but 
have no children. 

 Thirty-nine percent of Americans between the ages of 
55 and 64 own a pet. 25  One of the largest percentages of 
pet owners is 18- to 34-year-old married Americans with-
out children (52 percent). Of this group, 36 percent own 
a dog and 26 percent own a cat. In addition, this group is 
33 percent more likely than the average American to own 
more than one pet. 26  Finally, 52 percent of married 35- 
and 54-year-olds without children have a pet and 31 per-
cent have two or more.  

   Market Potential for This Industry  

 One out of three U.S. households owns a dog or cat, 27  
and over 80 percent of pet owners purchased at least 
one accessory for their pet during the past year. 28  In 
2003, MarketResearch.com predicted that the pet sup-
plies industry would be an $8 billion market by 2007. 29  
Business Communications Co. projects that the pet 
services industry as a whole (including pet food, pet 
services, and pet supplies) will grow to $36.3 billion 
by 2008. 30  

 Despite this promising growth and if the economy 
continues to contract, customers may have less dispos-
able income. The percentage they intended to spend 
on their cat or dog may be diverted for necessity pur-
chases. However, according to pet industry analyst 

Julia Dvorko, “Owners tend to pamper their pets even 
when they have to cut back on [household] spending. 
After all, even during economic downturns, people give 
gifts to family members and buy special treats for their 
children.” 31   

   The Competition  

 Pet Élan plans to open in the 60657 zip code area of 
Chicago, Illinois, locally known as Lakeview. There are 
23 pet-related businesses in this zip code: nine are veteri-
narians, three are pet sitting/walking services, three are 
pet grooming services, three large chain pet stores (one 
PetSmart, two PETCO), two combination pet grooming/
accessories stores, a combination boarding/training store, 
a pet adoption/accessories store, and one boutique called 
“Sam & Willy’s: A Bow Meow Boutique.” 

 While not competing directly in the 60657 area code 
market, national companies including Paul Mitchell, 
Omaha Steaks, Origins, Harley Davidson, and Old Navy 
are now offering lines of pet products ranging from dog 
shampoo, pet attire, and name-brand toys to gourmet 
treats and food. 32  Although these companies have recog-
nizable brand identities, they do not specialize in the pet 
retail market. They do not carry a full line of pet products 
as Pet Élan will, and they cater more to impulse buyers 
rather than discerning pet owners. 

 The table on page 106 compares the strengths and 
weaknesses of a subset of the competitor pet stores in the 
60657 area code, as well as online retailers, and high-
lights the differentiating features of Pet Élan. 

    Customers  

 According to the APPMA, 62 percent of households in 
the United States own a pet, and 46 percent of households 
own more than one pet. Also, as mentioned earlier, dogs 
or cats are found in at least one out of three households 
(in the United States). 33  Data collected on dog owners 
show that they are likely to be married high school gradu-
ates who own their homes. As income increases, the per-
centage of households with a dog increases as well. 34  In 
fact, 75 percent of the households with dogs have a com-
bined income of greater than $35,000. This is consistent 
with the specific market profile of the clientele Pet Élan 
plans to target in the 60657 zip code. Seventy-six per-
cent of Lakeview households have a combined income of 
$35,000 or more (see chart on page 107). 35  

 Additionally, 30 percent of Lakeview residents own 
their homes, and 94 percent of residents over age 25 are 
high school graduates. The average family size is 2.56 
with 7,523 residents below the age of 16 and 7,706 se-
nior residents (65⫹). The median household income is 
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$63,695. 41  Of the approximately 49,534 employed resi-
dents 16 years and older in the 60657 zip code area (as of 
the 2000 census), 64 percent are in “management, profes-
sional, and related occupations.” 42   

   Market Penetration  

 Pet Élan will serve customers in a boutique setting where 
pets are welcome to browse along with their owners. The 
store will operate with a social entrepreneurial mission 
and will donate 5 percent of pretax profits to a local no-
kill animal shelter. Consistent with this socially responsi-
ble mission, Pet Élan will work with other area pet-related 
businesses to form a network of highly qualified veteri-
narians, as well as well-established boarding, grooming, 
in-home sitting, and training service providers. By con-
necting Pet Élan customers with reliable service provid-
ers, Pet Élan will also benefit from the reciprocal referrals 
from these service providers. 

 Pet Élan will also maintain a Web site, but initially 
only to provide the location and hours of operation. As 
the business grows, the Web site could include tips and 
trends information for current and future consumers to 
keep up with the latest in pet fashion accessories. Pet 
Élan will seek assistance from a local college or Small 
Business Development Center for the Web site and mar-
ket research assistance. 

 When the Pet Élan storefront opens, we plan to adver-
tise by hosting a series of pet fashion shows, combined 
with an adoption event with local pet shelters. The events 
will raise awareness among clientele and would help a 
good cause. Until Pet Élan breaks even, the store will 
rely on the advertising and public relations from partner-
ing with other service providers to draw customers into 
the store.   

IV.    FINANCIAL PROJECTIONS 

   Pricing  

 Pet Élan will price the merchandise it intends to sell 
using cost-plus pricing. The base cost will be the whole-
sale cost of the pet product, and the markup component 
will be the profit Pet Élan will make on each product. For 
purposes of this feasibility study, Pet Élan will assume a 
54 percent margin on goods sold. Because Pet Élan will 
be selling luxury products and because the target clien-
tele is customers with a large percentage of disposable 
income, we will work to maximize the profit from each 
item sold. 

 The store will also follow a price skimming strategy, 
meaning it will set relatively high prices on the newest 
luxury products when they are first released, and then 
lower the price over time. By maintaining a wide selec-
tion of the newest fashions and accessories for cats and 
dogs, Pet Élan will be able to charge a higher price for 
newly released items, reducing prices as the trend be-
comes more mainstream. 

 The social entrepreneurial mission is to donate 5 per-
cent of pretax profits to a local no-kill animal shelter, and 
this amount will be donated quarterly based on pretax 
profits from that quarter. Pet Élan made the following as-
sumptions in putting together the sales revenue forecast 
for the first three years of operations:

●    Pet Élan will sign a three-year rental agreement for 
a 2,000 square-foot storefront location. The rental 
property will be priced at $35 per square foot, with an 
additional real estate tax of $9.50 per square foot per 
annum.  

●   Pet Élan will be open for business six days a week 
(Monday through Saturday) from ten o’clock in the 
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25K–35K

35K–50K

50K+

Household Income for Lakeview Residents

60%

9%
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16%
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morning until seven o’clock in the evening. The store 
will be closed on Sunday.  

●   It is estimated that the average Pet Élan customer will 
spend $18 per visit and will visit the store, on aver-
age, two times per month.  

●   Pet Élan will contribute 5 percent of pretax profits to 
a local no-kill animal shelter on a quarterly basis. This 
contribution has been accounted for in the pretax net 
profit (loss) forecast.    

 Based on these assumptions and a break-even analysis, 
Pet Élan’s break-even sales will be $263,699, or $21,975 
per month. This was calculated by determining the total 
fixed costs in the first year and by dividing it by a gross 
margin expressed as a percentage of sales.  

   Sales Revenue Forecast  

 Pet Élan forecasts gross revenues during year one of op-
erations to be $296,740. The gross revenues for year two 
and year three are predicted to increase to $404,448 and 
$458,304, respectively.  

   Cost Forecast  

 Pet Élan will maintain an inventory of products in each 
of the three primary areas of focus mentioned earlier: 
dietary products, playtime products, and accesso-
ries. As products are purchased, Pet Élan will reorder 
monthly to maintain a sufficient inventory to serve its 
customers’ needs. Pet Élan has estimated that initial in-
ventory will cost $20,000. The wholesale cost of inven-
tory for the first year is estimated to be $147,000. As 
the customer base grows, Pet Élan will need to have 
a significantly higher amount of inventory on hand to 
support increased demand. The future cost of inventory 
is forecast to be $186,880 for year two and $211,730 
for year three.  

   Gross Margin  

 The gross margin (sales minus cost of goods sold) for Pet 
Élan during the first three years of operation is estimated 
to be $159,620, $217,568, and $246,574 respectively.  

   Operating Expenses  

 There are several operational costs associated with run-
ning a pet store like Pet Élan, and these are also accounted 
for in the budget forecast for the first three years of opera-
tion. These operational expenses include items such as 
rent, utilities, advertising costs, and professional services 
assistance. These operational costs are summarized in 
total operating expenses and are forecast to be $147,907 

for year one, $190,881 for year two, and $201,744 for 
year three. 

 The owner will be the primary employee of Pet Élan 
for the first three months of operation. Beginning in the 
fourth month of operation, Pet Élan will hire one full-
time sales associate. As the business grows, Pet Élan an-
ticipates hiring a second full-time sales associate during 
the second year of operation. The full-time sales associ-
ates will assist the owner with customer service and other 
retail functions. Pet Élan will pay the sales associate ap-
proximately $12.25 per hour (or $25,500 per year) for 
the work. 43   

   Profitability  

 The expected net profit of Pet Élan for the first year of 
operation is $10,660. This profit is expected to grow sig-
nificantly in the future two years as some of the initial 
start-up costs are defrayed and the customer base be-
comes larger. In year two the net profit is forecast to be 
$25,345, and in year three it is estimated to be $42,589.   

V.     FUTURE ACTION PLAN  

   Start-Up Capital  

 To start the business, Pet Élan will need to have enough 
start-up capital to cover leasing costs to secure the store-
front location. The start-up capital will also need to cover 
insurance and operating expenses including appropriate 
licensing, store utilities, and professional services such 
as legal and accounting assistance. Initial inventory, as 
well as retail equipment needs (such as a cash register) 
will require a large initial investment. These needs will be 
funded through the start-up capital that Pet Élan secures 
prior to opening. The amount needed is estimated to be 
$70,000.  

   Sources of Start-Up Capital  

 The start-up capital of $70,000 is composed of 45 percent 
(or $31,500) of the owner’s personal savings, 25 percent 
(or $17,500) of a bank loan, in addition to two equity in-
vestors (one family member of the owner and one local 
veterinarian), each with a 15 percent stake (or $10,500) 
in the company.  

   Further Information Needed  

 To ensure the successful opening of Pet Élan, we must 
have a deeper understanding of the customer needs in 
the area. Conducting market research in the 60657 zip 
code area, using techniques such as surveys and/or focus 
groups of customers in Pet Élan’s target market, could as-
sess these needs. Pet Élan should also begin to approach 
other pet service providers in the area to explore potential 
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partnership opportunities that could help raise awareness 
about both Pet Élan and the partnering business. This 
would also allow the owner of Pet Élan to form a network 
within the local pet products and services industry.  

   Writing a Business Plan  

 Pet Élan’s next step is to create a business plan to further 
explore the business model of Pet Élan from an objective 
point of view. By identifying strengths and weaknesses, 
opportunities and threats for Pet Élan as compared to 
other market competitors, the company will have a much 
better chance of reaching the business and financial ob-
jectives outlined in this feasibility study. The business 

plan will also provide vital information about the busi-
ness to potential investors and allow them to evaluate the 
viability of Pet Élan’s business model.  

   Support Needed  

 Pet Élan will seek guidance from a local Small Business 
Development Center. Pet Élan will review the initial draft 
of the business plan with a volunteer from the Service 
Corps of Retired Executives (SCORE), which is associ-
ated with the Small Business Association, to learn from 
his or her experience. Pet Élan will also form an advisory 
board made up of small business owners and members of 
the pet retail industry.                    

Financials–Summary

 Year 1 Year 2 Year 3

Revenue $296,740 $404,448 $458,304

Cost of Goods Sold 137,120 186,880 211,730

Gross margin     159,620     217,568     246,574

Operating expenses $147,907 $190,881 $201,744

Net profit (loss) pretax $ 11,713 $ 26,687 $ 44,830

Net profit (loss) pretax and post contribution (5%) $ 10,660 $  25,345 $ 42,589
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Sales $11,620 $16,900 $20,060 $27,460 $20,060 $21,120 

Less Cost of Goods Sold $  5,370 $  7,810 $  9,270 $12,690 $  9,270 $ 9,760 

Gross Margin $  6,250 $  9,090 $10,790 $14,770 $10,790 $11,360 

Operating Expenses

 Utilities 185 160 165 180 200 200 

 Salaries 2,500 2,500 2,500 2,500 2,500 2,500 

 Labor — — — 2,125 2,125 2,125 

 Payroll Taxes and Benefits 313 313 313 578 578 578 

 Advertising 300 300 300 300 300 300 

 Web Site 20 20 20 20 20 20 

 Office Supplies 150 75 50 50 50 50 

 Insurance 250 250 250 400 400 400 

 Maintenance and Cleaning 50 50 50 50 50 50 

 Legal and Accounting 350 350 350 350 350 350 

 Licenses 300 — — — — — 

 Bags, Paper, etc. 150 150 200 250 250 250 

 Telephone 85 85 85 85 85 85 

 Miscellaneous 200 200 200 200 200 200 

 Rent 5,833 5,833 5,833 5,833 5,833 5,833 

Total Operating Expenses 
(Fixed Costs): 10,686 10,286 10,316 12,921 12,941 12,941 

Gross Profit (Loss) (4,436) (1,196) 475 1,849 (2,151) (1,581) 

Contribution to Charity 

(5% of net): — — 24 92 — — 

Net Profit (Loss) Pre-Tax: (4,436) (1,196) 451 1,756 (2,151) (1,581) 

First year fixed costs (FC) $ 147,910

Contribution Margin Ratio (CMR) ((sales ⫺ cogs)/sales) 53.8%

Annual breakeven sales (FC / CMR) $ 274,970

Average monthly breakeven sales $  22,910

 Financials—Year 1

 Month 1  Month 2 Month 3 Month 4 Month 5 Month 6 
 September October November December January February 
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$24,290 $26,400 $28,510 $31,680 $35,900 $32,740 $296,740

 $11,220 $12,200 $13,170 $14,640 $16,590 $15,130 $137,120

$13,070 $14,200 $15,340 $17,040 $19,310 $17,610 $159,620

180 170 165 185 185 185 2,160

2,500 2,500 2,500 2,500 2,500 2,500 30,000

2,125 2,125 2,125 2,125 2,125 2,125 19,125

578 578 578 578 578 578 6,141

300 300 300 300 300 300 3,600

20 20 20 20 20 20 240

50 50 50 50 50 50 725

400 400 400 400 400 400 4,350

50 50 50 50 50 50 600

350 350 350 350 350 350 4,200

— — — — — — 300

300 300 300 300 300 300 3,050

85 85 85 85 85 85 1,020

200 200 200 200 200 200 2,400

5,833 5,833 5,833 5,833 5,833 5,833 69,996

12,971 12,961 12,956 12,976 12,976 12,976 147,907

99 1,239 2,384 4,064 6,334 4,634 11,713

5 62 119 203 317 232 1,054

94 1,177 2,265 3,861 6,017 4,402 $ 10,660

Month 7 Month 8 Month 9 Month 10 Month 11 Month 12
March April May June July August Total
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 Financials—Year 2

 September October November December January February 

Sales: $31,680 $33,790 $35,900 $35,900 $29,570 $32,740 

Less Cost of Goods Sold $14,640 $15,610 $16,590 $16,590 $13,660 $15,130 

Gross Margin $17,040 $18,180 $19,310 $19,310 $15,910 $17,610 

Operating Expenses

 Utilities 195 170 175 190 210 210 

 Salaries 2,500 2,500 2,500 2,500 2,500 2,500 

 Labor 4,250 4,250 4,250 4,250 4,250 4,250 

 Payroll Taxes and Benefits 844 844 844 844 844 844 

 Advertising 400 400 400 400 400 400 

 Web Site 30 30 30 30 30 30 

 Office Supplies 100 100 100 100 100 100 

 Insurance 550 550 550 550 550 550 

 Maintenance and Cleaning 60 60 60 60 60 60 

 Legal and Accounting 400 400 400 400 400 400 

 Licenses 300 — — — — — 

 Bags, Paper, etc. 400 400 400 400 400 400 

 Telephone 100 100 100 100 100 100 

 Miscellaneous 225 225 225 225 225 225 

 Rent 5,833 5,833 5,833 5,833 5,833 5,833 

Total Operating Expenses: 16,187 15,862 15,867 15,882 15,902 15,902 

Gross Profit (Loss) 853 2,318 3,443 3,428 8 1,708 

Contribution to Charity 
(5% of net): 43 116 172 171 0 85 

Net Profit (Loss) Pre-Tax: 811 2,202 3,271 3,257 8 1,623 
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March April May June July August Total

$31,680 $32,740 $34,850 $35,900 $33,790 $35,900 $404,448

$14,640 $15,130 $16,100 $16,590 $15,610 $16,590 $186,880

$17,040 $17,610 $18,750 $19,310 $18,180 $19,310 $217,568

190 180 175 195 195 195 2,280

2,500 2,500 2,500 2,500 2,500 2,500 30,000

4,250 4,250 4,250 4,250 4,250 4,250 51,000

844 844 844 844 844 844 10,125

400 400 400 400 400 400 4,800

30 30 30 30 30 30 360

100 100 100 100 100 100 1,200

550 550 550 550 550 550 6,600

60 60 60 60 60 60 720

400 400 400 400 400 400 4,800

— — — — — — 300

400 400 400 400 400 400 4,800

100 100 100 100 100 100 1,200

225 225 225 225 225 225 2,700

5,833 5,833 5,833 5,833 5,833 5,833 69,996

15,882 15,872 15,867 15,887 15,887 15,887 190,881

1,158 1,738 2,883 3,423 2,293 3,423 26,687

58 87 144 171 115 171 1,334

1,100 1,651 2,739 3,252 2,179 3,252 $ 25,345
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Total Sales: $35,904 $33,792 $38,016 $42,240 $33,792 $35,904 

Cost of Goods Sold: $16,590 $15,610 $17,560 $19,510 $15,610 $16,590 

Gross Margin $19,314 $18,182 $20,456 $22,730 $18,182 $19,314 

Operating Expenses

Utilities 205 180 185 200 220 220 

Salaries 2,750 2,750 2,750 2,750 2,750 2,750 

Variable Labor 4,674 4,674 4,674 4,674 4,674 4,674 

Payroll Taxes and Benefits 928 928 928 928 928 928 

Advertising 400 400 400 400 400 400 

Web Site 32 32 32 32 32 32 

Office Supplies 120 120 120 120 120 120 

Insurance 570 570 570 570 570 570 

Maintenance and Cleaning 70 70 70 70 70 70 

Legal and Accounting 440 440 440 440 440 440 

Licenses 300 — — — — — 

Bags, Paper, etc. 420 420 420 420 420 420 

Telephone 125 125 125 125 125 125 

Miscellaneous 225 225 225 225 225 225 

Rent 5,833 5,833 5,833 5,833 5,833 5,833 

Total Operating Expenses: 17,092 16,767 16,772 16,787 16,807 16,807 

Net Profit (Loss) Pre-Tax: 2,222 1,415 3,684 5,943 1,375 2,507 
Contribution (5%) 111 71 184 297 69 125 

Final Net Profit (Loss) Pre-Tax: 2,111 1,344 3,500 5,646 1,306 2,382 

 Financials—Year 3

 September October November December January February 
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$38,016 $40,128 $40,128 $40,128 $40,128 $40,128 $458,304

$17,560 $18,540 $18,540 $18,540 $18,540 $18,540 $211,730

$20,456 $21,588 $21,588 $21,588 $21,588 $21,588 $246,574

200 190 185 205 205 205 2,400

2,750 2,750 2,750 2,750 2,750 2,750 33,000

4,674 4,674 4,674 4,674 4,674 4,674 56,088

928 928 928 928 928 928 11,136

400 400 400 400 400 400 4,800

32 32 32 32 32 32 384

120 120 120 120 120 120 1,440

570 570 570 570 570 570 6,840

70 70 70 70 70 70 840

440 440 440 440 440 440 5,280

— — — — — — 300

420 420 420 420 420 420 5,040

125 125 125 125 125 125 1,500

225 225 225 225 225 225 2,700

5,833 5,833 5,833 5,833 5,833 5,833 69,996

16,787 16,777 16,772 16,792 16,792 16,792 201,744

3,669 4,811 4,816 4,796 4,796 4,796 44,830
183 241 241 240 240 240 2,242

3,486 4,570 4,575 4,556 4,556 4,556 $ 42,589

March April May June July August Total
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Initial Calculations

Fixed Costs (FC) Monthly Annually

 Lease Payment ($35/sq. foot) $    5,833 $  70,000

 Utilities 200 2,400

 Insurance 833 10,000

 Salary of Owner 2,500 30,000

 Salary of Sales Assistant 2,125 25,500

 Advertising 200 2,400

 General Supplies 300 3,600

 Professional Services 667 8,000

 Miscellaneous Expenses 417 5,000

 Web Site              20            240

 Total     13,095   157,140

Variable Costs (VC) Monthly Annually

 Cost of Goods Sold     11,427   137,120

 Total     28,250   339,000

Break-Even Amount Monthly Annually

 Contribution Margin Ratio (CMR) 53.8% 53.8%

 Breakeven (FC \ CMR) $  24,340 $ 292,082

 Daily Monthly Annually

 Breakeven Number of Customers 45 1,352 486,803

 Assumptions:

 Rental location will be 2,000 square feet.

 Average customer spends $18 per visit and comes to the store on average twice per month.

One Time Start-up Costs

 Licensing & Permits  $    300

 Decorating  $    800

 Signage  $  5,000

 Beginning Inventory  $40,000

 Fixtures and Equipment  $  6,000

 Professional Fees (accountant, attorney) $  5,000

 Total $57,100

Cost Assumptions First Year of Operations
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5  Small Business 
Entry: Paths 
to Part-Time 
Entrepreneurship 

    ●  Kathryn Otoshi works part time 

doing corporate graphic design 

and part time on her passion, 

children’s books. What kind of 

business would you start if you 

went part time?   



LO

  Focus on Small Business: 
Kathryn Otoshi 1  

 This chapter will help you: 

LO1  Know when and why part-time entrepreneurship makes sense. 

LO2  Discover the three key considerations for assessing part-time business approaches. 

LO3  Learn the major paths to part-time entrepreneurship. 

LO4  Understand what it takes to be successful in part-time entrepreneurship. 

LO5  Learn how to optimize delegation and outsourcing. 

LO6  Learn the benefits of bootstrapping. 

LO7  Learn the ethical challenges of part-time entrepreneurship. 

LO8  Find out about the challenges of moving from part-time to full-time entrepreneurship.  

  With the exception of a seven-year-stint at one exceptional full-time job (as Art Director at George Lucas’ 

Industrial Light and Magic), Kathryn Otoshi has always been a part-timer. Trained as a graphic designer (BA 

in graphic design from Cal Poly San Luis Obispo, MFA from California College of Arts), she created her own 

design firm KO Design (for Knock Out Design) and alternated that with freelancing for companies like Se-

attle’s Hornall-Anderson Design, working for them on projects like Boeing, Lexus, Starbucks, and Intel. Still, 

even when she was working full time at ILM, she continued to do occasional part-time design projects on 

the side. But all along she wanted to publish beautifully illustrated children’s books. Eventually she decided 

to give this a try, leaving ILM in 2002 and starting KO Kids Books in 2003. Kathryn’s work won rave reviews. 

Her first book,  What Emily Saw,  was a Borders’ Original New Voice nominee. The next year her book,  Simon 

and the Sock Monster,  was also a best children’s book finalist for the IPPY Award (Independent Publishers 

Award) in 2004. Despite critical acclaim and good sales for premium children’s books, to keep cash flowing, 

Kathryn alternates between the book business and working part time through KO Design, continuing to work 

as a graphic designer on large scale corporate identity projects. Part-time author and illustrator, part-time in-

dustrial designer, Kathryn Otoshi remains the perennial part-timer, 15 years after graduating from college. 

  DISCUSSION QUESTIONS  

1.     What difference do you think it makes when you freelance for another firm vs. working entirely on your 

own?  

2.     What are the ethical concerns when you are working full time for one company and part time for your-

self? How would you recommend managing these issues?  

3.     Producing one premium children’s book a year, how long do you think it would take Kathryn to be able 

to do children’s books as her only full-time work? Why?        
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  Why Part-Time Businesses Are Important  
 Kathryn Otoshi’s story is repeated millions of times a year. After graduation she took a full-time job 

with an existing firm, but also created a part-time business of her own. That first business became 

the template and learning ground for her later part-time businesses. 

  Today, Kathryn is self-employed full-time, but does so through two part-time businesses–KO 

Design and KO Kids Books. Because she works less than 35 hours a week at each business, she is 

practicing what is called  part-time self-employment.  Working part time means that the entrepre-

neur can do other work, such as have a job in another company, go to school, or take care of family. 

For people working more than 35 hours a week, the term is  full-time self-employment.  Working 

full time means that the majority of one’s time is spent on the business. 

  When you enter business, you make a choice about pursuing a full-time or part-time approach. 

Full-time approaches include buying or inheriting existing businesses, franchising, or opening a 

new full-time business. Those approaches are discussed in Chapter 6. 

  This chapter focuses on part-time approaches to business. Why does it deserve a whole chapter? 

There are two reasons. First, most entrepreneurs start out working part time on their new business. 

According to the Panel Study of Entrepreneurial Dynamics (PSED), three-quarters of new busi-

nesses start on a part-time basis. 2  This includes the businesses shown in Table 5.1. The ease and 

low cost of entry and exit make part-time entrepreneurship a great way to try a variety of different 

businesses without “betting the farm” each time they start a business. 

  Second, the sheer number of part-time self-employeds makes them a major force in our economy, 

even if it is one we do not always recognize. Officially, of the 27.2 million small businesses in the 

United States in 2007, around half were part-time businesses. 3  However, that understates the situ-

ation. Remember Chapter 1 mentioned there were about 1 million new firms a year? Many people 

jump into and out of self-employment (a change called  volatility  by economists) for a few weeks at 

a time, perhaps because they do project-based work like taking on a single consulting project in their 

spare time, or doing someone’s taxes, or selling an item or two on eBay or at a garage sale. These 

very short-term projects get missed in the “1 million starts a year” survey. Robert Fairlie, using a 

technique that captures short-term self-employment put the number of part-time small business starts 

at around 400,000 a month, or around 5 million a year, dwarfing the regular business starts the SBA 

typically counts. 4  Even Fairlie’s method may underestimate the more than 6 million people selling 

online through product and service auction sites, few of whom are tracked by the government. 5  

              When to Consider Part-Time 
Entrepreneurship  
 These days, the conventional wisdom is that if you are serious about starting a business, you ought 

to start a business full time and prepare for it by doing a business plan. That makes a lot of sense, 

since a business plan enables you to look at every aspect of your business. Business plans are also 

important if you intend to ask others for expertise or financial investments. However, running a 

LO1

  Know when and why 

part-time entrepreneurship 

makes sense.

     part-time self-

employment  

 Working for yourself for 35 or 

fewer hours a week.    

     full-time self-

employment  

 Working for yourself for more than 

35 hours a week.    

volatility

 The frequency of business starts 

and stops. 

TABLE 5.1 Famous Organizations Started 
by Part-Time Entrepreneurs6

ACCION Friendster

American Information Systems Lionel Trains

Apple Mary Kay Cosmetics

Dell Microsoft

Facebook Netscape

Ford Modeling Agency Yahoo
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business full time can be a major commitment and is not always the best way to go about becoming 

an entrepreneur. 

  There are three situations in which it might make better sense to undertake a part-time business 

first. One of these is when you are new to business and need to  gain basic experience . If you have 

not been involved in pricing, buying, and selling, learning how to do such things makes a lot of 

sense before launching the business of your dreams. You might want to obtain other types of experi-

ence before starting a full-scale business or writing a business plan. These can include experience 

in the industry, in the line of business, in the locality of the specific market you plan to serve, in 

managing cash, or in managing yourself in self-employment. 

  A second type of situation is one in which you  lack resources  to pursue a full-scale business or 

create a business plan. Time is probably the ultimate resource, and starting a business can tax it 

heavily. Estimates suggest that a business plan may take anywhere from 50 to 200 hours or more 

if you are new to business and working on your own. 7  Starting a full-time business can absorb 

70 hours a week or more in its early stages. You might not be able to commit the time to work that 

way, and pursuing a precursor makes a lot of sense. It also makes sense if you are missing other 

resources. Kathryn Otoshi originally lacked the funds and contacts to sustain a full-time design busi-

ness of her own. By pursuing her own business part time as she gained experience, contacts, and 

savings by freelancing for Hornall-Anderson Design and working full time at ILM, she positioned 

herself for going out on her own full time. 

  The third type of situation is  a narrow window of opportunity . For example, when teams are an-

nounced for tournaments like the NCAA Men’s Basketball Tournament, there is suddenly a veritable 

flood on eBay of logo clothing and memorabilia from the selected teams. These eBay entrepreneurs 

are capitalizing on the increased interest in the newly announced teams. Within a few weeks, most 

of the selected teams will have lost and left the tournament, but in the meantime, they (and anything 

with their logo on it) are hot properties. Part-time businesses can generally be created quickly, and 

they offer a concrete example of a business to customers, suppliers, and others. When there is not 

enough time to do a business plan or get the entire business going, pursuing a part-time business to 

capture the attention of others makes a lot of sense. (See Figure 5.1.)   

  Key Considerations for Success in 
Part-Time Entrepreneurship  
 When you decide to pursue part-time entrepreneurship, there are usually two major questions: What 

kind of product or service do you want to offer and how do you want to organize your part-time 

business? Chapter 4 discussed the process for coming up with a good (and maybe even a creative) 

idea for your business. In this chapter we will focus more on how you would get that business started 

part time. 

  For the second question, about how to organize your business, there are usually three key consid-

erations for part-time small business start-ups: 

●   The  cost to start-up  your new part-time business.  
●   The  time to start-up  your business.  
●   The  permanence  of the business you are creating.    

LO2

  Discover the three 

key considerations for as-

sessing part-time business 

approaches.

cost to start-up

The amount of money it takes to 

start a new business.

time to start-up

How long it takes to start a new 

business.

permanence

The impression of long-term con-

tinuity a business gives others.

You want to gain 

basic experience

You lack resources 

for a full-scale business

There is a narrow

window of opportunity

FIGURE 5.1

When to Consider a 

Part-Time Business
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  For part-time businesses, you want a low cost of start-up, since you probably will not have a 

lot of money to invest, and may not get great returns to pay off expensive start-up efforts. Time to 

start-up is also best when shortest, since you are looking for a basic idea of what might and might 

not work. The more time and energy you spend preparing for a small-scale part-time business, the 

longer it takes to make a profit. The good news is that in most cases, the cost to start-up and the time 

to market are closely related. 

  Permanence is related to the concept of legitimacy in Chapter 2. For a small-scale, part-time firm, 

it may be hard to have a lot of the indicators of legitimacy. What customers want to know is that the 

firm is likely to be around for awhile, to provide customer service and future sales. That is the fun-

damental idea of permanence. The three considerations are at the heart of most peoples’ decisions 

about their mode of entry to part-time entrepreneurship.   

  What Kinds of Part-Time 
Entrepreneurship Exist?  
 In this section we will look at the ways to start a part-time small business in most industries—

retailing, wholesaling, most services, and even manufacturing (because most part-time manufacturing 

is based on either an artisan’s small-scale production of products or on subcontracted manufactur-

ing). How do we know what are the most popular industries? Knowing that small businesses range 

from 97 to 99 percent of nearly every industry, a quick look at the number of firms in each can give 

us an idea. We can see a listing by industry in Table 5.2. 

  Most part-time business starts with where you live—your home or dorm room, so home-based 

business is where we will start. A relatively new wisdom about part-time start-ups has emerged in 

the past few years. It is based on everyone’s increasing use of the Internet as a source of information 

and as a replacement for traditional phone books. Today if you are trying to market beyond your im-

mediate family, neighborhood, or circle of friends, you need to start your business with a Web pres-

ence. Some businesses can in fact be done entirely on the Web, and informational and e-commerce 

Web sites are the second and third techniques we will consider. The fourth start-up approach will

LO3

  Learn the major paths to 

part-time entrepreneurship.

TABLE 5.2 Size of U.S. Industries by Major Sector, 
20078

NAICS Industry No. of Establishments Percentage

  54 Professional services 1,233,625 17%

44–45 Retail 1,122,703 16%

51–53 Business services 1,026,915 14%

61–62 Health & education,  839,763 12%

 extraction, utilities

21–23 Construction 784,318 11%

  72 Accommodations 626,558 9%

  81 Other services 537,820 7%

  42 Wholesale 432,094 6%

31–33 Manufacturing 293,919 4%

48–49 Transportation 217,926 3%

  71 Arts 123,965 2%

  Total 7,239,606 100%

Source: Special tabulation of the March 2007 Current Population Survey (2009) by Jerome Katz.
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be a collection of other fast, low-cost approaches which can be helpful in a 

variety of situations. If you are looking for more ideas about the ways you can 

get started, consider jumping ahead to Chapter 11, Small Business Distribution 

and Location, which discusses some of the more involved techniques like direct 

mail, telemarketing, and direct-response advertising, which can be used in par-

ticular situations for a part-time business. 

  Home-Based Business 
 Home might be where the heart is, but it is also where the part-time business 

starts. If yours is a retailing or wholesaling business, home is where you store 

your goods. If you are making furniture, toys, clothing, or food, it is probably 

where your work area is. And if you are in a service, it is where you retire to in 

order to get your work done. For nearly everyone, home is where you keep your 

office records, do your bookkeeping and taxes, and where you probably first 

receive your firm’s mail. You may work away from home—in Chapter 11’s 

section on location we consider service firms where you do part of your work at 

the client’s location or at remote locations, but unless you get an office or other 

location from which you will base your business, you will probably start from 

home. 

  There were about 14.4 million home-based businesses in the United States in 

2007, 9  and they represented 52 percent of all firms. The reason for these large 

numbers is because the home-based business meets at least two of the three 

criteria for start-up. It is inexpensive, since you are already living somewhere 

and you can get your business going where you live in a moment. Although 

home-based businesses do not always give customers the strongest sense of le-

gitimacy, the idea that a customer knows where the entrepreneur lives can be a point in favor of 

trusting in the potential permanence of the firm. 

  That said, with so great a number of firms, there are not many hard-and-fast rules that apply to 

everyone, but there are a few key ideas to keep in mind. 10  First and foremost is the location of your 

home-based business. Although the dining room table may be infrequently used, is it the best place 

for your work? Even though anything  can  work, the following suggestions come from home-based 

entrepreneurs and are likely to make your life a lot easier.      

  According to home-based entrepreneurs, the greatest problems they face come when there are 

zoning challenges or family challenges to the business. Cities, counties, neighborhoods, apartment 

complexes, and dorms pass regulations which limit the ways residents can use or modify their space. 

The government restrictions are called  zoning laws,  while the ones set up by other organizations 

are called  covenants . Unfortunately there is no comprehensive free online national listing of zon-

ing regulations, 11  but there are public records, and these can often be found online on your city’s or 

county’s government Web site. Otherwise, the local Chamber of Commerce or the local library may 

have the basic information. 

  It is best to carefully check out the zoning and covenant situation before fully committing your-

self to a home-based business. Don’t call from your home or cell phone, since most phones today 

have caller ID, and giving a street or neighborhood, rather than your own address, is also advisable. 

Also, even with zoning or covenant limitations, you may still be able to get permission to run your 

business at home, so do not give up at the first limitation you find. 

  Most of us live in areas zoned as residential areas. Typically, it is not legal to have a home-based 

business in a residential area—even an online business. 12  Usually people get into trouble only if 

a neighbor, landlord, or dorm staffer complains or it becomes apparent to police or other public 

service employees that “something” is going on at your home. In either situation, what causes the 

problem, and makes it stick, are aspects of your business that “change the residential character of 

the neighborhood” through increased traffic, noise, parked cars, or smells. 

  To minimize problems, there are several alternatives. 13  You can generally keep the Web- and 

phone-based aspects of your business at home without neighbors becoming aware of (or dis-

turbed by) your business—but be sure not to tell them you work from home! The way to handle 

     zoning laws  

 Government specifications for ac-

ceptable use of land and buildings 

in particular areas.    

     covenants  

 The limitations imposed on your 

property by your neighborhood 

group.    

●  This is close to an ideal setup 

for a home office. There is space 

for files and equipment. The 

owner has the equipment needed 

to do her work, and there is a 

door to provide some quiet and 

privacy, but the glass lets her 

see what is going on at home, 

and lets her family know she is 

around.
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large amounts of mail and packages is through the use of private mailboxes (from a company like 

PakMail, Mailbags, or the UPS Store near your home) and self-storage facilities (like Public Storage 

U-Haul, Storage USA, or similar local companies), rather than having them delivered to your home. 

Use the private mailbox address for your business on the Web and on your stationery. 

  Another approach is to seek to get permission—called a  variance —to have your business oper-

ating from out of your home. Often there are local lawyers who specialize in real estate and zoning 

law, and they can often advise you if a variance is a workable solution. While you can request a 

variance on your own, having a lawyer advocate for you can cost from hundreds to thousands of 

dollars, so this approach is only for those with determination and money. 14  The best way to find 

such a lawyer is through referrals from friends or businesspeople whose judgment you trust, but if 

that does not work, or you want to check into the lawyers suggested to you, you can use an online 

directory such as Martindale.com (www.Martindale.com) or FindLaw.com (www.FindLaw.com) 

to find and learn more about local lawyers. There is a video showing how to do this on the Online 

Learning Center. 

  Once zoning is handled, think about issues inside your home. The list below touches on many of 

the issues home-based entrepreneurs find most important to running their business: 

●   Choose a work location inside your home that is away from noise, distractions, and family 

traffic. It helps you concentrate and sound businesslike when on the phone.  
●   Be realistic about the amount of space you’ll need for your equipment.  
●   An office door can keep business separate from family and the rest of life.  
●   Try your location out for a day or two to check out noise, traffic patterns, lighting needs, and 

distractions.  
●   Don’t overload on hours of work, or on snacks from the refrigerator down the hall.  
●   Set up your work day to minimize distractions from household or family chores and, as much 

as possible, stick to the plan.  
●   Consider hiring help to handle household or family chores to free up your time.  
●   Set the ground rules early and stick with them. Watch out for family, friends, and visitors who 

don’t understand home-based businesses. Both of the Peters were running home-based busi-

nesses. Their working-outside-the-home siblings didn’t understand why they couldn’t drop 

off their ill or vacationing children so that they “wouldn’t miss work.” 15  You’ll be asked to 

do extra school or sports carpools, wait for service people, or other such 

things because of your at-home status.         

 Exhibit 5.1 summarizes the most important 20 questions to ask your-

self as you think about setting up a home-based business.  

 Once you’ve chosen your location, you’ll need equipment. You’ll need 

a comfortable, usable desk and chair and adequate lighting. Consider the 

tasks you’ll perform most frequently and check out the ergonomic options 

that will serve you the best. Although you can store files in cardboard 

boxes, an inexpensive filing cabinet would be so much simpler. Think 

about the layout of the furniture for access to proper lighting, phone jacks, 

and electrical outlets. You may need to supplement some or all of these. 

 Tools typically include a telephone (these days most often a cell phone), 

high-capacity Internet service (like cable or DSL or 3G Wi-Fi service for 

your laptop), a business e-mail account, a high-speed desktop computer, a 

fax machine, a copier and appropriate software (look at Table 5.4, Essential 

Free Software and Web Services for Small Businesses, on page 145 for 

high-quality free programs and services). These days many multipurpose 

devices combine a printer, copier, fax machine, and scanner into one piece 

of equipment. These items reduce the amount of space you’ll need. Con-

sider the layout of the equipment and how you’ll use each piece. You don’t 

want to reach around your computer monitor to pick up the telephone or 

race across the room to catch printer pages. 

 You’ll want to have a separate business telephone line with an answer-

ing machine, voicemail, or virtual PBX service so that you can get those 

     variance  

 Permission from a government 

organization to act differently that 

the laws state.    

● One of the greatest challenges 

to making a home office work is 

getting family and friends to give 

you the privacy and time alone to 

do the work you need to do. How 

could this father have avoided this 

situation?
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important calls after hours. Make sure your voicemail message sounds busi-

nesslike and not like the message on your home answering machine. Consider 

a second phone line if you are limited to a modem-based Internet connection. 

Ideally, this space and its tools will be used only for your home-based office. In 

addition, totally separate space and equipment make tax deduction preparation 

much simpler. 

  When does a home-based business outgrow the home? For some companies, 

the answer is never. Some entrepreneurs opt for charging higher prices for their 

goods or services or limiting their sales so as not to outgrow the space available; 

being a home-based business is just too important to them to change. Others re-

invest their profits into additions to their homes to accommodate their business 

growth or to upgrade to a roomier house with the extra space they need. Some 

die-hard home-based entrepreneurs faced with this decision have found creative 

ways of housing their staff and other operations in an outside office while con-

tinuing to telecommute as much as possible. 17       

  More typically, a business will find the need for meeting rooms and em-

ployee accommodations or zoning restrictions will force the change. In other 

cases, family situations just aren’t favorable to a home-based business. Some 

entrepreneurs find they aren’t cut out for the solitude of working by themselves 

or find household chores, family, or other distractions disturb them too easily. 

 1.    Do you want clients or visitors traipsing through your home to get to 

your office?  

 2.   Do you want your family trooping through—or even past—your 

office?  

 3.   Are you doing mostly desk work?  

 4.   Do you need space to sort, store, and ship materials?  

 5.   Are you producing and assembling a product?  

 6.   Do you want or need to keep your work in progress on hand and 

available for tweaking at a moment’s notice?  

 7.   Does noise or activity easily distract you?  

 8.   How much and what kind of sound can you tolerate while working?  

 9.   Do you work more efficiently when you can see and touch reference 

materials?  

 10.   Do you wilt in the absence of natural light?  

 11.   Do you need a desktop computer, or would a notebook do as well?  

 12.   Are you left- or right-handed?  

 13.   Do you need a separate entrance to maintain clients’ privacy or your 

own sanity?  

 14.   Is your work life completely separate from or fairly integrated with 

the rest of your life?  

 15.   Do you need help maintaining healthy boundaries around your 

work?  

 16.   Is your work something in which your family can participate?  

 17.   Will you be adding more equipment in the near future?  

 18.   Does listening to music boost your creativity?  

 19.   Do you need space to hold meetings?  

 20.   Does your town or city have special zoning requirements for home-

based businesses?   

EXHIBIT 5.1

Twenty Questions to 

Ask Before Planning 

Your Home Office16

● Sometimes the success of a 

home-based business is what 

makes it necessary to move. This 

part-time entrepreneur’s business 

completely overwhelmed the 

downstairs den. What started 

as a home office in the corner 

grew until it became an office 

warehouse and shipping center. 

How do you think his family is 

responding?
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  Home-based business is the easiest and fastest way to start a business, and the easiest and fasted 

type of business to move or close down. This ease of deployment, moving, and closing make the 

home-based business one of the volatile forms of part-time business. Even so, it is the core and 

greatest common factor in business start-ups.  

  Internet Informational Web Sites 18  
 Perhaps the biggest change in part-time self-employment in the past five years has been the growth 

of the Internet as a major method for conducting business. Most of us have bought something online, 

which is what is called  e-commerce.  But another type of Web site, the  informational Web site,  

is an even more important type of Web site which informs possible customers about your firm. For 

a part-time entrepreneur, a Web site can become a 24-hour-a-day, 7-day-a-week source of informa-

tion and prospects, if not sales. 

  To get some idea about the power of the Internet for information and for e-commerce, consider 

this. The Pew Internet Project studied people who bought music or cell phones in 2006. Over half 

the music buyers (56 percent) used the Internet to check out the music, while 39 percent of buyers 

of cell phones got information online. Roughly one-third of those getting information online bought 

online (music 22 percent, cell phones 12 percent). 19  So these days having an Internet presence is key 

to letting customers know what you are selling, but those sales are still more likely to come from 

traditional means like face-to-face selling, telephone sales, mail order, or coming to where you are 

displaying your wares. 

  Products like music and cell phones are examples of the kinds of good we buy as individuals. 

That type of e-commerce is called  business-to-consumer (B2C).  There is another type called 

 business-to-business (B2B)  sales where one firm sells to another firm. While our personal expe-

rience is in the B2C marketplace, all of those sales on iTunes, eBay, and Amazon account for only 

about 3 percent of all retail sales in the United States. For most of us, the B2B market is invisible, 

but when businesses buy, they buy big. In 2007, 35 percent of all manufacturing sales were handled 

online as well as 21 percent of all wholesaling between businesses. 20  You can see the difference, and 

the growth of these forms of e-commerce in Figure 5.2. The moral of this story? B2C e-commerce 

     e-commerce  

 The use of the Internet to conduct 

business transactions.    

     informational Web sites  

 An Internet site designed to intro-

duce and explain a business to 

others.    

     business-to-consumer   

 (B2C) 

Business-to-consumer transactions 

using e-commerce.    

     business-to-business   

 (B2B)

Business-to-business transactions 

using e-commerce.    
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is large, B2B e-commerce is larger, but using an informational Web site to inform customers—

whether they are individuals or businesses—is huge.  

  The Internet’s power comes from its being a very cost-effective and efficient way to contact your 

customers. With the Internet, a small, part-time, one-person operation can compete with a billion-

dollar-a-year multinational. Whether your  customers  are other businesses or other consumers, 

getting a Web site together is essential. 

  Most small businesses—even part-time ones—need to have a Web site regardless of whether 

or not they use it for actual sales. First of all, potential customers will use it to find you. Second, if 

they’ve heard about you from something other than the Internet, they will use your site to find out 

more information about you and to decide if they want to actually contact you. Letrah International, 

a firm specializing in international consulting for design and engineering projects, knew it should 

have a Web site, but it was a low priority and was worked on only when something else did not come 

up. Dave Peters, the firm’s vice president, asked a firm in the United Arab Emirates if there was 

anything he could do to help convince the firm to accept Letrah’s bid. The firm expressed concern 

that Letrah was not a real company, because it didn’t have a Web site, and “everybody knew real 

U.S. firms had Web sites.” The Web site was running the following day. 21  

  Letrah was able to develop and deploy an informational Web site in a matter of hours. That is not 

uncommon. The basics of an informational Web site can be set up within an hour. There are a number 

of very low-cost vendors, such as 1and1.com, iBuilder.com, and Godaddy.com, as well as the major 

Web presence providers like Yahoo! and Google sites (just search Google for “cheap Web sites”). 

  What you are looking for in a basic informational Web site package is a domain name of your 

own. Ideally you want your business’s name in the domain name of your site. If you want to call your 

company Beachcomber Shoes, you would ideally look for the domain name beachcombershoes.com. 

If the dot-com version was not available, using .net or .biz or .us might work for you. Otherwise you 

can tweak the domain name, for example beachcombershoecompany.com or beachshoes.com. You 

want a name that reinforces your firm’s name or your product’s name, or something highly memo-

rable, like ouch.com. Note that the price of domain names varies. An unregistered name is about $35 

a year retail, but most of the discount Web site providers will charge only $7 or $8 a year, and some 

will include it for free when you buy a Web site (what they usually call a “hosting”) package. 

  A hosting package for an informational site should include at least 1 gigabyte of traffic a month 

(this refers to people downloading your pages into their browser). It should give you at least 

10 Web pages of space to tell your story. It should also include templates to help you develop a 

Web site which has a professional look and an online Web site editor so you can make changes 

to your site without buying Web-authoring software. The hosting package should also include at 

least five e-mail accounts using your domain name (e.g., info@beachcombershoes.com, support@

beachcombershoes.com, jane@beachcombershoes.com, etc.). While using Beachcombershoes@

gmail.com (which is a free e-mail service from Google) is good, having info@beachcombershoes

.com is even better. 

  The material for your Web site can come from promotional material you have written. Every page 

should have the company name, your contact information (or a link to it), a site map link (which 

shows a directory of all your pages—don’t worry, the template should generate this automatically), 

and a link back to the home page. Typically your home page (the first page people see when they 

type in your domain name), gives a quick (one or two paragraphs) introduction of the company and 

should prominently display your product or service. Other typical pages include: 

●   “About Us” which gives a brief background on the company and yourself.  
●   Product or Service pages which give a more detailed description of what you sell or what you 

do.  
●   Support page which gives customers or potential customers information on how, and reassur-

ance that, their problems with your product or service will get solved.  
●   Resources page, which typically gives general information (e.g., “Five things you should 

know about buying ”).  
●   Press or Media page if you have received notice in the media.    

  Today many informational Web sites include the capability to add a  blog , which is a Web page in 

which entries are posted in reverse chronological order (i.e., the most recent at the top of the page). 

     consumer  

 A private individual or household 

that is the end-user of (the entity 

that “consumes”) a product or 

service.    

     blog  

 A Web page in which entries are 

posted in reverse chronological 

order (i.e., the most recent at the 

top of the page).    
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Many blogs let readers respond online, so the entrepreneur and the potential customers can interact 

directly. Today Web site packages include the ability to push content, like your blog, out to custom-

ers who register at your site. Some sites do this by using an  RSS feed.  RSS stands for “really simple 

syndication” and an RSS feed pushes or sends whatever Web material you specify to subscribers to 

that feed. RSS feeds can be read in many browsers or with special readers. 

  A similar approach uses an e-mail mailing list to send e-mails or online newsletters (sometimes 

called eNewsletters) to people on your subscriber list. To read these, subscribers have to use an 

e-mail program or a browser. Many Web hosting packages offer a mailing list program as part of 

the package, but there are also for-fee specialized mailing list programs with more features, such 

as ConstantContact.com. The latest variation on push technology is Twitter.com. Twitter is a free 

service which lets a person send a 140-character or less message or  tweet  to people who subscribe 

to the person’s Twitter account. You can see what Oprah is up to, or check out StockTwits.com, 

which uses tweets to inform members about up-to-the-second trends in the stock market. Stock-

Twits started part time, and by May 2009 had four employees .22  

  Realize that while you can design your own site, there are also a lot of people who can do it for 

you as well, from your “techno-geek” teenage nephew who will do it for the cost of the latest com-

puter game to firms that will not only design but also maintain your Web site for you—at a cost, 

of course. You can also hire professionals to set up and manage a site for you. The Google search 

would look for “managed e-commerce solutions.” 

  There are volumes and volumes written about what things to consider when building your Web 

site. You probably have your own list of pet peeves about things some Web sites do that drive you 

crazy. That list is what you need to make sure your Web site does not have those properties, which 

probably include: 

●   Slow-loading graphics or pages.  
●   Too many layers of screens to get to what you want.  
●   Dead links within the Web site (when you see a “404 error”).  
●   Hard to fill in online forms.  
●   Pop-up ads.  
●   Pages that only look or work “right” in one type of browser.    

  But you are likely to have many other complaints. The trick is to think of them before you deploy 

your Web site, and you’ll make your customers and prospective customers happier. 

  Once you’ve got your Web site up and running and it is a masterpiece in design, how do you get 

your customers to find it? The first way is  multichannel marketing . Have your Web site listed 

on your business cards and every piece of paper, advertising, and the like. The second and equally 

important way is to get linked to other Web pages. If you were in the target market for your product, 

what Web pages would you visit? Figure out what these are and establish  reciprocal links . In a 

reciprocal link, you display a link to another Web site and that Web site displays a similar link to 

yours. Scan chat rooms and other electronic message boards to see if people are looking for your 

type of product or service and post your Web site. Discover what sorts of electronic newsletters they 

might read and get a mention in them. 23  

  The third way is online searching. Searching online is how about 85 percent of Internet users find 

Web sites, but users will seldom go beyond the first couple of pages of a search. 24  There are several 

ways to get your site positioned so that a person searching is likely to see it. The technique, which is 

free, is called  search engine optimization  (SEO) and refers to designing a Web site so that search 

engines like Google and Yahoo are likely to rank your site high (closer to the first listing). Many Web 

hosting packages include programs to help you edit your Web site to improve your ranking. There 

are also books on SEO and Web sites like SearchEngineGuide.com, SearchEngineWatch.com, and 

SubmitCorner.com that are devoted to telling you the hundreds of secrets to mastering SEO. 

  If you are willing to put up some money, you can pay for  sponsored links  (guaranteeing you 

a particular placement on the first page of a search) from the search engines at a manageable cost. 

Google and Yahoo! ask you what word you want to use and how much you are willing to pay (our 

suggestion is start with a low number). You then find out how often the word is used, and how often 

a searcher clicks on any sponsored link. Paying more will get your sponsored link closer to the top 

of the page. You can make multiple offers until you find one you can live with. 25  The problem you 

     RSS feed  

 An Internet messaging service 

that pushes (sends) whatever Web 

material you specify to subscrib-

ers to that feed.    

     tweet  

 A 140-character or less mes-

sage sent using the Twitter Web 

service.    

     multichannel marketing  

 The use of several different chan-

nels to reach your customers, for 

example, a Web site, direct mail, 

and traditional retailing.    

     reciprocal links  

 A listed, live connection to a differ-

ent Web site, which in turn displays 

a similar link to the first Web site.    

     search engine 

optimization  

 A general approach to Web site 

design intended to result in the 

site being displayed toward the 

beginning of a search engine’s 

(e.g., Google, Yahoo!, etc.) listing 

for that term.    

     sponsored link  

 A form of paid advertising that 

gets your company’s Web site at 

the top of a search list.    
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might face comes from what you sell. If you are a bookstore, the word “books” might come to mind, 

but that’s true for lots and lots of other bookstores, publishers, and others. Maybe “first editions” is 

more appropriate, if that is indeed what you sell. 

  On the other hand, if you have something somewhat more unusual like yo-yos, buying “yo-yo” is 

likely to get you on a page with limited competition. 27  Watch for jargon; think of what the average 

searcher might enter. A video showing how to find the terms on competitors’ Web sites is avail-

able at the Online Learning Center. Your hosting service’s SEO program or your own Web page 

designer will understand where to place the keywords you select and can help you get listed on the 

major search engines. There are literally hundreds of search engines, but there are four very major 

ones—Google, Yahoo! Microsoft, and AOL. The next six largest search engines share 6 percent of 

the searches. You can see their relative shares of the search business in Figure 5.3.  

  With all of these details revolving around making a truly effective informational Web site, you 

may wonder if it makes sense to do it yourself. As we have discussed, many $10-a-month Web 

hosting packages will give you access to the tools to create a basic template-driven Web site and do 

the basic work necessary to perform SEO and will push your information to others via e-mails, RSS 

feeds, or Twitter tweets. The advantage is that you can deploy the site within hours and the cost is 

very low. The downside of template-based sites is that they can look similar to one another. On the 

other hand, having an e-commerce Web site created for you can be a $5,000 to $10,000 effort, and 

is likely to take a couple of weeks as you and your designer talk through draft versions of the site. 

One way to strike a balance between these two extremes is to commission custom graphics to use at 

the top of your online store’s pages, and as a background. Another approach is to seek bids for your 

e-commerce store design on sites like eLance.com or from local Web designers. 

  For many part-time firms, an informational Web site is the essential starting point to get word out 

to the public, and to make your firm visible to those Internet search engines so many people use to 

find companies, goods, and services these days. Often, as the firm and its offerings mature, there is a 

benefit to moving beyond providing information via the Web, and making it possible for customers 

to actually place their orders online. That takes you to the next step, e-commerce.  

  E-Commerce and eBay Web Sites 

 How big is e-commerce and how fast is it growing? As noted above, there is a growing use of the 

Internet for e-commerce. The number of e-commerce sites, shown in Figure 5.4, passed 1,000,000 

in January 2009, doubling since the summer of 2006. 28  Meanwhile, Figure 5.2, on page 126, showed 

how e-commerce sales were growing at a steady pace for B2C retail and wholesale sales, and growing 

at a much faster rate for B2B wholesale and manufacturing sales. E-commerce in 2007 was an over 

$1 trillion sector of U.S. business. 29  So the answer is that e-commerce is big and getting bigger.  

  For part-time entrepreneurs, the lure of an e-commerce site is undeniable. Consider listing your 

products on the top two sites. eBay reports over 4 million sellers in the United States alone, and 

seven out of every eight sellers work on eBay only part time. 30  The cost of listing a $25 item on 
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 Source: Adapted from Nielsen Mega 

View Search, “Top 10 Search Providers 

for April 2009.” 
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eBay is $1, plus an additional 8.75 percent of $25 if the item sells. The cost to open an eBay ac-

count? Nothing. eBay’s biggest competitor, Amazon, offers a similar deal with slightly different 

terms. Between the two sites, nearly a half-billion computer users visit one site or another during 

the year. 

  With numbers like those it is no wonder that e-commerce on the Internet is an attractive approach 

for entrepreneurs looking to create a business. This is especially true for part-time entrepreneurs. 

For part-time entrepreneurs the online approach makes a highly attractive opportunity because it 

offers the advantages of a large market, 24/7 availability of your products, and a start-up which is 

quickly done and potentially inexpensive. For many part-timers, the online approach provides a 

great way to learn the business and the market, establish your reputation and business track record, 

and lay a foundation for a full-time business. For entrepreneurs looking to prospect for the right type 

of business, the online sales approach makes it possible to try out a range of industries quickly and 

with minimal risk. For entrepreneurs with highly specialized products, like a banana-shaped cell 

phone cover ( http://cellfoam.com/ ), the idea that low-cost listings on two sites could reach half of 

1.1  billion  Internet users worldwide 31  opens up sales possibilities like never before. 

  There are two major approaches to online selling. One is using eBay or another online site to 

showcase your goods and handle the selling and payment process. The other is to do this through 

a Web site of your own. The two approaches can be complementary. As we saw with Paul Scheiter 

of Hedgehog Leatherworks in Chapter 4, eBay can be used to introduce your product to a large 

audience, to find an initial selling price, and to learn more about customers and competitors. 

Paul later set up his own Web site as his primary point of sale, and uses eBay to market to new 

customers. 

  Everything we have said so far about informational Web sites applies to a Web site enabled for 

e-commerce. Most of the hosting companies mentioned in this chapter can also provide you with an 

e-commerce site. In fact if you already have an informational site, they can set it up so everything 

you have posted to the Web moves directly into the new, more capable site. What e-commerce sites 

add is the ability create and maintain an online catalog of products, create new database entries for 

orders, and handle the payment for products or services. The more tools and services you need and 

the larger the catalogs you post, the more you will end up paying. It is worth doing some serious 

comparison shopping for hosting services. Conduct a Google search for “cheap e-commerce” and 

“free shopping cart” (a  shopping cart  is the electronic version of a catalog with an ordering system) 

to find a large number of possibilities. Many offer do-it-yourself software to make the design of 

Web sites and shopping carts easy. 

  In addition to the keys to designing an effective informational Web site covered above, there are 

also two important financial issues for entrepreneurs who create their own e-commerce Web sites. 

These issues are payment and chargebacks. 
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●    Payment : Most online transactions use a credit card or an online payment system like PayPal 

(which is a division of eBay). There are fees for the transaction itself, and there are often fees 

for currency conversions, or guaranteed payments. Unless you as the seller buys a payment 

guarantee at the time of the transaction, services will also make a chargeback (see below). 

Many online e-commerce packages come with a service that handles these transactions for a 

fee. Where you can specify another vendor, you may be able to get one who charges less. But 

as important as the fees charged is the service’s handling of customer service. When problems 

crop up in payments, both buyers and sellers want to talk to a person immediately. Services 

with fast response rates and helpful people on the phone are valuable.  
●    Chargebacks : This is a fee the service levels on you for any of a variety of problems related 

to the sale, for example, a lost, stolen, or fraudulent card was used, the customer reports noth-

ing was received, the product was not the one promised, or there were problems with the 

product. While chargebacks in stores is around 0.1 percent of sales, online chargeback rates 

can be as much as five times higher. 32  Techniques to control this include using the Address 

Verification Service or verifying their phone numbers or address yourself, getting proof of 

delivery from the carrier, and making sure your return policy is known by the customer before 

the sale is finalized.     

  eBay is a site offering a variety of ways to sell goods and services. To give you an idea of how 

varied are eBay’s offerings, consider these ways eBay supports entrepreneurial efforts: 

●   For many just interested in selling a few items and moving to something else, eBay is like 

the largest consignment store or garage sale in the world. You can list a single item for sale, 

without creating a Web site or a company to support your effort.  
●   You can create an online store within eBay complete with your own online catalog and order-

ing systems.  
●   eBay has 34 major categories of goods ranging from “collectibles,” which includes the Pez 

containers many erroneously believe was eBay’s first item, to “Business & Industrial,” where 

you can buy 75-ton construction cranes.  
●   You can sell services through Elance.com ranging from Web design to business plans, ac-

counting to translation, training to CAD projects, in a reverse auction format. In a  reverse 

auction  33  the low bid gets the business.    

     reverse auction  

 An auction in which the low bid 

gets the business or wins.    

  ●  This entrepreneur is taking 

no risks with her product 

sales on eBay. Not only is she 

checking her product’s listing for 

prospective buyers, she is also 

checking how her eBay online 

store is showing up in social 

media like Yahoo!’s groups and a 

set of photos of products she has 

uploaded to Flickr. 
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  Elance.com adapts the eBay model to services. Businesses post projects, review bids, use the mes-

sage boards to keep up-to-date, and can even pay online, all for a small fee Elance collects once the 

provider is paid. Service providers are able to post information about their expertise and experience as 

well. Cheri Rychlee Tracy was looking for a Web designer. Local companies wanted between $1,500 

and $7,500. She was able to find a freelance designer on Elance from the Ukraine for $750. 34  

  While this section concentrates on eBay, it is important to know that there are competitors for every 

type of service eBay offers. While their traffic numbers may not match eBay’s, they may have a better 

audience for your purposes. For example, freelanceseek.com has a strong programming and online art 

focus, and is a site often used by people in the e-commerce industry. Competing sites include: 

●   For Elance: ContractedWork.com, ScriptLance.com, GetAFreelancer.com, and FreelanceSeek.

com.  
●   For eBay’s B2C auction services: Auction.com, Bidz.com, Ioffer.com, Ubid.com.  
●   For eBay’s B2B auction services (also known as www.eBaybusiness.com): Business.com, 

B2BToday.com.  
●   For eBay’s online store services: Amazon.com, Godaddy.com, 1and1.com    

  Using e-commerce services like eBay or Elance can provide access to a wider range of vendors 

or service providers than most people would normally have. And many of the online services like 

eBay, Elance, and Amazon provide detailed feedback and ratings from prior customers, so as a 

buyer you can have a higher level of assurance that the online company you are dealing with is on 

the up and up, but problems can crop up. Two of the greatest ones for vendors—chargebacks and 

payment problems—were mentioned above. A customer can also face trouble, as seen in the Small 

Business Insight box: “My People Might Destroy Your Web Site.”  

 SMALL BUSINESS INSIGHT 

 Henry Richardson was a professor at a small college and had an active consulting business. A lot of the materials 

he created for individual clients he rewrote in a more general form and sold as pamphlets, short reports, and self-

published trade books. He had an informational Web site but as the technology advanced he realized he could 

cut his production costs dramatically by selling his pamphlets, reports, and books as downloadable PDF files. 

To control this process, he needed a different type of online store—one specialized for the electronic publishing 

industry. Such programs not only handle the order, but also control the downloading of files so that only bona fide 

customers can obtain the download. Not finding any electronic publishing sales packages he liked, he decided 

to have one custom designed. 

  Henry went onto Elance.com and put up a request for bids for his project. From the 23 responses (ranging 

from $11,800 to $450), Henry narrowed the field by looking at the customer ratings, track records, and portfolios 

of the companies. His chosen company had an American sales office and a team of programmers in India. Henry 

thought this would help provide better coordination for the project. The final negotiated price was $1,800. 

  Although the project was supposed to be completed in three weeks, Henry never heard from the U.S. or Indian 

offices, a definite bad sign. Henry got a call from the U.S. sales office in week 4 stating that the project was be-

hind schedule but would be finished “soon.” Excuses piled on for two more months. At the end of month 3, Henry 

sent an ultimatum to the vendor—finish the project or return the money. 

  This brought forth a call from the Indian office. The company’s manager said because they had done “work” on 

the project, they would refund $1,200, but only if Henry would give a positive review for the firm on Elance! When 

Henry asked what would happen if he gave an honest rating, the manager said he did not know how his programmers 

would take such an insult. They  might  just destroy Henry’s existing informational Web site out of anger. Not wanting 

to spend his days protecting his Web site, Henry agreed. He later had a local programmer do the site for $4,000. 

 My People Might Destroy Your Web Site 
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  People who sell on eBay or competing auction sites stores strongly suggest using the auction 

feature; after all that is what most people think of when they go to the site. Sherry Chase of Fancy 

That! started an eBay store as a means of getting rid of excess merchandise from her store. She had 

tried her own Web site with virtually no luck at first. She found that eBay sales exceeded her expec-

tations. She also found that by auctioning items and including her link in the auction description she 

got people to her eBay store. 35  

  eBay auctions themselves are legendary. On any day 12 million items are available with nearly 

2 million new postings a day. 36  There are 150 new items for sale listed every minute, and 500 bids 

placed during that same minute. There are 69 million eBay users who spend $59 million a day. 37  The 

eBay method means you pay a fee for posting your product and a sales fee based on the final bid 

price when the item sells. You have the option of setting a bottom offer you will accept, a  reserve 

price  (if the bidding does not exceed the price, the sale will not go through), and the number of days 

the auction will run (out of several choices). Your posting can include pictures of the product and 

links to more data (like your Web site). 

  eBay allows you a bit of anonymity—all buyers and sellers have screen names. E-mail ad-

dresses and limited personal information are only given out in certain circumstances. (Obviously, 

if you are a successful bidder, the seller needs to know to whom and where to send the merchan-

dise.) eBay sellers may take checks, money orders, or credit cards, or accept payments through 

PayPal, eBay’s own electronic payment system, reducing sellers’ risk. eBay also allows buyers 

and sellers to post feedback about their transactions which produces a score that’s displayed by 

the buyers’ and sellers’ screen names and allows others to get a feel for how reputable a certain 

buyer or seller is. This feedback is also available for the public to read. (See Skill Module 5.1 for 

more tips.)  

reserve price 

A minimum acceptable selling 

price in an auction. If the bidding 

does not exceed the price, the sale 

will not go through.

SKILL MODULE 

5.1

 Checklist for Maximizing Success on eBay 38  

 There are whole books written on how to do well on eBay, but what are the basics that can make the biggest dif-

ference? As you prepare for selling via eBay, test your ad and your approach to eBay selling against the checklist 

below. 

  DESCRIPTION  

 1.    Detailed Description?  Use detailed descriptions so that the buyer isn’t expecting something different 

from what you are selling.  

 2.    Typpppos?  Watch out for misspellings and typos. Experienced eBay buyers use the search engine to find 

specific things and it won’t find your misspelling. Besides, it doesn’t look very professional.  

 3.    Factual Bad News Upfront?  Be honest and factual. Don’t say, “slight damage.” Instead state that there is 

an 8-inch chip on the upper right-hand corner and a faint scratch along one side. The buyer can make an 

informed decision, and there are no surprises.  

 4.    Got a Positive Feedback Rating?  Since most buyers are somewhat reluctant about buying from a seller 

with no feedback, try buying for awhile; your feedback rating will grow, and since there is no differentia-

tion between buyer and seller feedback, this puts you in a better position as a seller.    

  PHOTOS  

 5.    Photo Present?  A picture is worth a thousand words.  

 6.    Photo Pretty?  Make sure the photo is not too dark or too light. Does it adequately display your product? 

Check out backgrounds, too. They can detract from the subject and might even show things you’d rather 

not display on the Internet.  

 7.    Photo Fast?  Don’t use huge slow-to-download files.  

 8.    Photo Real?  Showing a photo of a box of commercial software is fine if that is what you are selling. If it 

is only the CD, without the box and the items included in it (like manuals, jewel cases, registration cards, 

etc.), it is better to take a photo of what exactly you are selling and include it on the eBay page.    
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  COMPETITIVE ISSUES  

 9.    Price-Matched the Competition?  See what the competition is doing to see if you even want to try eBay 

auctions. If your product (or something fairly similar) is selling on eBay for less than you need to meet your 

profit goals, find another way to get to your customers.  

10.    Shipping Not a Rip-Off?  Be honest and up-front about shipping. It is acceptable to charge for postage 

and a reasonable amount for shipping materials. If you are using recycled boxes, don’t charge for them. 

Some sellers like to use a flat fee for all shipping charges (e.g., $5.00 per paperback book). Experienced 

eBay buyers will know that for regular U.S. media mail, that price is way out of line. If you’re the only one 

selling that item, they may pay; but if there are a dozen others, they’ll shop around or reflect their con-

cerns in the top bid they place.  

11.    Terms Match the Competition?  When you find similar products being offered by competitors, make sure 

you have the same terms on your product page, so people searching on those terms find your page when 

they find your competitors’.  

12.    Time Matches the Competition?  If you are using auctions, try to time your auctions to end after your 

competitors’. Remember that most people will lose in an auction. If you are offering a similar product, 

which comes up on the same search with similar costs, and closing right after an auction from a popular 

seller, many buyers will come in to bid on your offering.    

  SALES-RELATED SERVICES  

13.    E-Mail Ready?  If buyers have a question, they’ll e-mail you. Respond as soon as possible, at least within 

24 hours. Don’t post auction items just prior to going on vacation.  

14.    Shipping Promptly?  Package well. Notify your buyers when things have been shipped. If you need to wait 

for a check to clear and you’ll be gone a few days during that time, let them know. Most buyers are pre-

pared to be reasonable if they know what’s going on.  

15.    Quick Customer Response?  Customer service is very important. You want positive feedback. Dissatisfied 

buyers may either leave negative feedback or leave no feedback at all on your transaction.  

16.    Gave Feedback Promptly?  Give feedback to your buyers, too. First of all, it helps them when making fur-

ther purchases. Second, if you expect feedback yourself, do it for them. If they see you’ve posted positive 

feedback, they are more likely to do so themselves.    

  SCORING 

 Score 1 for each Yes answer and O for each No answer, then add up each category. 4 in a category is “Excel-

lent”; 3 is “Adequate”, and 2 means “Needs Improvement.” A score of 1 or zero in  any  category is “Not Ready for 

eBay,” and you should hold off selling on eBay until you have raised your score in this category.  

  There are restrictions on the types of products that may be sold—for example, anything that is 

considered fraudulent, illegal, or harmful, as well as anything that infringes on patent or trademark 

rules. eBay does enforce this policy. For more detailed information about doing business on eBay, 

check the Web site  www.ebay.com  or look at one of the numerous books about eBay, like  eBay for 

Dummies.  

  Although the Web traffic counts for eBay and Amazon are extremely high, a wise entrepreneur 

(even a part-time one) does not rely on customer searches on these sites alone to bring in business. 

The most successful Web entrepreneurs keep using the multichannel marketing approach introduced 

earlier. Getting the name of your online store into newsletters (electronic or printed), newspapers, 

trade journals, blogs, or on mass media (local can be just as powerful as national) can help you pro-

mote your site to potential customers. Increasingly, entrepreneurs are using the social networking 

sites mentioned in Chapter 2, like Facebook, MySpace and LinkedIn, to get the word out to friends 

of your firm as well as potential customers interested in what you or your firm has to say. A quick 

listing of the other places to promote your site is given in Figure 5.5 The Multiple Channels of Busi-

ness Promotion.  

  Figure 5.5 mentions a few other types of sites we have not discussed so far. These include free 

sites like the video site YouTube.com where you can post a video for free, bookmarking sites like 

Digg or Del.icio.us where you can identify Web sites and get these voted on or adopted by readers, 

and opinion sites like ePinions.com, where customers can post opinions about firms, products, and 
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services. There is also a free way to get your name (and your business) known, and that is by mak-

ing informed comments on blogs and discussion forums related to your business. For example, if 

you are selling laptops, key blogs to show your comments might include LaptopBlog.org or Laptop

Advisor.com. 

  There are also several advertising channels that come with costs. Obviously, the traditional ap-

proaches to advertising, like business cards, stationery, printed newsletters, and brochures, cost 

money (although these days you can print just the quantity you need on a good color printer). There 

are also old media approaches which are still important. Local and national newspapers (like The 

 Wall Street Journal ) also have online versions (and online ads). The phone company’s local direc-

tories also often come with an online version, and there is a new group of local aggregator Web 

sites like NewYork.com, which create local directories of members’ sites, most often online, but 

sometimes in print form. 

  Given the cost of getting into e-commerce, especially with sites like eBay, you can’t argue with 

the resulting success stories. Nona Cunane does about $400,000 a year through eBay with designer 

women’s clothing. Adam Ginsberg does nearly $15 million selling billiard tables only on eBay. 39  

eBay is also successful for business-to- business selling. Farmer Joel Holstad purchased a tractor, a 

combine, and a cherry picker for about half of what he expected to pay on eBay’s business Web site 

at www.eBaybusiness.com. 40  

  Home-based business and Internet business are the two core methods of getting started for part-

time entrepreneurs. They can cover a wide variety of retail, wholesale, service, and even simple 

manufacturing situations (like artisans’ work or custom electronics), but there are other approaches 

that offer quickly deployed, low-cost ways to start part-time businesses. Sometimes these approaches 

are next steps for home-based or Internet businesses, but in other cases, these approaches can be the 

first step for a part-time firm.    
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  The Next Best Things to a Home-Based Business  
 Often, business success depends on getting close to the customer—close enough so the customer 

can see you, the entrepreneur, your product, or you delivering your service. As you’ll learn in 

Chapter 11, you can go to your customer (as in the case of a repair service which works at the 

customer’s site) or you can go to a mutually accessible location, like a store. There are several 

approaches closely identified with part-time businesses. Historically, two methods have been 

mentioned most often—home retail (which consists of home parties and door-to-door selling), 

and stands. Today mobile offices and virtual/executive offices are being added increasingly to 

the mix. 

  Home Retail 

 At a home party the entrepreneur arranges a get-together at someone’s home where participants 

can socialize and get acquainted with the entrepreneur and the products or services offered. 

Pioneered by cosmetics firms, most notably Avon and Mary Kay, it is a widely used technique 

with dozens of franchised sales operations using it today. One example is Sheila di Matteo 

who created Parties Victorian, where hostesses throw a party with a Victorian theme, and 

 attendees can purchase Victorian-themed goods and reproductions for their homes and parties. 

Originally, Sheila’s friends recognized her skill at finding Victorian-looking products, and 

asked her to buy goods for them. Sheila turned this into a part-time business and later began 

franchising it. 41  

  The advantages of home businesses are the speed and ease of setup, the low cost of getting 

started, and the ability to do the work away from your home and employer, thus minimizing 

potential conflicts. The disadvantages come from always working “on the road,” lacking a base 

from which you can organize and work, having a highly variable income, and finding ways 

for customers to get in touch with you (although cell phones and e-mail have made a major 

difference). 

  You can arrange sales parties without selling a franchised product. One of the ways to make ar-

rangements with minimal setup is to have the party at someone else’s home. This person in return 

gets a portion of the proceeds in product discounts, products, or cash. You and the host work up a 

guest list, and the arrangements for refreshments and participation presents are agreed to in the early 

stages of the negotiation.   Picking hosts with good contacts and a pleasant home is the key factor 

in party success. Often the opportunity for repeat customers and customers hosting later parties 

presents itself, and it’s a great way to keep sales growing. 

 In door-to-door selling, the retailer goes to the home to demonstrate and sell the product. 

Matching the product to the community is a key factor. For example, it is hard to find good pros-

pects for buyers of seeds if you are working an apartment community.   Think about the income 

and lifestyle of the community with respect to your product. 

  The fundamental success factor in door-to-door selling is closing the sale.  Closing  means getting 

the customer to agree to buy. Amazingly, asking the customer to buy is often all that is needed. If 

the answer is no, the natural comeback is to ask customers what they need to know or have in order 

to buy. If they tell you something they need,   your job becomes trying to meet that need. Meanwhile 

you continue to ask if they are ready to buy. Only if you cannot meet a need do you give up and go 

to the next customer. 42  

  Another variation on the home model is  network marketing  efforts, also called multilevel 

marketing or MLM. These are organized through a parent organization; agents sell in part using 

in-home parties and person-to-person sales. The added twist is that current salespeople are invited 

to recruit additional new salespeople. The recruiter gets a commission from the sales made by his 

or her recruits. Everything mentioned above also applies in network marketing, with the added 

need to carefully check into the parent organization and the terms of the recruiting. The extra cau-

tion is necessary because illegal pyramid schemes are often made to look like legal MLMs. For 

example, where the fees paid by newly recruited network members are paid directly to more se-

nior network members, there is a good chance you are seeing an illegal pyramid scheme. You can 

check with the Federal Trade Commission ( www.ftc.gov ) and the Better Business Bureau ( www.

bbb.org ). 43   

     network marketing  

 An approach to selling in which 

the salesperson recruits custom-

ers to become distributors of the 

product or service to others.    
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  Stand Retail 

 Stand retailing—the roadside, flea market, farmers’ market, or craft fair busi-

ness—is one of the most ancient forms of small business. It is mentioned in the 

Bible, and marketplaces full of stands have been found in virtually all archeologi-

cal digs. Today, stands tend to be either semipermanent ones that remain in one 

place and are built to be sturdy, like a farmer’s roadside stand, or movable ones 

that can be quickly assembled and disassembled for use in farmers’ markets, flea 

markets, and craft fairs. To get started inexpensively, people often start selling 

from the back of their cars or using a folding table or blanket laid out with wares. 

  The advantage of stand businesses is that you can start with little investment. 

Stands can be a box or ground cloth. They also do not require a lot of invest-

ment in inventory. There are a variety of locations where a stand can be set up, 

such as flea markets. Stands can also be quickly established and easily ended as 

a business. Stands vary widely in the products they sell. The disadvantages of 

stands are the variable income they provide; the difficulty of making sure your 

stand and business meet legal requirements such as compliance with registering, 

licensing, and zoning (for help with this look at the section “Exchange: Dealing 

with Others” later in the chapter); the problem of knowing how to price goods; 

and building up a customer base for your stand.      

  While stands can be among the least expensive ways to set up a shop, a 

high-end version exists too. It is the mall cart, if it is on wheels, or kiosk, when 

it is in a fixed location. Carts and kiosks cost between $2,000 and $10,000, 44  

although carts can be rented from many malls. Carts and kiosks are often among 

the most expensive locations in the mall in terms of rent per square foot. A cart 

in a high-end mall like the Mall of America in Bloomington, Minnesota, can go 

for $2,300 or 15 percent of sales a month in rent. 45    Costs include rent (usually a percentage of sales 

with a base monthly rental), mall member fees, and cart design costs. On the other hand, carts can be 

rented for specific periods (holiday seasons, weekends). The advantage of carts and kiosks is that your 

products can be seen by more than 100,000 people a week as they walk through the mall. One idea to 

minimize rents is to consider placing your cart or kiosk away from the high-traffic locations, but near 

specific stores where your most likely customers would come from, for example, putting a trading card 

kiosk near a mall arcade or sporting goods store. 46  

  The key success factor for a stand is having a location where there is enough foot or vehicle traf-

fic to sustain the business. High traffic concentrations are why flea markets, farmers’ markets, and 

craft fairs are popular locales for stands. However, even in these, locations will have traffic levels 

that vary. Try to locate on or near a major walkway, or near the food, entertainment, or major vendor 

areas to get the most traffic. Always make sure to keep your documentation (e.g., vendor’s permits, 

licenses, tax numbers, etc.) handy for checks by police and venue officials. 

  The other success factor is inventory. You might be selling products you make yourself. The 

next best thing is to start with what you know. If you have seen someone’s work and think it would 

sell, ask if you can be an agent or reseller. If you are looking for others’ products to sell, there are a 

host of sources (like wholesalers B2bquote.com and Doba.com) or you can go online to search for 

products or services to resell at the Industrial Resource Network, or at Thomas Register’s online 

site, which has a print version available in many libraries. You can also do a search online for the 

manufacturers of particular products. 47   

  Mobile Offices 

 One recent survey suggested that one in six working Americans worked from their cars or trucks. 

The kinds of jobs that involve face-to-face selling and client services are the ones most likely to be 

done from a car or truck. There are advantages to this approach. There is no rent, and car expenses 

can be deducted from tax returns. It places the entrepreneur close to the customer, and typically 

close to the entrepreneur’s printed materials or tools.      

  The key to a mobile office is a cell phone and a laptop with Internet access and a printer (especially 

one that can be run from a USB port on the laptop). To keep everything powered, getting a power 

● This part-time business worker 

has his finger on the pulse of 

a niche market, capitalizing on 

the limitations experienced by 

people on the streets of New York 

who are hungry for a snack. His 

signs and position on a street 

corner create visibility and boost 

market desire for his products. 

His stand allows him to easily 

move elsewhere as he perceives 

needs. If you were positioning in 

a downtown for lunch and dinner 

traffic, how would you decide 

where to move your cart?
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converter with a lighter plug will usually do the trick. What many mobile telework-

ers initially forget is how important it is to have a comfortable place to write and 

mark up written reports—working behind the wheel gets old fast. Berny Coffee 

was an early entrepreneurial leader in teleworking. A yacht broker in Alexandria 

Bay, New York, Berny manages a network of 35 brokers from his car. The key for 

getting his work done is his cell phone, and a WavBoard wireless router, which 

connects him to Verizon’s EV-DO wireless network from wherever he is located. 

He runs it through a power converter plugged into his cigarette lighter. With the 

router working, he can even ditch his cell phone and call around the world for free 

using Skype. With this approach, Berny was even able to stay in business from 

Florida during a hurricane when people had no electricity and few cell phones 

worked. 48  These days, if you have a 3G or 4G cell phone or one of the 3G/4G wire-

less modems for your laptop, you should be able to mimic Berny’s feat. 

 In terms of the car or truck, make sure it can accommodate you, all your 

equipment and, files, and your telework equipment (and can handle the drain on 

the car’s battery over the long term). It is also important that it provide adequate 

and comfortable accommodations for passengers. You may not drive them often, 

but you are likely to have them in the car for business discussions.  

  Virtual Offices, Executive Offices, and Incubators 

 When stresses in the home are making the home office problematic, but your 

business is not ready for a full-time rental, one approach is to look at outsourc-

ing your office. A virtual office is actually the next step to most business Web 

hosting packages. In addition to handling your e-mails and newsletters, a virtual 

office typically gives you access to your files, as well as Web-based fax ser-

vices and, most typically, full business telephone services including phone trees, 

voice mail services and often additional phone-based services such as reminders, and call forward-

ing based on the time of day. Major players include Regus.com, Onebox.com, and Hq.com. 49  

  Executive offices provide small amounts of short-term space for an office or work area. They can 

be furnished or unfurnished, and provide basic utilities. They often have preferred vendor arrange-

ments for phone services (which may not always be the best deal—keep using your cell phone) and 

low-cost shared services such as copying and telephone answering by a live receptionist. Regus and 

HQ also offer such services, as do InstantOffices.com and IntelligentOffice.com. 

  Another solution you might find interesting is to see if you can rent space in an incubator, which 

was introduced in Chapter 1. Incubators are community-based organizations designed to help small 

businesses. For-profit incubators are very similar to executive office operations, although usually 

with somewhat lower prices. Not-for-profit incubators are often sponsored by universities, eco-

nomic development agencies, or localities themselves. They tend to offer heavily subsidized space, 

shared services like executive offices, and almost always offer on-site expert advice about running 

small businesses. The key online directory for incubators is run by the National Business Incubator 

Association at nbia.org.  

  Doing Business without a Business Organization 

 Artists, artisans, authors, inventors, small-scale manufacturers, collectors of antiques or other col-

lectibles all have one thing in common. They possess something they would benefit from selling. 

Often, these people start small, often part-time, businesses to do that. However, many others prefer 

to stick to their creating or discovering and let someone else handle the selling process. The kind 

of businesses that do this are called a variety of names such as consignment shops, auctioneers, or 

sales agents. 

  Regardless of the name, the basic business model remains the same. The agent (we will use this 

term for the person running the consignment businesses) will take on the product of the creating or 

discovering or manufacturing part-time entrepreneur. Some agents charge a basic fee up front to 

cover initial expenses. Some do not. All agents make an effort to sell the product they were given. 

When sold, the agent gets a portion of the sale price, with the remainder going to the part-time 

entrepreneur who employed the agent. 

● Today cell phones and laptops 

with wireless modems make it 

possible to run your business 

from your car. For a one-person, 

part-time business that wants to 

get close to customers, there is 

no better arrangement. What kind 

of features would you want in a 

car if you were going to use it as 

your primary office?
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  Let’s look at two different types of consignment situations—eBay consignment shops and intel-

lectual property agents. An eBay consignment shop starts with you dropping off your item. The 

consignment shop photographs the item, prepares a description, and posts it on eBay. When the item 

is sold, they ship it to the buyer and send you your share of the sale price. There are several national 

franchise chains offering drop-off consignment services like 877isoldit.com, AuctionItToday.com, 

and SnappyAuctions.com. There are also hundreds of small, independent local consignment stores. 

An excellent listing of eBay drop-off stores can be found at consignmentpal.com. Although there 

is wide variation in pricing, the eBay consignment stores generally charge a percentage (around 

40 percent for the smallest items, with less for larger sales) for their work. 

   Intellectual property  (often abbreviated  IP ) refers to original works like inventions, visual and 

performing art works, books, and computer programs. We will learn about the many ways to legally 

protect IP in Chapter 18, but for now just think about how you might get money for some IP you 

have created. There are a variety of agents who specialize in different types of IP. Experts (often 

lawyers by training) called IP agents usually focus on placing inventions, computer programs, and 

manufactured products with companies willing to pay to add to their complement of new products. 

Sometimes companies will buy competing IP to prevent their competitors from getting it. 

  For works of art, there are a variety of specialized art agents. You have probably heard of book 

agents (also called literary or publishing agents), and there are similar types of agents for designs 

and paintings. Recall the story of Aaron McGruder which started this book? Once he learned how 

hard it was to place a cartoon strip with newspapers and get a good deal doing so, he found the best 

artist agent he could to find the most motivated seller possible to help him structure a deal that got 

him the money, ownership, and editorial control he wanted. 

  Regardless of the type, you can find listings of agents through a Google search using the terms 

given above. Finding the right agent for you requires some additional research. While an agent close 

to where you live means you would be able to meet face-to-face, local agents may lack the contacts 

in the major corporate, manufacturing, media, or artistic centers where your work could get its best 

offer. Some suggestions for how to find a good agent include:

●    Checking out the agent’s biography and track record, as well as searching for articles confirm-

ing their accomplishments.  
●   Often there are a couple of local lawyers in the nearest big city who have experience dealing 

with agents from the major cities. It may be possible to get referrals from them.  
●   Don’t be afraid to write someone in your field whom you respect and ask for their recommen-

dation. They know a bit about their business, and may be able to give you some direction.  
●   Often faculty in your college or university may have experience with, or connections to, 

agents. Look for faculty who have done any mass media work (best-selling books, national 

TV, movies or radio, nationally sold designs or works of art, and faculty with patents, etc.).    

  In all forms of consignment relationships there are a few things you should always consider. For 

any consignment, make sure there is a written contract outlining what the consignment agent will do 

to sell your product, what the costs and fees are, and how they get paid (some will come out of the 

selling price, others may be paid up front). It is also crucial to have a clear description of the product 

and any variations, parts, pieces, and manuals included. For physical products and works of art, the 

description should mention the condition of the items and any blemishes—photos help. 50  

  The advantage of consignment approaches is that they permit full-time sales with only a part-

time involvement from you, low setup cost, a low risk level, and the flexibility that comes from the 

variety of consignment agents and agencies available to you. The disadvantages can include little 

effort being put forth to sell your product, high potential for competing offerings, long amount of 

time before payouts, and lower profitability because of agent’s fees.    

  Success Factors for Part-Time Businesses  
 Research indicates that most service and retail firms typically start out as a hobby. 51  There are many 

different ways to start a part-time business. Consider for example the way Courtney Hennessey got 

CodiJewelry going. The BRIE model introduced in Chapter 1 can point out many of the key factors 

     intellectual property (IP)  

 Property coming from some sort of 

original thought, for example, pat-

ents, trade secrets, trademarks, 

and copyrights.    

LO4

  Understand what it 

takes to be successful in 

part-time entrepreneurship.
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you need to think about. Intention is usually where part-time businesses start in the BRIE process, 

and we talked about key resources—such as inventory or competencies—earlier. Let’s go further to 

address the other two other aspects of the model for part-time businesses: boundary and exchange.  

  Boundary: Separating and Balancing Business and Home 
 Time is central to balancing home and business. It is important to organize a business around a 

schedule that makes sense for you. Internet-based businesses let you work any time that is conve-

nient for you. For Courtney, having time during Christmas break was critical. Operating on week-

ends at roadside stands or at flea markets or farmers’ markets is the best way to structure time that 

is convenient for you and your customers. 

  Either way, time management, as discussed in Chapter 3, is the crucial skill for juggling your 

part-time business and the rest of your life. The key device for managing time is the to-do list. To 

be effective, the list needs to be with you at all times. You can get by with a small notepad, or can 

go for preprinted organizers, such as those from Day-Timer or Franklin Covey. You can even go 

electronic, using a personal digital assistant like a Palm PDA or cell phone with calendar and to-do 

list capabilities built in. 

  When using a to-do list, be sure to list the key information such as due dates and contact informa-

tion if it applies. Most entrepreneurs find that it also helps to prioritize the list. One of the simplest 

ways to do this is 1-2-3 ordering. Those activities that are absolutely essential to your business or 

life are coded 1. Those that are current but of lesser importance or that can be rescheduled if neces-

sary are assigned a 2. Activities that you want to do when you have some extra time or that have due 

 SMALL BUSINESS INSIGHT 

 Courtney Hennessey of CodiJewelry.com did not intend to go into the jewelry business. 

It just grew. During Christmas break of her junior year at Saint Louis University, Court-

ney decided to make stretchy crystal bracelets for her friends as holiday presents. When 

she left the bead store, she had another problem—she had spent $400 on beads and 

string, and she needed to make the money back before her father found out. Courtney 

became a walking ad for her bracelets and sold them throughout the holiday, including 

at a family wake. Eventually the business grew to have in-person and online retail sales 

as well as wholesaling to stores, including Neiman-Marcus. Eventually Courtney won a 

Global Student Entrepreneur Award for innovative thinking. 

 Courtney Hennessey and CodiJewelry 

●     Courtney Hennessey, the 

founder of CodiJewelry.com, 

began her small business part 

time out of the necessity to 

recover her Christmas gift-

making costs. Like many others 

highlighted in this chapter, her 

part-time business afforded her 

the chance to earn a reasonable 

profit while carrying on with her 

other life priorities.  
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dates far in the future get coded as 3. Typically, owners keep a to-do list of 6 to 20 items per week, 

and they reprioritize on a daily basis. 52  

  For people with a part-time business, the to-do list includes items from business and personal life. 

For students, tests are probably a 1 priority. For parents, children’s extracurricular activities are also 

1s. Often family and personal lives make demands that put business and the rest of life in conflict. 

  Having some general rules to help sort out these conflicting demands helps. Fred Kiesner, an 

entrepreneurship professor at Loyola Marymount College suggests six key ideas: 53  

1.    Do not waste time complaining; do something about a problem.  

2.    Do not aim for perfection; “good enough” really is good enough.  

3.    Do not dwell on the past; just plan to do better next time.  

4.    Minimize your time spent in meetings, or schedule meetings to be short.  

5.    Schedule and protect quality time with your family.  

6.    Schedule and protect some time for yourself to have fun.    

 The majority of part-time businesses are based in the home. The business takes space, uses resources 

the family also uses, and generally places stress on the household. Keeping a clean boundary, like an 

area known as the “business corner,” helps make sure that family and business are protected from 

each other.  

  Exchange: Dealing with Others 
 There are two key groups outside your business with whom you must deal—government and cus-

tomers. Even part-time businesses have to deal with government, and three issues pop up repeatedly: 

registration or licensing, taxes, and zoning which was discussed earlier in this chapter. For businesses 

run from a home or commercial venue like a fair or consignment shop, most states and localities 

require some form of  registration,  but the requirements vary so it is important to check. The U.S. 

government has a Web page with links to state registration information at  http://www.business.gov/

states/ . Click on the “State & Local” link and then pick your state. Look for “Get a Business License” 

under the “How Do I . . . ?” section. 54  You can see how to do this at the Online Learning Center. It 

is also important to check whether your business needs special  licensing.  For example, home-based 

beauticians need state licensing, and in many states home-based day-care providers need to get spe-

cial registration and, in some cases, licensing. 

  Even when you do not have to register a business, you need to keep track of your sales in order to 

pay your income taxes later. Although taxes are discussed in Chapter 13, it is useful to mention here 

that you want to keep track of your costs, too, because if you itemize your deductions on Schedule 

C, you can deduct your costs from your income (and a lower income means lower taxes). In many 

states and localities, you must also pay sales taxes, and these often need to be kept in a separate bank 

account and tracked as well. Often, flea markets and craft fairs include temporary local tax numbers 

in the booth rentals, but it is important to check.    

  Pricing and Costing  
 Because exchange is the way businesses make profits, it is important to price your goods or services 

to make profits likely. Folks working part time can be prone to underestimate their costs. Using 

things found around the house or neighborhood or not adequately considering the cost of the time 

you contribute are typically what lead to underestimating the cost of a product or service. Taking 

some time to think through the real cost of your product or service is critical to your success. Central 

to figuring the real cost is recognizing that your own time has value. When you price your product 

or service to pay yourself what you could get working part time for someone else, then you have 

achieved a real milestone on the road to growing your business. 

  Pricing is also often seen as a challenge by part-time businesses. Even if the business is part time, 

that does not mean the prices have to be cut-rate. One good way to get an idea of realistic pricing 

is to price competitors’ offerings. Doing some window-shopping in person, via catalog, or on the 

Internet is the classic way. Once you know the kind of price your product or service can get and once 

you know your costs, then you are in a great position to know the kind of profit it’s possible to make 

in your business.   

     registration  

 Information provided to the gov-

ernment concerning the existence 

of, name of, nature of, and contact 

information for your business.    

     licensing  

 Documented permission from the 

government to run your business.    
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  What Are the Challenges of Being 
an Entrepreneur Part Time?  
 Four aspects of part-time entrepreneurship are very different from full-time business. Gaining le-

gitimacy and trust among customers is discussed in Chapter 2. Three other key aspects remain: 

determining what you are able to delegate, the special ethical challenge that comes from juggling 

part-time entrepreneurship and other work, and the challenge you face when you try to move from 

part-time to full-time entrepreneurship. 

  Delegation and Outsourcing 
 For part-time entrepreneurs, time is the ultimate resource. While the most successful entrepreneurs 

in high-growth ventures are those who learn to get and leverage other people’s money (OPM), for 

entrepreneurs in part-time businesses the key is leveraging other people’s time (OPT). There are two 

major ways to do this—delegation and outsourcing.  Delegation  happens when you assign work to 

those over whom you have power, usually people you employ, those volunteering to help you out, 

or family members. When you employ outsiders who are not your employees to handle all or part of 

a functional area of your business, it is known as  outsourcing.  

  Delegation makes sense in two situations. The first is when others can do things better than you. 

For example, an entrepreneur who is a wizard at sales may be totally lost doing the books. The sec-

ond is when you want your business to operate when you are not present, or operate in two places 

at once. If you have two people working in a store, you could be selling to two customers at once. 

Done well, delegation frees the owner to pursue those things that make the biggest difference in the 

business—key sales, strategic thinking, negotiating, or inventing. It is a powerful concept, and there 

are several tips that can help make any delegation effort more successful. 55  

●   Start delegation with simple tasks to get you and your employee used to the process.  
●   Match the task to the person with the best skills and attitude for it.  
●   Be specific about what outcomes you want from their work.  
●   Solicit questions from your employees about the delegated work.  
●   Attach a motivating outcome to the delegated work—a chance to learn new skills or dem-

onstrate leadership, increased visibility, or an opportunity to see more of the business or its 

customers.  
●   Allow time for the employees to learn the task and correct the inevitable early mistakes.  
●   Give employees feedback about their performance soon after they start.  
●   Hope for perfection in performance, but be satisfied with good enough.  
●   Once delegated, do not take responsibilities back. When problems arise, remedy them, rethink 

your approach, and retrain the employee.    

  Delegation is not for everyone and every situation. It makes the most sense when you have peo-

ple who are good at their jobs and trustworthy, but with some additional steps, delegation can work 

in less than optimal situations. Even with these tips, being able to delegate depends on the owner’s 

ability to trust others and on the quality of the people to whom the owner can delegate. When del-

egation is essential but it is hard to trust employees, checking up on an unpredictable schedule helps 

keep the employees on their toes and provides maximum assurance to the owner. When trust is 

high but employees lack skills, the owner should allow time to train them and monitor their work—

frequently at first, but less often as they prove they know their jobs. 

  As noted earlier, when you employ outsiders who are not your employees to handle all or part of 

a functional area of your business, it is known as outsourcing. The most popular types of outsourc-

ing among small businesses are shown in Table 5.3. 

  In the nineteenth and twentieth centuries, the idea behind automation was to save time. If you can 

get a computer program or another company to do work instead of you, you save time, and that is 

good. Table 5.3 shows that the most technical aspects of a business—issues such as law, computers, 

or financial records—are the areas in which outsourcing is most likely to occur. This provides some 

insight into how to think about outsourcing. In areas in which expertise is hard to come by, changes 

frequently, or is an important support to the functioning of the firm, it makes sense to outsource. The 

LO5

  Learn how to optimize 

delegation and outsourcing.

     delegation  

 The assignment of work to others 

over whom you have power.    

     outsourcing  

 Contracting with people or com-

panies outside your business to do 

work for your business.    
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What Do Small Businesses Outsource?56TABLE 5.3

Legal issues, 78% Sales

MIS Advertising and marketing, 37%

Web site hosting, 70% Finding new customers, 29%

Computer technical support, 57% Public relations, 21%

Web site design, 55% Customer service, 6%

Database management, 18% HRM

Accounting and Financial  Payroll, 26%

Accounts receivables, 50% Recruiting and hiring, 20%

Financial advice and management, 48% Training, 16%

Bookkeeping and accounting, 30% 

Collections, 27% 

SMALL BUSINESS INSIGHT

Bibby Gignilliat has bounced from job to job. She was a programmer, bookseller, travel agent, bike tour guide 

leader, public relations representative, and marketing manager before she started as a cook teaching for 

HomeChef and later on San Francisco television. Her prior skills equipped her for a special project, using cooking 

as part of a team building exercise for a group of lawyers, and later for a group of 40 businesspeople. This led to 

the idea for Gourmet Gatherings, which provides culinary entertainment “designed to inspire conviviality, cama-

raderie and confidence in people who appreciate good food.”

 Armed with a strong network of contacts, Bibby partnered with longtime friend Shannan Bishop (their fathers 

were partners in a brokerage business). Bibby’s varied experience had an interesting side effect—she knew all 

the kinds of work she did not want to do. So she and Shannan outsourced every function of the business except 

the recipes, menus, and leading the gatherings. Their financial, marketing, legal, and Web work were all out-

sourced. They describe their role as “conducting a symphony of specialists” and argue that they could never have 

grown if they had to do everything themselves. Besides, it was the cooking that was fun, not the bookkeeping.

Gourmet Gatherings58

other key idea for outsourcing is to never outsource what  defines your distinctive competence , what 

you think makes your business unique. Consider the example of Gourmet Gatherings. 

  Gourmet Gatherings’ “symphony” suggests the kind of careful involvement and oversight needed 

to make outsourcing work. Activities that are central to the strategy of the business, like cooking 

and running the cooking groups for Gourmet Gatherings, stay inside the firm. Activities that are not 

strategically critical are outsourced, especially when they can be done better or more cheaply by 

outside firms.  

  Making Do When You Are Starting Out 
  Bootstrapping —finding a low-cost or no-cost way to do something—is a popular approach for all 

businesses and essential for part-time firms. It is especially important for firms early in their lives 

because one of the major threats to the survival of firms is  undercapitalization . 57  Running out of 

     bootstrapping  

 Using low-cost or free techniques 

to minimize your cost of doing 

business.    

LO6

  Learn the benefits of 

bootstrapping.

     undercapitalization  

 Not having enough money avail-

able to the business to cover 

shortfalls in sales or profits.    

Source: Dun & Bradstreet (2002).
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money before the business is self-supporting is a major threat. This can come from a shortage of 

cash in the business or even from a shortage of cash in the owner’s personal life, since for small 

businesses starting out the two are often drawing from the same resources. 59  The key ideas of boot-

strapping are simple: 60  

●   Do without as long as you can.  
●   Cut your personal and business expenses to the bone (e.g., no salary, work from home).  
●   If you need something, see if you can get it for free (like help from SCORE or former profes-

sors), borrow it, barter your time for it, or rent it before you buy it.  
●   If you need to buy outside services, consider offering  equity  instead, but be stingy with this.  
●   Before you buy, see if you can substitute a lower-cost alternative (e.g., a printing calculator 

and lock box instead of a cash register).  
●   If you buy, buy used or at a deep discount, and always ask if you can stretch out your pay-

ments to minimize cash flow.  
●   If you need money, borrow it from yourself first, then from family, then friends, and after that 

banks, credit card advances, and finally, credit companies, in that order.  
●   If mortgage rates are low, consider first or second mortgages to put money into the business, 

if you are comfortable risking your house.  
●   To minimize debt, use a cash card like American Express, which requires repayment in 30 

days, instead of a credit card.  
●   When you use a credit card, limit purchases and keep your credit balance as clear as possible.  
●   And always, always keep track of your cash!    

  One key to making bootstrapping work is leveraging low costs with free expertise. One way to 

do this is to set up an advisory board. Andy and Chad Baker, founders of the CashCard Coupon 

Company, recognized the value of seeking advisers and were surprised at how easy it could be to 

find experts interested in helping a fledgling business. 

  The Baker brothers were able to obtain lots of help from advisers while keeping their business 

small. There are many people from whom you can get free expertise for your part-time business, 

such as: bankers, insurance agents, trade and professional association officers, former or retired 

entrepreneurs, and public business development organizations such as your local SCORE or Small 

Business Development Center. In Chapter 2, Skill Module 2.3 gives you the specifics for success-

fully getting others to help you. 

  One area of bootstrapping which is growing quickly is the availability of high-quality free soft-

ware useful for small businesses. For example, 37signals.com got started using free open source pro-

grams to build applications such as a project management program, which they offered for free over 

the Internet. Today, a small start-up can get even more of the tools it needs for free. Look at Table 5.4  

and the Online Learning Center for examples. Note that in many cases you can use Web-based pro-

grams (using an Internet connection) or have the free programs reside on your personal computer. 61  

  For more free software explore the Free Software Directory project ( http://directory.fsf.org/ ) 

and sourceforge.net. Note that free programs and Web sites often have limited support. However, 

many offer help files and discussion groups, and some offer e-mail support if you can wait a day or 

more. If you choose a free program, consider picking one which offers pay-as-you-go support as an 

option, or better yet, bootstrap help by picking software or Web sites already used by friends.   

  Ethics and Part-Time Small Business 
 It is impossible to gain legitimacy for your small business if your ethics are in question. There are two 

situations in which part-time entrepreneurs are particularly at risk: moonlighting and aggrandizing.  

  Moonlighting 

 Often, the most successful small businesses build from the business expertise and personal contacts 

of the entrepreneur. However, managing this without offending your current employer, or getting 

into legal or contractual trouble, is not easy. Working on your own part time after your regular job 

is called  moonlighting,  and it poses particular risks. 

     equity  

 Ownership of a portion of a 

business.    

     moonlighting  

 Working on your own part time 

after your regular job.    

LO7
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challenges of part-time 

entrepreneurship.
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TABLE 5.4 Essential Free Software and Web Services 
for Small Businesses

 Open Source* Web Based

Basic Business Suite  Openoffice.org ThinkFree.com

(like Microsoft Office)

Project Management  OpenWorkbench.org Basecamphq.com

(like Microsoft Project)

E-mail (like Outlook) Mozilla Thunderbird Zimbra.com

Knowledge Management  Open-eis.com Mediawiki.com

(like PeopleSoft)

CRM—Customer Relationship  SugarCRM.com  Freecrm.com

Management

Social Networking Elgg.com LinkedIn.com

Financial Projection Creation Exl-Plan Free  Vpspro.com

 (http://www.planware.org/exlfree.htm) 

Accounting Program  Grisbi.org, Turbocashuk.org,  None yet

(like Quickbooks) freeaccountingsoftware.net 

PDF File Creation  Openoffice or Pdfcreator  Pdfonline.com

(like Adobe Acrobat) (sourceforge.net/projects/pdfcreator/) 

Desktop Publishing  Scribus.net None yet

(like Adobe Pagemaker)

Paint Program  paint.net (get it at getpaint.net) None yet

(like Adobe Photoshop)

 SMALL BUSINESS INSIGHT 

 Andy and Chad Baker operate a business called the CashCard Coupon Company. Initially selling advertising to 

businesses in Bloomington, Indiana, the company manufactures distinctive signs predominantly for restaurants 

and bars. Just after starting their business, they sold some products to Rodney Wasserstrom, a Columbus, 

Ohio, businessman, but their delivery times were very slow. Because they were feeling bad about their service 

to him, Andy and Chad sent him an explanatory letter along with free coupons to a trade show—not realizing 

that Mr. Wasserstrom was owner of a nearly $250 million business in Ohio. Getting a huge kick out of the letter, 

Wasserstrom became both a great customer and a mentor with unparalleled marketing experience. Since that 

time the Bakers have received mentoring help from others—in one case two brothers that they read about in 

an article in  Inc.  magazine. Having gone to the same college as these brothers, the Bakers had an immediate 

connection. The Bakers note that they “always seek out the best people in a given field when [they] get involved 

in that field.” They note that if “you are not aware of anyone to advise you, just contact your local Chamber of 

Commerce or pick up a newspaper. We have found that simply sending a letter explaining that you are interested 

in some advice normally elicits an ‘I would be happy to meet with you’ response.” 

 CashCard Coupon Company 62  

*All open source software offer versions which will run under Microsoft Windows.



146 PART 2 Small Business Paths & Plans

  The major concerns are conflict of interest, cannibalizing sales, and poisoning the well. Conflict 

of interest crops up when people do work for their part-time business while they are at their full-time 

job, blurring the boundary between them.  Conflicts of interest  happen when what is best for your 

part-time business is different from what is best for your full-time employer or when people cannot 

be sure which of the two firms you represent. The key is to keep your full-time and part-time jobs 

clearly separate. For example, do not contact customers of your part-time business when you are at 

your full-time job. 

   Cannibalizing  means taking business away from your employer. This can come from your tak-

ing sales away from your employer or taking working hours away to do your own business. This 

is a real problem if your part-time business is similar to your full-time occupation, for example, if 

you are a painter for a building contractor in your day job and do similar sorts of painting as your 

part-time moonlighting enterprise. In such cases, the usual course is to get your employer’s approval 

at the start. This, however, may be easiest to get when the kinds of work you are doing, or the kind 

of clients you have, are  not  like those at your day job. In fact, it is often possible to get your boss 

to refer customers to you when they fit your type of schedule, pricing, or type of work a little better 

than that of the bigger enterprise. 

   Poisoning the well  refers to creating a negative impression among your employers’ customers. 

If you use your business contacts through your day job as the basis for your part-time self-employ-

ment, you will inevitably find some customers who do not want to hear your sales pitch. If, because 

of this, they tell your employer they are less likely to buy from him or her, your part-time business 

has hurt the full-time one. The traditional work-around for this is to develop a separate customer 

list without names from your full-time job and then wait for your employers’ customers to ask you 

about this other business they hear you’ve started.  

  Aggrandizing 

 For a part-time small business, achieving legitimacy and business respect can become a driving 

force. Occasionally, the entrepreneur sees an opportunity that is possible, but a stretch. If it looks 

like a stretch to the customers, the entrepreneur may start thinking about making the firm seem 

bigger, more substantial, or more capable than it really is. This misleading impression, called 

  aggrandizing,  can spell the death of a firm if discovered at an inconvenient time. As discussed 

below, this was the lesson Jeremy Barbera encountered in the early days of his business. 

  Jeremy Barbera “got away with it.” He lied quickly and easily, no one checked up on his firm, 

and he was able to meet his obligations. However, if his aggrandizing had been exposed before he 

could prove himself, he would have lost all credibility. Jeremy says that an entrepreneur has to take 

risks to get ahead. When Jeremy started his firm, checking up on a firm required time-consuming 

investigations or credit reports, so Jeremy’s risk was perhaps not so great. Today, with credit re-

ports and business directories available online in seconds, the potential for being found out is much 

higher, and the risk is greater.  
  The most typical form of aggrandizement is implying that a firm is a full-time one when it is 

only part time. Recall from Chapter 2 that it is hard for a part-time firm to achieve the legitimacy 

of a full-time firm, and there can be a strong temptation to make the firm sound like it is a regular 

nine-to-five business. Remember that in the end, however, the biggest risk is that of losing the trust 

of your current and potential customers. In a small business, especially a part-time one, the owner  is  

the business. If you cannot trust the owner, you cannot trust the firm.  

  Moving from Part-Time to Full-Time Entrepreneurship 
 Some people start their businesses part time with hopes of moving to full-time operations when the 

time is right. For them, landing a major contract or sale may be the financial and marketing indica-

tor of the right time. Others start part time and want to stay that way, and they can face challenges 

when they achieve success. The strains of producing goods or services for a voracious market can 

make staying part time difficult. 

  In deciding whether to make the move to full time, the key question is usually financial. If you are 

already employed full time somewhere else, the move to full-time entrepreneurship means taking a 

close look at your financial situation. Can you afford to go on your own? This means having enough 

     conflict of interest  

 A situation in which a person faces 

two or more competing standards 

or goals.    

     cannibalizing  

 Taking business away from your 

employer.    

     poisoning the well  

 Creating a negative impres-

sion among your employers’ 

customers.    

     aggrandizing  

 Attempting to make your business 

or yourself seem more accom-

plished or grander than reality.    
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to cover personal and family expenses (typically for six months), as well as business expenses. 

There may also be new costs, as you scramble to replace employer-provided health insurance. 

  The way to determine the financial situation of a business is through crafting a business plan such 

as the one you will learn about in Chapter 8. Having a business plan helps you work out all the major 

details of the business and how you plan to organize it as you are growing it. For example, Nancy 

Bombace of Mill Valley, California, took the time to do a business plan before taking her part-time 

honeymoon registry service, HoneyLuna, full time. By doing the plan, she learned she needed to keep 

her full-time job and run HoneyLuna on the side to make ends meet. 64  In addition, bankers, lawyers, 

big corporate customers, consultants, and potential investors will ask you for your business plan, so 

it makes sense to do one to show you have done your homework in starting a full-time business. 

  There are several ideas to keep in mind to help in this transition. First, it often makes sense to 

wait until there is a solid income likely for the business before moving over to full time. Second, 

make use of any transition services your former employer offers, such as COBRA health coverage 

(look at  http://www.dol.gov/dol/topic/health-plans/cobra.htm  to get information on this from the 

U.S. government). Third, recognize that initially at least you will spend nearly all your time running 

and marketing the business, so it makes sense to change over when your family and personal obliga-

tions are at their lowest and support from family and friends is at its highest. 

  Often people move into full-time entrepreneurship by building their part-time work to longer 

hours, until they have, in effect, two full-time jobs. Done this way, sleep, family, and personal time 

take a hit, but as a financially secure way to operate, the two jobs approach is great when done for 

short periods. 65  

  Like the work of Nancy Bombace, Jeremy Barbera, Pamela Williams, Sheila di Matteo, Court-

ney Hennessey, or Kathryn Otoshi, part-time entrepreneurship is around you all the time. Millions 

of people are working at part-time businesses of their own. Whether in retail or wholesale, selling 

service or products, they or their wares are in our stores and our markets, on our streets, and in our 

homes. Part-time entrepreneurship is important because it gives people a chance to learn the ropes in 

business and to test out their ideas. It also is often the only way people can engage in entrepreneur-

ship amid their other responsibilities. Part-time entrepreneurship is important as a test bed for starting 

full-time, larger firms and as a means of self-reliance and self-expression. However, as long as a few 

minutes online or simply saying, “I can do that for you” to a neighbor is all it takes to start a part-time 

business, it will remain an option that lots of potential entrepreneurs are certain not to overlook.      

 SMALL BUSINESS INSIGHT 

 Trained as a physicist and employed by NASA, Jeremy Barbera started Metro Services Group as a part-time 

business on his kitchen table with his “partner,” his mutt Luka. Of the $900 he invested in the business, $200 

went to rent a Madison Avenue mailing address at a local incubator to help his business look more professional. 

Selling direct-marketing services to financial and entertainment firms, Barbera was a one-person operation, but 

he consistently stretched the truth. For example, he used “we” and “us” when talking about the firm. He would 

promise a prospective client to have his secretary type up the proposal and courier it over before 5 P.M., but it 

was Jeremy who did both. 

  This once came close to backfiring. Jeremy had delivered the proposal in the afternoon, dressed as a delivery 

person, and reappeared the next morning for the follow-up meeting with the CEO, this time attired in suit and tie. 

An alert security guard informed the CEO’s office that the delivery man claims to have a meeting with the CEO. 

Jeremy told the guard and CEO that the delivery man was his brother, down on his luck. Jeremy’s favorite line 

was, “It all depends on the light you portray yourselves in.” Jeremy made MSGI look bigger than it was until it 

landed its first contract—with American Express. 

 Metro Services Group Inc. 63  
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  CHAPTER SUMMARY 

 Know when and why part-time entrepreneurship 

makes sense. 

●   It makes sense when you need to gain basic experience.  

●   It makes sense when you lack the resources for a full-time 

business.  

●   It makes sense when you face a narrow window of opportunity.    

 Discover the three key considerations for assessing 

part-time business approaches. 

●   Part-time entrepreneurs typically want a low cost to start the firm.  

●   Part-time entrepreneurs typically want a short time to start the 

firm.  

●   Part-time entrepreneurs typically want a firm to appear 

permanent.    

 Learn the major paths to part-time 

entrepreneurship. 

●   Home is where most part-time businesses start.  

●   Care for preparation of your home office and family are essen-

tial to home-based business success  .

●   For almost all part-time businesses, having an effective Web 

site is key.  

●   Web sites can be informational and/or e-commerce in purpose.  

●   E-commerce can also be done through eBay or similar sites.  

●   Key issues are optimizing visibility and managing the payment 

process.  

●   Home retailing includes shopping parties, door-to-door selling, 

and network marketing.  

●   Key issues for home businesses include having a good hostess 

for shopping parties, or a solid technique for closing sales in 

door-to-door selling.  

●   Stand-based businesses include roadside stands, flea markets, 

farmers’ markets, and fairs.  

●   Key issues for stands are location, where traffic is high, and 

having adequate inventory.  

●   It is possible to make money without opening a business by 

using the consignment process through shops or specialized 

sales agents.  

●   The key for success in using the consignment process is hav-

ing your product presented to the right market.    

 Understand what it takes to be successful in part-

time entrepreneurship. 

●   Use the BRIE model to help identify key boundary and 

exchange issues.  

●    Boundary —you need to manage your time carefully and keep 

business and home separate.  

●    Exchange —you will need to register with the government, pay 

your taxes, and comply with zoning regulations. You will also 

need to keep careful track of your costs including the cost of 

your own time.    

 Learn how to optimize delegation and outsourcing. 

●   Delegation is getting others to do your work. It can help an 

entrepreneur to get more done.  

●   Managing the delegated work and the people performing it is a 

key challenge for the entrepreneur.  

●   Outsourcing is paying experts to take on the functional tasks of 

your business.  

●   You may outsource to experts anything but the tasks that make 

your firm unique.    

 Learn the benefits of bootstrapping. 

●   Bootstrapping means making do with little or no money.  

●   Keep your costs down, do without, borrow instead of buy, buy 

used or at a discount, and check out the other bootstrapping 

techniques listed.  

●   Bootstrap expertise by creating an advisory board.    

 Learn the ethical challenges of part-time 

entrepreneurship. 

●   The two ethical challenges of part-time businesses are moon-

lighting and aggrandizing.  

●   Moonlighting can result in cannibalizing sales from your 

employer or poisoning the well by making your employer’s 

customers angry.  

LO1

LO2

LO3

LO4

LO5

LO6

LO7
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●   Aggrandizing can happen when a part-time firm tries to pre-

sent itself as a full-time one or a bigger one than it really is.    

 Find out about the challenges of moving from part-

time to full-time entrepreneurship. 

●   The key challenges of moving to full-time self-employment are 

mainly financial.  

●   Do a business plan to assess your financial situation in the new 

business.  

●   When you make the move, do it when support from your family 

and previous employer are at their strongest.  

●   Consider increasing part-time work hours until you are working 

at two full-time jobs, and then quit to devote your full time to 

your firm.     

LO8

  KEY TERMS  

  part-time self-employment, 120  

  full-time self-employment, 120  

  volatility, 120  

  cost to start-up, 121  

  time to start-up, 121  

  permanence, 121  

  zoning laws, 123  

  covenants, 123  

  variance, 124  

    e-commerce, 126  

informational Web site, 126  

  business-to-consumer (B2C), 126  

  business-to-business (B2B), 126  

  consumer, 127  

  blog, 127  

  RSS feed, 128  

  tweet, 128  

  multichannel marketing, 128  

  reciprocal links, 128  

  search engine optimization, 128  

  sponsored link, 128  

  reverse auction, 131  

  reserve price, 133  

  network marketing, 136  

  intellectual property (IP), 139  

  registration, 141  

  licensing, 141      

  delegation, 142  

  outsourcing, 142  

  bootstrapping, 143  

  undercapitalization, 143  

  equity, 144  

  moonlighting, 144  

  conflict of interest, 146  

  cannibalizing, 146  

  poisoning the well, 146  

  aggrandizing, 146    

  DISCUSSION QUESTIONS  

1.   What are the three situations in which it might make more 

sense to go into business part time rather than full time?  

2.   If you were going to start a home-based consulting business 

in a dorm room what do you think would be the greatest chal-

lenge to face? What about if you were starting the same busi-

ness from home?  

3.   The two major types of business Web sites are informa-

tional and e-commerce. What are the differences between 

them?  

4.   Is it possible to sell products on eBay without having an online 

store? What would be the advantages and disadvantages of 

doing so?  

5.   How would you use multichannel marketing to promote your 

part-time businesses? If you had to use one of the nonfree 

approaches, which would you choose and why?  

6.   What are the differences between party and door-to-door 

retailing?  

7.   When managing your time using a to-do list, how do you go 

about prioritizing the list? Why?  

8.   What kinds of tasks do small businesses most often outsource? 

Why do you think they are popular tasks to give to others?  

9.   Of the two ethical problems prevalent to part-time small busi-

nesses (moonlighting and aggrandizing), which do you think is 

the biggest problem for entrepreneurs? Why?    
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  EXPERIENTIAL EXERCISES  

1.   Search for art fairs in your area using Google maps. In the 

search box type “art fair” (leave off the quotes when you type) 

and the city and state you are checking on. When you look at 

the results, try the links for category searches to see if you get 

a narrower set.  

2.   Check the kind of licensing you need for a part-time business 

in your state. Go to  www.business.gov  and click on “Register, 

Licenses & Permits.” Type in your business’s zip code or city 

and state and use the drop-down box to get the type of busi-

ness. Note that there are several different types of permits, 

licenses, and certifications needed from nearly every level of 

government.  

3.   Research pricing your product or service electronically. Go to 

eBay.com (if you are selling a product) or eLance.com (if you 

are selling a service), and enter the term for your product or 

service. From the resulting list, note the offerings that most 

closely match yours and check the prices posted. If possible, 

look for recent sales or contracts for your offering to see what 

people paid for the goods or services.  

4.   Create your own first-pass customer base. List family mem-

bers; friends; people you know from religious, fraternal, civic, 

and school organizations; and people who provide you goods 

and services. Look at the list again and select five people who 

you think are most likely to know the kind of person you would 

imagine would make your best customer.  

5.   Create a to-do list for the upcoming week using the technique 

described in the chapter. Prioritize your tasks using the 1-2-3 

method, and use the list for a week. Ask yourself if you felt 

having the list helped you remember better what you had to do 

and if it helped you better decide what to do and when to do it.    

www

www
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  MINI-CASE 

 TIM HAYDEN’S LAST VACATION 

 In the four years since missing St. Louis Cardinal Mark McGwire’s 70 th  home run in St. Louis’ Busch Stadium 

in 1998, Tom Hayden had been toying with the idea of creating some sort of electronic device to let people 

attending a sports event enjoy the same sort of video and informational graphics that people who watch the 

game at home enjoyed. He even figured out the technology needed. He would use a PDA with Wi-Fi capabili-

ties, “hardened” through its construction and tough case to be able to withstand liquids and the kind of rough 

handling you would expect among spectators at a sporting event. He would call it SkyBOX. In his spare time, he 

pursued the SkyBOX idea with sports managers, advertisers, computer people, and with everyone he met. 

  A tech-savvy marketing manager by trade, Tim knew what the user interface would look like. Having no 

budget for his part-time business, he had to talk friends into putting together a flash graphic of what his ser-

vice would look like. (You can see the graphic on the Online Learning Center.) He had also thought about how 

he could make money with SkyBOX, and how he could get the major sports leagues to support SkyBOX. 

  Meanwhile, he continued his day job as the director of marketing and sales for a local advertising firm. 

He knew to make SkyBOX work he would need to leave his employer, but he wasn’t sure how to decide. He 

was making good money and liked his work, but he was also likely to get moved from straight salary to more 

of a commission basis to help grow the business. He had a girlfriend. A lifelong St. Louisan, he had an active 

social life with his friends. He was close to his family, and they lived nearby. 

  The moment of truth came during a vacation Tim and his parents took in the summer of 2002 to visit 

family in Florida. Trading introductions around a pool, the man to Tim’s right turned out to be the entrepre-

neur who founded the multimillion-dollar Val-Pak mailer business, Terry Loebel. Hearing about SkyBOX from 

Tim, Terry was relentless: “What’s your business model?” “What’s in it for the league and teams?” “Are you 

the right person to carry this off?” Under the hot sun, beers in hand, Tim and Terry went back and forth. In 

the end, Terry gave Tim a look that said, “You done good kid.” A little while later, Terry left. 

  For the rest of the afternoon, Tim kept thinking, “I did it. I really did it!” He held his own and showed his 

business off well enough to impress a very successful entrepreneur. He knew his business, and he knew his 

stuff. Maybe he was ready to go for it full time. 

  Over dinner, he mentioned his experience to his parents—a corporate entrepreneur and a self-employed 

HR consultant. Suddenly a raft of questions hit him he wasn’t prepared for, questions like “What will you live 
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on?” and “What about your girlfriend?” With a lot more difficulty than that afternoon, Tim started answering 

questions. As he got more into it, he felt maybe he was on top of the personal dimension of the prospect of 

going full time. 

  CASE DISCUSSION QUESTIONS  

1.   People talk about entrepreneurs depending on luck. Tim saw Terry Loebel only that one time. 

Their conversation was one of the factors leading Tim to decide to go full time with Vivid Sky and 

the SkyBOX. Was it luck on Tim’s part? Was there anything Tim was doing to improve his luck?  

2.   Tim had concentrated on mastering the business and technology angles of the SkyBOX, but was 

slightly taken aback when asked about how his personal life would change if he went into entre-

preneurship full time. If you were contemplating a full-time entrepreneurial career, what are some 

of the personal considerations you think might be important?  

3.   Why would Tim’s employers’ plan to change business directions make becoming a full-time en-

trepreneur more attractive?  

4.   Tim felt he needed to go full time to take the SkyBOX “to the next level.” Can you think of ways 

he could have continued building up the SkyBOX while sticking with a part-time approach? What 

would have been the downfalls?     

  SUGGESTED CASES AND ARTICLES  

●   The Ambitious College Kid Who Just Can’t Wait     Available on Primis  

●   Virginia’s Yarn Shop      

  Video Case:  

●   Magno-Grip, p. VC-3    

  eClips Videos:  

●   Jim Frenette Discusses Challenges In Balancing Day and 

Night Jobs  

●   Mac Cummings Discusses Running MindShark Consulting 

Business Out of Dorm Room  

●   Eric Young Discusses Wife’s Decision to Go from Full-Time 

Professional to Part-Time Professional to Full-Time Mom with 

Children  

●   Adam Farrell Discusses Time Management Challenges of Run-

ning Product Based Business While A College Student    

  SBTV Videos:  

●   Legal Issues for Home-based Business—They’re All Illegal 

●     Selling Internationally on eBay    

  ●   Creating a Successful E-Commerce Web Site  

●   Small Biz: Breaking the Home Office Barrier  

●   Home Offices—Is It Time to Move to Office Space?  

●   5 Ways to Get Your Home Office Organized             

 SUGGESTED VIDEOS 
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    ●  Michael Tease and a partner 

bought a famous, but defunct, 

San Antonio bar and reopened 

it. What kinds of issues do you 

think they explored when they did 

their due diligence check before 

committing to buy Tucker’s Cozy 

Corner?  
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  Focus on Small Business: 
Tucker’s Cozy Corner 1  

 This chapter will help you: 

LO1  Describe five ways that people get into small business management. 

LO2  Compare the rewards with the pitfalls of starting a new business. 

LO3  Compare the opportunities with the pitfalls of purchasing an existing business. 

LO4  Explain four methods for purchasing an existing business. 

LO5  Compare the advantages with the disadvantages of buying a franchise. 

LO6  Explain the issues of inheriting a family-owned business. 

LO7  Describe how hired managers become owners of small businesses.  

  Michael Tease faced an uncomfortable situation. A year after enduring a painful back operation that had 

forced him into idleness, he still was without a job. Although far from poverty, he saw his savings declining. 

He had no immediate opportunities for employment, although he had been successful in obtaining a number 

of short-term consulting engagements. “What do I do?” he asked himself. 

  Buying or starting a business seemed his best alternative. Michael grew up in San Antonio, the 

son of Robert “Big Bob” Tease. Big Bob stood 6⬘4⬙ in his stocking feet and weighed in at a muscular 

280 pounds. Although Big Bob never held any public office, he was very influential in both the politics 

and business community of San Antonio throughout the 1950s, 60s, and 70s. He was a very successful 

businessman who ran a sizable organization which promoted concerts, operated restaurants, and owned 

a taxi company. His night club, The Big House, was “the” place to go in downtown. Big Bob’s enterprise 

was very much a family business. Michael and his siblings worked in the various businesses in jobs 

ranging from sweeping the floor to making the deals. The trials and triumphs of business ownership were 

second nature to him. 

  Michael followed his father’s example in many ways. Like his father, Michael has never held an elected 

political office, but he was (and is) a city commissioner on the Convention and Visitors Bureau. He is a mem-

ber of the board of directors of the Tourism Council, vice president of the San Antonio Hotel and Lodging 

Association, and president emeritus of the San Antonio Bed and Breakfast Association. For 14 years Michael 

was the general manager of the Bullis House B&B and also operated the San Antonio American Youth Hostel. 

For the two years immediately preceding his back operation, Michael managed the Norris Conference Center 

in San Antonio. 

  It was because of this history in the community and the hospitality business that he was approached 

by a local developer, Mich Meyer, with a proposal to reopen Tucker’s Cozy Corner Lounge. Initially, Michael 

declined the opportunity. 

  “Running a bar is long hours and hard work,” he said. “Your day begins at noon and doesn’t end before 

two or three in the morning. Mix strong personalities, alcohol, and sexual tensions, believe me, trouble is 

always just a spilled drink away.” 

  Despite his initial reluctance, Michael could not let go of the idea of reopening the lounge which was 

an iconic hangout during his youth. Tucker’s was founded by John Tucker in the late 1940s. To go into 
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business, he convinced 30 local preachers to cosign an $800 note to provide the capital to open a hot dog 

stand at the corner of Houston and Cherry on San Antonio’s east side. Tucker’s was an instant neighborhood 

success. But Tucker, himself, struggled with the success. He twice lost the business in poker games, and 

was forced to rebuy it. In the mid-1950s Tucker added barbeque to the hot dogs and hamburgers on the 

menu. With the addition of barbeque, he obtained a license to sell beer and wine by the drink. He soon real-

ized that his profit was coming from alcohol sales, which was, in fact, supporting the marginally profitable 

food business. In 1960 John Tucker obtained a full liquor license which allowed him to serve any alcoholic 

drink. He then built the existing building on the parking lot of the restaurant. When Tucker’s Cozy Corner 

Lounge opened, he had the restaurant building razed. 

  For the next 30 years Tucker’s was the place to go on the east side. It was a regular watering hole 

for local politicians, including such luminaries as Mayor Henry Cisneros and U.S. Representative Henry B. 

 Gonzalez. Tucker’s was an egalitarian establishment where the wealthy and influential mixed comfortably 

with working class patrons. 

  John Tucker died in 1990 and the business was subsequently operated by a succession of his heirs. 

None of the heirs were able to match John’s success and the lounge began a gradual decline that led to it 

being closed by the Texas Alcohol Beverage Commission in late 2006. Since losing its liquor license, the 

building had sat vacant for nearly a year when it was purchased by Mich Meyer. Now Mich was urging 

 Michael to reopen the lounge. 

  Finally Michael relented. He came to terms with Mich Meyer. The lounge was reopened in early March 

of 2007. The reopening was an instant success. “I really wasn’t prepared for the crowds,” Michael said. 

“I thought that it would take a year or more to become profitable. Thankfully, I was wrong about that.” 

Tucker’s Cozy Corner Lounge is again a happening spot which features live jazz on Saturdays. 

  DISCUSSION QUESTIONS 

1.     What was Michael’s motivation for attempting to reopen a failed night club?  

2.     Refer to the list of success indicators on page 157. Which of these indicators does Michael Tease 

have?  

3.    What are the critical success factors for a bar, lounge, or nightclub business?         

 The Five Paths to Business Ownership  
 There may be “50 ways to leave your lover,” 2  as the song states, but there are only five ways to get 

into small business management:  

●   You may start a new business.  
●   You may buy an existing business.  
●   You may  franchise  a business.  
●   You may inherit a business.  
●   You may be hired to be the professional manager of a small business.   

  Although everyone gets into business by one of these five paths, the specific details of going into 

business are unique to each person. 3   Start-ups  may be deliberate, well planned, and financed. On 

the other hand, many start-up businesses “just happen.” Often a compelling hobby slowly morphs 

into a profitable business, or a chance occurrence leads to a new business venture. Purchases of 

existing businesses may occur in any number of ways, from cash purchases to “earn-outs” in which 

the business is bought over a period of time with money earned from the business. Franchises may 

range from “turnkey,” in which every part of setting up the business is handled by profession-

als, to those in which the only thing that is franchised is the right to use the business name. Some 

business managers work their way to the top from a beginning part-time employee position. Other 

LO1

  Describe five ways that 

people get into small busi-

ness management.

     franchise  

 A legal agreement that allows a 

business to be operated using the 

name and business procedures of 

another firm.    

     start-up  

 A new business that is started 

from scratch.    
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professional managers are recruited to become the chief executive. It is common for hired manage-

ment to use leveraged  buyouts  or employee stock option plans to purchase the firms for which 

they work. This chapter examines the details of these paths of entry into small business: start-ups, 

purchasing, franchising, inheritance, and professional management.    

 Starting a New Business  
 Starting a new business is at once the most risky path into business and the path that promises the 

greatest rewards for success. The success rate of start-up businesses is a matter of some controversy. 

As we note in Chapter 1, while the Small Business Administration (SBA) reports that 66 percent 

of new employers survive two years or more, 50 percent survive at least four years, and 40 percent 

survive more than six years, 4  those businesses that get help last much longer. Eighty-seven percent 

of start-ups that begin in business incubators are still in operation five years later, 5  and the survival 

rates for students from entrepreneurship programs and entrepreneurs seeking help from Small Busi-

ness Development Centers are about twice that of businesses in general. 6  Even for those who get 

help in starting their business, one must admire the courage and optimism of a person who chooses 

to start a new business (see Figure 6.1). Despite the rather high failure rate, creating a start-up is not, 

as some maintain, a triumph of hope over reality. Many businesses that end do so not because they 

failed, but because the owner took advantage of a better opportunity. 7  The rewards, both financial 

and personal, of starting a successful new business can be most impressive.  

   Advantages of Start-Ups 
 There are many reasons that people choose to start a new business rather than purchasing an existing 

business, franchising, or being an employee:  

●   A start-up begins with a “clean slate.” There are no existing employee problems, debts, law-

suits, contracts, or other legal commitments that must be satisfied.  
●   A start-up provides the owner with the opportunity to use the most up-to-date technolo-

gies. There are no “legacy” locations, buildings, equipment, or software that can hamper 

productivity.  
●   A start-up can provide new, unique products or services that are not available from existing 

businesses or franchises. Existing businesses and franchises exist because of their success in 

providing proven products and services.  
●   A start-up can be kept small deliberately to limit the magnitude of possible losses. A pur-

chased business or franchise requires immediate and constant  cash flows  to meet ongoing 

obligations.     

 Disadvantages of Start-Ups 
 Offsetting the advantages of starting a new business are several disadvantages:  

●   A start-up business has no initial name recognition. An existing business or franchise has in-

vested in developing its market. The brand rights can guarantee immediate acceptance of the 

business.  

     buyout  

 The purchase of substantially all of 

an existing business.    

LO2

  Compare the rewards 

with the pitfalls of starting a 

new business.

     cash flows  

 The actual receipt and spending of 

cash by a business.    

FIGURE 6.1
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●   A start-up will require significant time to become established and provide positive cash 

flows. An established business or franchise has built-in customers to provide immediate cash 

inflows.  
●   A start-up can be very difficult to finance. Established businesses and franchises provide imme-

diate  assets , sales, and cash inflows that can be used to obtain financing for the business.  
●   A start-up usually cannot easily gain  revolving credit  from suppliers and financial in-

stitutions. An existing business or franchise often has lines of credit that transfer with the 

business.  
●   A start-up may not have experienced managers and workers. Established businesses and fran-

chises provide experienced workforces, training, and management support.       

 Creating a New Business 
 The vast majority of start-up businesses are “me-too” enterprises. The business idea is simply to 

create another occurrence of a common business: a beauty shop, a restaurant, a bar or lounge, a rock 

band, a sign company, plumbing service, yard care, and so on. Starting a copycat business provides 

some protection from business failure. It is not necessary to define the business to the market be-

cause everyone knows what a beauty shop, restaurant, or lounge provides. 

  On the other hand, this type of start-up can be very difficult to differentiate from other similar 

businesses. Often, the only competitive advantage may be the location of the start-up. This is why 

     asset  

 Something the business owns 

that is expected to have economic 

value in the future.    

     revolving credit  

 A credit agreement that allows the 

borrower to pay all or part of the 

balance at any time; as the loan 

balance is paid off, it becomes 

available to be borrowed again.    

SMALL BUSINESS INSIGHT

Amy Conti had no intention of going into the babysitting business. She was a straight A student at the University of 

the Incarnate Word, majoring in business administration. In addition to maintaining her academic standing, Amy 

worked full time in her father’s financial management business, and she also was very active in extracurricular 

activities. As one teacher said of her, “Amy is the current president of most things, and the past president of 

everything!” She really had no time for so mundane a job as watching small children.

 However, Amy was constantly receiving pleading calls from mothers for whom she had babysat during her 

high school years. Having once again yielded to a desperate mother’s need for a sitter, Amy decided that there 

must be a better way. Once her “little darlin’” for the evening was asleep, Amy began plying the phone. She called 

young women whom she believed would be acceptable to her clients as substitutes for her own services. Within 

a couple of days, Amy was in business for herself.

 Amy didn’t recruit just any girl who was willing, however. Sitters had to be 18 years old, or older, and had to 

have successfully completed both Red Cross advanced first aid and CPR classes. She accompanied every sitter 

on at least her first engagement, observing how the sitter got along with both the parents and the child.

 Another innovation was the standby sitter. She kept at least two girls on “standby” over every weekend, ready 

to dash to a client’s house should the scheduled sitter have a car, boyfriend, or other problem that caused her 

to have to cancel at short notice. The standbys were paid for either the actual engagement that they covered, or 

$40 if they were not called out on an actual sitting job.

 “It’s the standbys that have really made my service unique,” Amy said. “I can guarantee a parent that we will 

have someone, no matter what. Of course, every now and then I have to go myself to make good on that promise. 

But you know, if I didn’t like babysitting, I wouldn’t have done this in the first place.”

 So, is it worth Amy’s time to run a sitting service, on top of all the other things that she does?

 “It depends on how you look at it, “ said Amy. “On a monthly basis, I probably only make about a thousand 

dollars or so. On the other hand, I’m making well over a hundred dollars an hour for the time that I put in. It sure 

beats flippin’ burgers.”

Amy’s In-Home Child Care Service

● Amy Conti.
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owners of common businesses go to so much effort to try to make a difference between their busi-

ness and other, essentially identical, firms. An example is how Morton’s of Chicago and the Ruth’s 

Chris steak houses operate. Careful sampling of each firm’s steaks reveals no significant difference 

in price, quality, tenderness, size, or taste. The restaurants have similar menus and wine lists. Each, 

however, has distinctive interior decorating and presentation of their meals. Morton’s brings a selec-

tion of huge uncooked steaks to each table for patrons to make their choices. The cooked steaks are 

served on oversized china plates. Ruth’s Chris provides equally large steaks, selected from a printed 

menu, served on plates that are heated to a high temperature to create the trademark “sizzle.” 

  Amy is an example of an accidental business start-up. She did not set out to create a new busi-

ness model. However, her strict standards and ability to pay for standby sitters has made her service 

unique. The high reliability of her service and the confidence that parents have in the abilities of her 

sitters have made a business that is usually considered to be a part-time thing for the girl next door 

into a professional and profitable business for its founder. 

  The specific concept that leads to a start-up business usually comes from the experience of the 

person starting the business. Two-thirds of all start-ups are based on ideas from prior work experi-

ence, hobbies, and family businesses. 8  These businesses are generally more likely to succeed than 

are businesses based on ideas from other sources. Research into the indicators of successful start-ups 

shows that one of the best predictors of success is the level of experience of the  founders . Random 

events, suggestions from friends and associates, and specific education courses are the sources of 

only a relatively few start-up ideas.   

 Increasing the Chance of Start-Up Success 
 The probability of creating a successful start-up is increased greatly when the founder has certain 

attributes and when the founder takes certain actions. Doing the following things has been shown to 

be the most effective route to success (see Exhibit 6.1).    
●    Start the business in a business incubator:  A business incubator is an organization that 

provides financial, technical, and managerial help to start-up businesses. Most incubators are 

associated with economic development agencies and are integrated into the community. In-

cubators provide access to angel investors, public grants for seed money, and technology 

support.   

   Business incubators are created to strengthen the local economy by helping create jobs 

through the establishment of successful small businesses. But incubators do much more than 

just create new jobs. They aid in the commercialization of new technologies, the revitalization 

     founder  

 People who create or start a new 

business.    

 1. Start the business in a business incubator.

 2. Take part in a mentoring program.

 3. Have a detailed start-up budget.

 4.  Produce a product or service for which there is a proven demand.

 5. Secure outside investment.

 6. Start with more than one founder.

 7. Have experience managing small firms.

 8. Have industry experience.

 9. Have previous experience in creating a start-up business.

 10. Choose a business that produces high margins.

 11. Start the business with established customers.

 12. Build trust in your “story.”

EXHIBIT 6.1

Top 12 Indicators of 

Start-Up Success
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of distressed neighborhoods, and the creation of wealth. The best incubators provide inex-

pensive office space with full-time on-site managers who can assist the entrepreneur in many 

ways. Incubator participants share common office services, such as telephone answering, and 

production and copying of documents. Perhaps most important, incubators provide legitimacy 

by furnishing the business with a location and with established business processes.  

●    Take part in a mentoring program:  Successful business owners and corporate executives 

do well by doing good. They can, by helping others, in a way repay the many people who 

helped them achieve success. Executive volunteers contribute their time and energy to assist-

ing start-up and struggling small businesses as a public service. Because of their experience, 

mentors can help you avoid mistakes and make good business decisions.  
●    Have a detailed start-up budget:  The start-up phase is usually the most difficult time you 

will have in business. You are required to make myriad decisions concerning location, prod-

uct, target market, promotion, sales, and all the facets of starting and operating a business. 

And you must juggle all these demands while simultaneously seeing that you have enough 

cash. A detailed start-up budget provides a road map for necessary spending during the start-

up phase, when cash inflows are likely to be small or nonexistent. Companies that carefully 

plan their start-up activities and avoid any unnecessary spending are much more likely to 

succeed.  
●    Produce a product or service for which there is a proven demand:  It is an unfortunate fact 

that most new products and services fail to gain acceptance. NewProductWorks of Ann Arbor, 

Michigan, maintains a “failed product museum” that contains samples of over 73,000 items, all 

of which were commercial failures. During the dot-com bubble of 1998–2001, many businesses 

started with novel and completely untested products and services. Examples are Beenz.com, 

which was started to facilitate Internet transactions; webvan.com and yourgrocer.com, both of 

which sold groceries online for home delivery; and estamp.com, which offered online purchas-

ing of U.S. postage, to be printed on the user’s printer. All four of these businesses failed to 

gain success with their products. None of these businesses survived the “dot-com” bust of 2001, 

although the domain and patents of e-stamp.com were purchased by the currently operating 

company, stamps.com.     

   Large corporations, such as Procter & Gamble or Sony, spend millions of dollars annually 

testing the market acceptance of new products. Despite their huge resources and years of ex-

perience, they regularly introduce products that fail. (Are you old enough to remember “New 

Coke”?) Your start-up business will not have either the experience or the resources to absorb 

the loss from product failure. By producing a product or service for which there is a proven 

demand, the risk of product failure can be reduced or eliminated.  
●    Secure outside investment:  Securing outside investment accomplishes two things: First, the 

process of obtaining investment funds means that your business will be critically examined by 

outsiders who have no vested interest in your idea, product, or service. Second, the fact that 

you were able to convince outsiders to invest in your business indicates a level of belief in the 

business and you that provides legitimacy.  

● Keep your business’s 

products and services out 

of NewProductWorks’ failed 

product museum by testing the 

demand for your ideas before 

attempting to implement them. 

What are some ways and means 

available to small business 

owners that can help determine 

market needs for new products? 

[NewProductWorks Failed 

Products Museum Ann Arbor, 

Michigan.]
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●    Start with more than one founder:  Starting with more than one founder provides the 

business with more experience, skills, and resources than can be furnished by a single indi-

vidual. Having more founders in the business also provides an opportunity for  synergy , in 

which the business results are greater than the sum of the input. Multiple founders can also 

provide a forum for examining ideas, evaluating information, and making good business 

decisions.  
●    Have experience managing small firms:  Managing a small business requires attention very 

much like that displayed by a person spinning plates on sticks. As a performer must move 

quickly from plate to plate, many demands of small business management require that you 

have the ability to quickly move from task to task, without allowing any task to ultimately go 

uncompleted. 

   The process can be overwhelming for inexperienced managers. Those entrepreneurs who 

have experience in small business management are more likely to be able to meet the many 

simultaneous demands of guiding a successful start-up than would a person new to small 

business.  
●    Have industry experience:  Each industry has its own peculiarities. Only through experience 

can you learn the methods, sources, and markets for any specific one. Even simple tasks, such 

as buying necessary material, can be nearly impossible without industry knowledge. 

   For example, suppose that you plan to start a quality steak house, similar to Ruth’s Chris or 

Morton’s of Chicago. Where do you buy prime beef of the required cut and quality? How do 

you cook the meat? Or, consider making high-tech, lightweight bicycles. Where can you buy 

titanium tubing? What does it cost? What do you need to cut, shape, and weld it? How will 

you sell the bikes? Are bicycles sold through wholesalers? Are they sold directly to bicycle 

shops? Or maybe you want to start a sign company to make sand-blasted signs. Where will 

you buy the resist material to protect the wood you don’t want blasted away? 

   The less you know about something, the easier it appears to be. A true expert makes a 

task seem effortless. Watching Tiger Woods play golf might lead you to believe that it is an 

incredibly easy game. Just stand up, hit the ball, and watch it fly to the green. Sure it’s easy: 

So why do fewer than 2 percent of golfers ever make a course par? The same is true of busi-

ness. Businesspeople, such as Michael Dell, Scott McNealy, and Warren Buffet, make the 

process of succeeding in business seem effortless. But if you have been in the business, you 

know better. Being experienced won’t make your start-up easy, but at least you have firsthand 

knowledge of how your industry works that will make your task easier.  
●    Have previous experience in creating a start-up business:  “Nothing succeeds like success.” 

In the 150 years since Dumas made this famous statement, it has come to be an unquestioned 

part of our language. It is just succinct enough, just truthful enough, to seem like a universal 

truth. For entrepreneurs, it is fortunate that the statement is also not completely true. Although 

one may learn from successes, most learners acquire expertise through a process of repetition, 

which only occasionally results in successes. One study of entrepreneurs who had success-

fully created a start-up business found that on average an entrepreneur suffered three start-up 

failures before achieving success. Thus it is more nearly correct to state that no entrepreneur 

succeeds without having prior experience in failing.  
●    Choose a business that produces high margins:  High margins, the amount by which 

sales prices exceed product costs, provide a buffer for lots of mistakes. The single greatest 

hurdle to a successful start-up is obtaining and maintaining sufficient cash to support both 

operations and growth. When margins are low, loss of any one sale or customer has an 

immediate effect. However, the problem of replacing the lost margin is much easier if you 

have to make only one or two sales or get one or two new customers to make up for the lost 

business.  
●    Start the business with established customers:  When you start with established customers, 

you know that you will immediately have cash inflows. There are basically three ways that 

you can go about obtaining committed customers prior to start-up: (1) You can start your new 

business as a  spin-off   from your current employer’s business. (2) You can start a business 

to specifically go into competition with your employer. (3) Or, you can start a business to 

subcontract services to your employer or to other established businesses. 

     synergy  

 A combination in which the whole 

is greater than the sum of its com-

ponent parts.    

     spin-off  

 A business that is created by sep-

arating part of an operating busi-

ness into a separate entity.    
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   (1) Creating a spin-off is a regular business practice that is done by businesses of all sizes 

and at all stages of development. Some spin-offs are created to get rid of “noncore” activities. 

By disposing of the noncore activity, the parent firm reduces capital requirements and pro-

vides a tighter focus for management on the remaining businesses. Other spin-offs are created 

when the parent lacks either the interest or the resources to pursue the opportunity. By being 

spun off, the start-up can gain access to resources other than those of the parent. 

   (2) Going into competition with your current employer is also a common practice. Of 

course, this almost always results in resentments and often ends in lawsuits over issues of 

trade secrets, rights to intellectual property, and abridgment of contractual provisions. You 

will have to make difficult ethical decisions. From a legal point of view, the contract between 

employer and employee is satisfied when all wages and other benefits have been paid in return 

for you accomplishing the tasks for which you were hired. Absent a specific contract pro-

viding otherwise, neither party, employer nor employee, is obligated beyond this exchange. 

However, not so easily answered are the questions: (1) Is it ethical to use your employment to 

build relationships with customers that subsequently can be used to start a new business? and 

(2) Is it ethical for you to use knowledge and skill received through training and education 

furnished by your employer to go into business competing with your employer? 

   (3) Subcontracting services to an existing business is somewhere between doing a spin-off 

and starting a competing business. Services that are often contracted include sales, janitorial 

services, accounting, research, and product development. It is a common, accepted practice 

for the contractual relationship to be created prior to starting a business.  
●    Build trust in your “story”:  Building trust is essential to the success of all start-ups. You 

must be able to convince suppliers, employees, and, most importantly, customers that the 

business is now successful and will be in the future. Not only is there an understandable 

reluctance for people to be associated with a potential “loser,” but customers, vendors, and 

employees all take risks by doing business with an unknown and unproven start-up. 

   Suppliers are often reluctant to deal with start-ups, even if you make your purchases in 

cash. Most new businesses are small compared to established businesses in the same industry. 

There is a good reason why you, as the owner of a new business, would prefer to make numer-

ous orders of small quantities of the goods and services you need. Doing so reduces cash flow 

requirements and reduces the risk of your being stuck with old or obsolete inventory. For the 

vendor, however, accepting your frequent small orders greatly increases the cost of providing 

goods and services to you. Most vendors, especially wholesalers, work on very small margins. 

The cost of accepting and filling numerous orders for a new customer may well make such 

business unprofitable. It is, therefore, essential that the vendor believes in your eventual suc-

cess and that you will become a valuable customer in the future. 

   Employees take on significant risks when they go to work for a start-up business. Not 

only may the start-up fail, but frequently the cash flow problems of start-ups cause payments 

for wages to be late or missed entirely. This is one reason why so many start-ups offer stock 

options and stock bonuses to employees. The start-up doesn’t have enough cash to pay high 

wages right now, but if it’s successful, employees will share the rewards in the future. 

   Customers can similarly be at risk when purchasing from a start-up business. In the event 

that the start-up fails, there is no recourse for warranty problems, for maintenance, or for up-

grades to the product. This risk is especially acute when the product or service of the start-up 

affects the core business of its customers. For example, the San Antonio Bed & Breakfast 

Association contracted with a start-up business to develop and maintain a Web-based avail-

ability and reservation service for the association’s members. The start-up failed during the 

dot-com bust of 2001. When problems with the system subsequently developed, there was no 

one to fix them. The system was complex and the source code incomprehensible. As a result, 

the association lost a core service that provided value to its members. 

   The issue of building trust in your story is a catch-22. If customers, vendors, and employees 

do not have trust in the entrepreneur and in the business, quite simply, there is no business. How-

ever, there must be a business, or you don’t need customers, vendors, and employees. There are 

several ways for a start-up business to build trust and legitimacy, and these are detailed in Chap-

ter 2. Specific examples for the kinds of businesses discussed in this chapter include obtaining 
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a performance bond that will pay vendors and customers if your business fails. Restaurants, 

lodging establishments, barbers, beauty shops, and other businesses that deal with issues of 

cleanliness as a business requirement can obtain licenses and join industry groups that perform 

inspections. Displaying licenses and certificates of inspection provides assurance that you are at 

least meeting minimum standards. Manufacturing businesses and construction businesses may 

hire engineers to certify design and construction details. Warranty service can be contracted to 

an independent company that specializes in providing such services. Rigorously maintaining 

business procedures that ensure on-time delivery of products and services and on-time payment 

of bills, wages, and loan payments will, in time, result in the start-up being trusted.   

  Many businesses have been successfully created which lacked one or more of these indicators. 

It is also true that many start-up businesses have failed, despite having all these characteristics. No 

one knows what makes the difference between such successes and failures. Some have speculated 

that the one indispensable trait of people who create successful businesses is determination to make 

the business work.   

 Special Strategies for Starting from Scratch 
 Having a business based at home is one way to reduce the cash flow requirements of a start-up 

business. By using space in your home, you can avoid the cost of renting office, production, and 

storage space. Often, no additional insurance is required above ordinary homeowner’s coverage. 

Because of the proximity of the business to the living area, no time is spent commuting between 

home and office. 

  Placing a business in your home is not a new idea. Until about 50 years ago, it was common for 

doctors, dentists, lawyers, and other professionals to operate their practices from their homes. Many 

a grocer, general merchandiser, or innkeeper lived in quarters either attached to or on the floor above 

the business space. From around 1950 to 1990,  home-based businesses  largely fell out of favor. 

This was in part because home businesses came to be regarded as somehow less than “real” busi-

nesses. Also, negative news stories about multilevel sales organizations, such as Nutrilite, Amway, 

and Shaklee, further reduced the perception of the legitimacy of home-based businesses. 

  This changed in the early 1990s. The recession of 1991 resulted in thousands of service workers 

and professionals being laid off, or put on shortened hours. Many started to work from their homes. 

Some simply continued to do the work from which they had been downsized, either as part-time 

e-commuters or as independent contractors. Others set up businesses as consultants, technical writ-

ers, financial planners, analysts, and similar kinds of jobs that are not sensitive to 

the location of the business. The U.S. Small Business Administration estimates that 

53 percent of all businesses are home-based, putting the number at around 12 mil-

lion firms. 9      

   Partnering  is simply the process of two or more entities agreeing to work together 

for a common goal. Working with a partner can reduce the risks of start-up in several 

ways. In an ideal situation, the partner or partners have different talents, experience, 

and assets that complement those of the business founder. Partners may provide capi-

tal, equipment, advice, or specific services. A partner may be “silent,” that is, not ac-

tively involved in the planning and operations of the start-up, or a partner may take an 

active role. Partners may be individuals, organizations, or other existing businesses. 

Because of the contributions of the partner, the founder of the start-up may either 

(1) reduce the amount of personal investment in time and money required to make the 

business succeed, or (2) “leverage” the contributions of the partner to provide faster 

growth and higher returns on the investment made in the start-up. 

  Individuals who have special competencies can be brought into the business as 

partners, stockholders, employees, or advisers. In order for any business to grow 

beyond the size necessary to simply provide a living for the owner, other individu-

als must eventually be brought into the business to share the many tasks of oper-

ating a business. In the book,  Good to Great , Jim Collins asserts that those firms 

which make the transition from being merely “ good  ” businesses to being “ great ” 

businesses do so by “first getting the  right  people.” 10  

     home-based businesses  

 Businesses that are operated from 

the owner’s home.    

● Increasing numbers of the 

United States workforce are 

opting to work from home, in a 

variety of roles and capacities. 

What are some of the advantages 

you see to making your business 

home-based? What are some 

of the disadvantages, and how 

could a small business owner 

work to overcome these potential 

setbacks?
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  Your current employer may provide assistance if your new venture is not going to be a direct 

competitor. Often, a new product or service idea arises from the work being done in the current 

employment of the start-up founder, as in the case of UltimateKeychains.com. The employer may, 

however, have no interest in pursuing the opportunity. In such cases, the start-up may well proceed 

with the employer’s active support.       

 Buying an Existing Business  
 The second most common way to enter small business management is to purchase an existing busi-

ness. Buying an existing business has important advantages over creating a start-up. However, pur-

chasing a business has its own, unique set of risks.  

 Advantages of Purchasing an Existing Business 
 There are some advantages to buying an existing business:  

●   Established customers provide immediate sales and cash inflows. Because the business is 

already successful, it has proven that there is sufficient demand for its products and services 

to operate profitably.  
●   Business processes are already in place in an existing, operating business. This eliminates the 

need to hire employees, find vendors, set up accounting systems, and establish production 

processes.  
●   Purchasing a business often requires less cash outlay than does creating a start-up. The seller 

will often provide financing that makes it possible for you to buy the business.     

 Disadvantages of Purchasing an Existing Business 
 Disadvantages to buying an existing business include:  

●   Finding a successful business for sale that is appropriate for your experience, skills, and edu-

cation is difficult and time-consuming.  
●   It is very difficult to determine what a small business is worth. The value of a small business 

can never be known with certainty. You must rely on analyses, comparisons, and estimates.  
●   Existing managers and employees may resist change. It can be very difficult to convince 

employees to adapt to new business methods, procedures, and processes that can provide 

increased profits.  

LO3

  Compare the opportuni-

ties with the pitfalls of pur-

chasing an existing business.

SMALL BUSINESS INSIGHT

While Julia Dalton was a business student at Saint Louis University, she did an internship at a local Internet 

e-commerce provider, MonsterCommerce. One of the subsidiaries of MonsterCommerce was a Web site that 

sold keychains, UltimateKeychains.com. MonsterCommerce received the firm when business got bad and 

 UltimateKeychain’s founder defaulted on his bills to MonsterCommerce. Julia was assigned the business as one 

of her projects. The owners of MonsterCommerce, and now UltimateKeychains, had bigger fish to fry.

 Julia realized that the business could be turned around. She asked what it would take to buy Ultimate-

Keychains, and her bosses actually gave her the business for free. Julia restocked the inventory, updated the Web 

site, and began to make money almost immediately. She still kept working at MonsterCommerce and continued 

to bounce ideas off of her bosses to keep UltimateKeychains on top of its game. For her work, Julia won Saint 

Louis University’s campuswide 2005 Global Student Entrepreneur Award.

Julia Dalton and UltimateKeychains.com
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●   The reputation of the business may be a hindrance to future success. Sellers are usually reluc-

tant to tell you about problems that the business has. Business owners are especially sensitive 

about discussing past disputes and lawsuits with vendors and customers.  
●   The business may be declining because of changes in technology.  
●   The facilities and equipment may be obsolete or in need of major repair.     

 Finding a Business to Buy 
 The first problem you must solve is finding a business for sale. Of course, you aren’t looking for 

just any business. You are looking for one that is right for your own experience, education, and 

skills. The things that make a business appropriate for you are like those things that help create a 

successful start-up. The business should be in an industry in which you have experience. It should 

be producing a product or providing service that is in demand and that has high margins. Perhaps, 

most importantly, it should have adequate financing available so you can continue operations and 

make the business grow.   

SKILL MODULE 

6.1

Finding a Business for Sale

Although all businesses are for sale, if the price is right, finding that one perfect business is a difficult and time-

consuming task. As you will find out by completing this skill task, businesses for sale that are easy to find usually 

are unsuitable. Businesses that are right for you are downright elusive:

1. Decide what type of business you would be interested in buying. Write a profile of your ideal business to 

buy, specifying its industry, product or service, size, location, price, and financing.

2. Search the Yellow Pages and the Internet to find business brokers active in your area.

 a.  Contact each broker and inquire about businesses that meet your criteria. Be honest in your approach. 

Do not represent yourself as a serious buyer, unless you are one.

 b. Obtain copies of the information that the broker has concerning the businesses.

3. Search your local newspaper, The Wall Street Journal, and Barrons classified advertisements for the head-

ings “business for sale” and “business opportunities.”

4. Make a list of businesses that seem to meet the requirements that you wrote down in step 1.

5. Contact the businesses that you have identified. Be honest in your approach. If you are doing this solely as 

a classroom exercise, explicitly say so. Remember that while the owner of the business may want to sell it, 

he or she is undoubtedly very busy and may not want to discuss the business with a student when there is 

no chance of your actually buying it.

6. Visit a business that is engaged in the industry you have identified as being right for you. Find out the 

 following things:

 a. The title and publisher of the journals dedicated to the industry.

 b. The primary businesses of this type operating in your geographical area.

 c. Conventional business practices:

  i. Is business done on credit?

  ii. Who are the primary suppliers to the business?

  iii. What are the sales channels of the business (direct sales, catalog, etc.)?

  iv. How is technology changing in the business?

  v. Are there any industry rules of thumb for valuing businesses?

  vi. Does the owner know of any businesses that are for sale?

7. Obtain sample copies of the industry journals. Examine them for advertisements of businesses for sale.

8. Make an appointment with a loan officer in the commercial loan department of a bank in your area. 

 Describe what you are looking for in a business to buy.

 a. Ask if the loan officer knows of any businesses for sale in your area.

 b.  Ask if the loan officer can introduce you to anyone who might be able to help you find a business 

for sale.

Finally, write and present a report to your class that details the efforts and results of your research.
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  You will greatly increase your chances of finding the right business by using multiple sources. 

Make some calls: Contact business brokers and ply your own network. You should be actively read-

ing advertising of businesses for sale in newspapers and magazines and on the Internet. You might 

consider asking your employer if his or her business is for sale. Keep in mind that  every  business is 

for sale at a high enough price. If you hear of a business that is interesting, contact the owners and 

ask what it would take to buy it. 

   Brokers  advertise and facilitate the sale of businesses for a fee, most usually a percentage of the 

ultimate selling price. Most states have laws that require brokers to work solely for the interest of 

the seller and to obtain the highest selling price possible. This creates a conflict of interest between 

the broker and you. The broker is trying to get the highest price. You’re trying to get the lowest. 

  The quality of broker services ranges from excellent to outright rip-offs. Only a few states have 

any education or licensing requirements, although some, such as Illinois, do require business bro-

kers to register by filing a simple form. Accusations of misrepresentation and fraud by brokers are 

common in the business press. 

  Networking is an excellent way to find businesses for sale. While most businesses are for sale 

at any time, for competitive reasons most owners do not want to say so explicitly. Because cus-

tomers, vendors, and employees are likely to feel threatened, openly advertising a business for 

sale can lead to the loss of revenue, credit from vendors, and key employees. For these reasons, 

it is common for business owners to make their intention to sell known only to trusted confidants 

in the industry and in the community. Attorneys, bankers, accountants, and insurance agents all 

will provide you with information only if they know that they can trust your discretion. You 

can usually get solid leads just by telling other businesspeople that you’re interested in buying a 

business. 

  There is a trade journal for every industry that exists. People in the mortuary business bone up 

with  Embalmer  and  American Funeral Director . The replacement window industry looks through 

 Fenestration . The electric sign industry is energized by  Signs of the Times . The folks who process 

dead and decomposing animals into useable products digest  Render  magazine. The construction 

industry digs  Rock and Dirt . No matter what type of business you might be considering, there is a 

magazine for it. They all have advertisements of businesses for sale. 

  The Internet also has numerous sites that advertise businesses for sale. A search using Google with 

the keyword “business” and the phrase “for sale” resulted in over  38 million  pages listed. None of the 

advertisements that were inspected during the research for this book provided the name or the exact 

location of the advertised business. Rather, the sites have various ways you can obtain additional in-

formation. Some provide a link by which you can request more information. A very few listed phone 

numbers you can call. Others require becoming a member and paying a fee for access. 

  Your current employer is probably a ready source of information about businesses for sale in 

your industry. Most managers of small businesses are members of formal and informal groups of 

businesspeople, for example, the Chamber of Commerce, Rotary, Kiwanis, and other groups that 

have meetings and provide resources. Also, your employer probably has information about competi-

tors and vendors in the area. Don’t forget the example of UltimateKeychains.com—your employer 

just might be interested in selling his or her business, as well.   

 Investigating Entrepreneurial Opportunities: 
Performing Due Diligence 
 Suppose you’ve actually found a business you’d like to buy. Your job has just begun. Finding an 

appropriate business is merely the first, and easiest, step in the process. Buying a business is a lot 

like getting married—it is easy to get into, but if it turns out bad, it’s very hard to get out. Now that 

you’ve found that “perfect” business, you must make an exhaustive investigation to tell if it is re-

ally suitable. Unlike residential real estate, which is highly regulated in the United States, sellers of 

businesses are not legally required to make disclosures of impairments or deficiencies. If you are 

outside the United States, your laws may be different. For example, in Canada, sales of businesses 

for a price less than $200,000 are tightly regulated. Sales for amounts greater than $200,000 are not 

regulated at all. As in the United States, it is  your  responsibility to fully investigate the business and 

to come to your own independent evaluation of its value. 
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   Due diligence  is the process of investigating to determine the full and complete implications of 

buying a business. During the process of due diligence every aspect of the business is examined in 

exacting detail. Nothing is taken for granted. No statement is accepted without evidence. Evidence 

is, itself, substantiated with sources external to the company. Properly performing due diligence 

minimizes the risk of failure and maximizes the probability of success by identifying the strengths 

and weaknesses of the business. 

  When a business is acquired, there is a clear order of steps that should be followed:  

1.     Conduct extensive interviews with the sellers of the business.  

2.     Study the financial reports and other records of the business.  

3.     Make a personal examination of the site (or sites) of the business.  

4.     Interview customers and suppliers of the business.  

5.     Develop a detailed business plan for the acquisition.  

6.     Negotiate an appropriate price for the business, based on the business plan projections.  

7.     Obtain sufficient capital to purchase and operate the business.   

 The first five steps together make up the process of due diligence. 11  

  A basic tenet of business law is  caveat emptor , or “let the buyer beware.” This does not 

mean that a seller can freely lie to you about the business. Deliberate misrepresentations can lead 

to lawsuits and may be prosecuted as fraud. However, except for specific representations by the 

seller, you are responsible for understanding the condition and the facts of the business. It’s kind 

of a “don’t ask—don’t tell.” If you don’t ask the right questions, the seller has no obligation to 

tell you the right answers. Thus, as the buyer, you must determine how the business is currently 

being operated, and you must substantiate (or disprove) representations made by the seller regard-

ing the existence and value of assets, liabilities, financial performance, and the condition of the 

business. 

  Due diligence has two primary goals.  First,  you are attempting to find any wrongdoing: (1) fraud 

committed by the owners or managers; (2) misrepresentations of the sellers, such as improperly 

recognized revenues or expenses; and (3) missing information, including pending or threatened liti-

gation, technological obsolescence of equipment, processes, product, or service, and unpaid taxes. 

 Second,  you are trying to find any inefficiencies, unnoticed opportunities, waste, and mismanage-

ment. The first goal is information that greatly affects the value of the business and the advisability 

of purchasing it. The second goal is how you, as a new owner, can make changes to increase its 

value. Both goals can give you a negotiating advantage. 

  The first information that you get is usually a set of financial statements. There are four reasons 

why this is so: (1) the seller usually has financial statements available and incurs little added cost in 

providing them, (2) you, as a business person, are most likely familiar with financial statements and 

can extract useful information from them, (3) financial statements are accepted as representative of 

the business by bankers and investors, and (4) financial statements are considered to be indicators 

of future business results. 

  Financial statements should include (1) a balance sheet, (2) an income statement, and (3) a state-

ment of cash flows. You should also examine the federal and state tax returns for at least the last 

five years. Information forms for partnerships, corporations, or limited liability companies should 

be examined also. Any financial statement prepared by or for the seller must be treated with skepti-

cism. Some financial statements that you see will have been subjected to rigorous examination by 

professionals outside the business; some will have been dashed off by the owner at midnight on 

April 15. To be believable, the statements must be substantiated by external sources. 

  When you examine the income statement, you should focus on corroborating the amount and 

timing of revenues and expenses. Be aware that the income statements of small businesses are com-

monly misstated. To avoid taxes, owners often charge personal expenses to the business, such as 

cars, country club memberships, travel, and even home office expenses. On the other hand, when 

preparing to sell the business, owners are motivated to overstate revenues and understate expenses 

to show the highest profit. 

  Balance sheet items that are likely to be misstated are intangibles, that is, things that have no 

physical existence, but rather are legal rights and obligations.  Intangibles  include accounts receiv-

able, patents, licenses, and liabilities. Assets claimed on the balance sheet must be examined to 

     due diligence  

 The process of investigating a 

business to determine its value.    

     caveat emptor  

 Latin: let the buyer beware.    

     intangibles  

 Assets, such as patents or trade-

marks, and liabilities, such as 

accounts payable, that have no 

physical existence.    
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ensure that they exist and that the stated value is reasonable. Because liabilities are legal require-

ments to give up economic value in the future, such as debts for borrowed money or merchandise 

purchased on account, your risk is that there will be liabilities that are not disclosed. Your problem 

is that you are attempting to prove the absence of something. Once the examination is complete, you 

should adjust the amounts, contents, and format of the statements to reflect what you have discov-

ered through due diligence. 

  During due diligence you should also try to answer many nonfinancial questions. Why is the 

business for sale? Who are key employees? What is the extent of obsolescence of equipment and 

key technologies? What are the prospects for the firm’s products and services? What opportunities 

can the firm reasonably expect to have in the near future?   

 Determining the Value of the Business 
 After you have completed a thorough and exacting investigation, you need to analyze all the infor-

mation you have gathered. This is the time to consult with your business, financial, and legal advis-

ers to arrive at an estimate of the value of the business. Outside advisers are impartial and are more 

likely to see the bad things about the business than are you. You should make a decision to actually 

attempt to buy the business only after the evaluation process is complete. 

  It is very difficult to place a value on a small business. The most theoretically rigorous method of 

valuing an ongoing business, using  discounted cash flows , is based upon estimates of future cash 

outflows and inflows, given the change in ownership. Making such estimates is highly problematic. 

Because of these difficulties, it is common to use other, less rigorous methods to place a value on a 

business, such as asset valuation, comparable sales, financial ratios, or industry heuristics.  

 Discounted Cash Flow Methodology 

 Discounted cash flow analysis is based on the concept that the longer you have to wait to receive 

money, the less valuable it is right now. The application of discounted cash flows to business valua-

tion is similar to having an annuity. An annuity consists of some amount of money which is invested 

to earn interest. The interest that is earned and a portion of the capital invested is then paid back 

to the holder of the annuity in a series of equal cash payments. In a similar way, when one buys a 

business, an investment is made. The business then should provide a return sufficient to repay the 

investment and also provide a return on that investment. 

  A detailed explanation of the use and calculation of discounted cash flows is presented in the 

appendix to Chapter 14, beginning on page 440.   

 Asset Valuation Methodology 

 Asset valuation methods are based on the assumption that a business is worth the value of its assets 

minus the value of any liabilities. There are two major problems with using asset valuation meth-

odologies. First, such estimates do not consider the value of an ongoing firm over the value of its 

identifiable assets; for example, the value of an established restaurant over the value of the build-

ing, signage, equipment, and fixtures. Second, it is very difficult and time consuming to separately 

identify and estimate the values of all the assets of a business—imagine a hardware store with tens 

of thousands of items. 

  There are three methods commonly used to estimate the value of a firm’s assets, book value, net 

realizable value, and replacement value. 

   Book value  is the the original acquisition cost of the asset, minus all depreciation expense rec-

ognized to date. There are three major problems with using book value  

1.    The original cost of an asset might bear no relation to its current value—for example, a com-

puter bought five years ago may be worth next to nothing today.  

2.    Depreciation is an arbitrary, although systematic, method of transferring asset value to expense. 

Depreciation makes no attempt to measure actual loss of value of an asset. For example, for 

income tax purposes, a new car is depreciated over a five-year period of time, where in fact it 

loses 40 percent of its value when you drive it off the lot, but may well have significant cash 

value at the end of the depreciation period.  

     discounted cash flows  

 Cash flows that have been re-

duced in value because they are to 

be received in the future.    

     book value  

 The difference between the original 

acquisition cost and the amount of 

accumulated depreciation.    
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3.    Internally developed assets, such as patents, trademarks, and trade secrets do not have book 

value. For an example, consider The Coca-Cola Company. Its single greatest asset is its rights 

to the names “Coca-Cola” and “Coke.” However, if you examine the annual statement of the 

company, you will discover that no value for this right is shown in the balance sheet. To address 

such problems, you must make adjustments to the value of assets that are obviously worth more 

or less than their book values.   

   Net realizable value  is an estimate of the amount for which an asset would sell, less the costs 

of selling it. If you were selling a building, the cost of selling would be the money spent on the real 

estate agent, advertising, and preparing the building for display. 

   Replacement value  is an estimate of what an identical asset would cost to be acquired and 

readied for service. Net realizable value is usually significantly less than the replacement value of 

any specific asset.   

 Comparable Sales 

  Comparable sales  of other firms in the same industry are commonly used to estimate the value of a 

business. This method has two major problems. First, no two firms are exactly alike. Second, there 

are often no recent sales to use for comparison.   

 Financial Ratios 

 Financial ratios are often used to place a value on businesses, because industry ratios are indepen-

dent of the size of the business. For example, the percentage food cost for the entire Pizza Hut™ 

chain is essentially the same as that of an independent pizza restaurant. Using financial ratios re-

quires that you have an estimate of future income and tax flows. Businesses are never identical. At 

the minimum they occupy different locations. At the other extreme, they may be different in all 

measurable aspects: location, size, gross sales, profitability, condition of markets, and physical as-

sets. The best source of industry financial ratios is from data collected by industry associations or 

industry statistic providers, such as BizMiner™. 

  Some of the commonly used ratios are: 

  The  earnings multiple  ratio is simply fi rm value divided by actual or expected annual 

earnings. Multiplying forecast earnings by the earnings multiple provides a quick estimate of 

fi rm value.  

   Pre-tax return on assets (ROA)  is calculated by dividing earnings before income tax by asset 

value. Multiplying forecast earnings by the pretax ROA gives an estimate of net asset value, or 

total asset value minus liabilities.  

   Net income to equity  is determined by dividing income by the equity owners have in the 

business. To estimate firm value, you must multiply your estimate of future earnings by the 

ratio. This ratio, however, can seriously understate firm value because it does not include the 

value of borrowed capital.  

   Net income to (equity ⫹ debt)  is an extension of net income to equity that explicitly includes 

the value of borrowed capital as a component of firm value.  

   Income capitalization  is calculated by dividing projected net income excluding depreciation, 

interest, and owner draws, by the best return that you could expect to obtain in other 

investments. For example, if you are forecasting that you will have a net income of $66,000 and 

your cost of capital is 11 percent then the estimated value of the business would be $600,000 

($66,000兾0.11).      

 Industry Heuristics 

 Industry  heuristics  are simply rules of thumb that are commonly used to estimate firm value in 

relation to some easily observable characteristic of the business. Industry heuristics are similar to 

comparable sales in that they represent the combined experience of people active in the industry. For 

example, in the bed and breakfast and small inn industry, two heuristics are often used to estimate 

     net realizable value  

 The amount for which an asset will 

sell, less the costs of selling.    

     replacement value  

 The cost to acquire an essentially 

identical asset.    

     earnings multiple  

 The ratio of the value of a firm to 

its annual earnings.    

     heuristic  

 A common-sense rule, a rule-of-

thumb.    
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the value of an operating inn. The first is that an inn should sell for approximately $100,000 per 

rental room. The second is that an inn should sell for approximately four times its annual gross 

revenue. 

  Industry heuristics can be amazingly accurate. In a recent survey of 300 inns, the Professional 

Association of Innkeepers International found that the average selling prices of inns between 2000 

and 2002 was $99,300 per guest room. The average gross revenue multiplier was 4.3. 12  Similar 

heuristics exist for nearly all industries and are usually available from the group’s trade association. 

You’ll learn how to find associations in the next chapter.    

 Structuring the Deal 
 A buyer and seller get together to negotiate the final price for a business. The buyer should have 

performed the due diligence procedure and be confident about the assessment of the condition and 

value of the business. Along the way you, as the buyer, should have decided on the absolute highest 

price that you would be willing to pay. That highest price is called your  point of indifference  13  in 

the negotiation process. The term comes from the idea that once that price is reached, you should be 

indifferent as to whether or not a deal is made. 

  Of course, you’ll open negotiations with a price substantially lower than your point of indiffer-

ence. The purpose of opening low is twofold: (1) you want to make the purchase at the lowest price 

possible, and (2) you recognize that the seller assumes that any opening offer is less than what you 

are actually willing to pay. A low opening bid allows both parties room to reach a compromise sat-

isfactory to both. 

  In addition to negotiating for price, you also negotiate about the terms of the sale. When you are 

buying a business, everything is negotiable, not just the price. In fact, the terms of the acquisition, 

such as seller financing, payment periods, noncompete agreements, and the exact details of what 

is being acquired, all interact to affect the price that you are willing to pay and that the seller will 

accept. There are four basic ways that a business may be bought: (1) you may buy out the seller’s 

interest in the business, (2) you may  buy in , by acquiring some, but not all of the ownership, (3) you 

may  buy only the key assets  of the business such as the inventory or equipment of the business, and 

not the business itself, and (4) you may  take over  a public business by buying a controlling interest 

of its stock.   

 Buyouts 
 Buyouts are restricted to businesses that have a formal legal form of organization, including corpo-

rations, limited liability companies, and some partnerships. Legal business organizations are arti-

ficial entities that exist separately from the owners. Buyouts are accomplished through purchasing 

the ownership interest in the entity. Technically, partnerships and sole proprietorships do not exist 

separately from the owners and thus cannot be purchased. Rather, the assets of the business must 

be purchased and the liabilities assumed in a process called  key resource acquisition  or  bulk asset 

sale . The subsequent business is considered to be a new entity different from the selling entity. In 

practice, partnerships can continue in existence despite a change in ownership. Sole proprietorships 

cannot. 

  The primary advantage to a buyout is simplicity. The seller must only transfer his or her stock 

to the purchaser to complete the transaction. The business continues as an entity, owning its assets 

and maintaining responsibility for its liabilities. The primary disadvantage to a buyout is that all 

liabilities are transferred, including potential lawsuits that arise from actions and transactions that 

took place prior to the change in ownership. This has, as in the case of the widespread class-action 

suits concerning asbestos, led to bankruptcy for the purchaser. 

  A buyout may take place all at once, with all stock being transferred at a single point in 

time. Sometimes buyouts are made with ownership being transferred over some agreed upon 

time range. Buyouts made by employees are examples of changes of ownership over time. Em-

ployee buyouts were made legal in 1974 when employee stock ownership plan regulations were 

codified into law. An employee buyout occurs when the owners of a company sell a majority of 

stock to the employees through an employee stock option plan ( ESOP ) as was provided in the 

LO4

  Explain four methods 

for purchasing an existing 

business.

     point of indifference  

 The price at which a buyer is indif-

ferent about buying or not buying 

the business.    

     buy-in  

 The purchase of substantially less 

than 100 percent of a business.    

     takeover  

 Seizing of control of a business by 

purchasing its stock to be able to 

select the board of directors.    

     ESOP  

 Employee stock option plan: a 

method for employees to purchase 

the business for which they work.    
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1974 legislation. ESOPs are complicated transactions that require highly skilled professionals to 

implement them.   

 Buy-ins 
 A buy-in results when someone acquires only a part of the ownership of an existing business. Any 

amount of ownership may be considered a buy-in, as long as less than 100 percent of the ownership 

is transferred. Buy-ins can be made in any form of business. Technically, if one buys into a sole 

proprietorship, it becomes a partnership. Corporations and limited liability companies may continue 

without a change of the form of entity. 

  There are two advantages to making a buy-in: (1) a buy-in allows the purchaser to leverage inside 

knowledge, and (2) it aids in keeping key employees. The seller and the managers of a successful 

business, by definition, have experience in operating that business profitably. The buyer, no matter 

how expert, does not have the same depth of knowledge of the business being purchased. One great 

threat to the buyer of a business is that employees who are key to its operations will leave the busi-

ness. Keeping the current owner as an active participant of the business reassures employees that 

large changes are not likely to occur. 

  The disadvantages of a buy-in are the same as the advantages: the prior owner and management 

remain with the business. This often causes friction when the new owner wishes to make changes, 

and the old owner and managers do not.   

 Key Resource Acquisitions 
 Key resource acquisitions, also called  bulk asset purchases,  are the only way a sole proprietorship 

may be purchased. This technique may also be used with any other form of business. As the name 

implies, key resource acquisitions comprise purchasing only the assets of the business. Most usu-

ally, the seller will keep any cash and receivables and will retain responsibility for some short-term 

liabilities such as notes payable. 

  As we saw earlier, the most difficult issue in purchasing a business using this method is as-

signing a value to the intangible assets, such as the value of the business name, the value of 

having an ongoing business, the value of established relationships, and so forth. The value of the 

business in excess of the value of the identifiable assets is called  goodwill . You should attempt 

to recognize a minimum amount of goodwill. One advantage of business ownership is the ability 

to shelter income by using noncash deductions to reduce income taxes. Prior to 2002, a business 

could reduce income taxes by deducting goodwill over a period of years. However, businesses 

purchased after December 15, 2002, are now prohibited from deducting for goodwill. 14  Thus the 

more of the business’s value that is recognized as goodwill, the less income can be sheltered from 

income tax. 

  Key resource allocation provides one important advantage. Because only the assets are acquired, 

the subsequent business, regardless of its legal form, is not responsible for any of the acts or transac-

tions made prior to purchasing the business. Although this does not completely relieve the successor 

business from all prior liabilities, it does protect it from action concerning any noncollateralized 

liabilities, such as a line of credit or a personal loan of the seller.   

 Takeovers 
 Takeovers are possible only of businesses that have stock which is freely transferable without 

the permission of management or other owners. In other words, only corporations and certain 

partnerships can, under any circumstance, be acquired in a takeover process. A takeover com-

prises purchasing enough of the target business’s stock to gain control of the board of directors 

of the business. In a takeover, the buyer (often called a  raider ) seizes control of the business 

without the permission of all owners. Sometimes, only a few owners are involved, as takeovers 

can often be accomplished by purchasing or even borrowing a relatively small percentage of 

outstanding stock.  

  Takeovers are hostile events. There is the threat that current management will be replaced. 

Occasionally, the raider will explicitly state that the intention of the takeover is to sell off portions 
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of the business, or even to liquidate it completely. In these circumstances, current management is 

likely to make strenuous efforts to prevent the takeover from occurring. 

  Because of the requirement that stock be freely transferable, only a few small businesses are 

vulnerable to hostile takeovers. Accomplishing a takeover of a small business is likely to result in 

the loss of key employees and the resentment and resistance of those employees who remain. As a 

result of these limitations and problems, takeovers are usually done on medium to large businesses. 

Only very rarely does anyone acquire a small business through a hostile takeover.     

 Franchising a Business   
 What Is Franchising? 
 Franchising is a legal agreement that allows one business to be operated using the name and busi-

ness procedures of another. The most ubiquitous franchise, worldwide, is McDonald’s, which has 

over 30,000 restaurants in more than 100 countries. Approximately 73 percent of McDonald’s res-

taurants are owned by independent businesspeople who operate them in a franchise relationship. 

The remainder are  company stores , that is, stores that are owned and operated by the McDonald’s 

Corporation. 15  Most franchisors are large businesses, most franchisees small: McDonald’s Corpora-

tion is a large business; McDonald’s franchisees are small businesses.     

  Franchises are agreements between two entities, (1) the franchisor who sets conditions and stan-

dards and who grants operating permissions, and (2) the franchisee, who pays a fee for the rights, 

and who agrees to abide by the conditions and standards. 

  Four elements are essential for an agreement to constitute a franchise:  

1.    The agreement provides the franchisee with a legal right to engage in the business of offering, 

selling, or distributing goods or services.  

2.    The agreement provides that the franchisee may engage in business using a marketing plan or 

system provided by the franchisor.  

3.    The agreement grants the franchisee use of a brand name, trademark, service mark, logo, or 

other commercial symbol which designates the franchisee as an affiliate of the franchisor.  

4.    The agreement requires the franchisee to pay a fee for the right to enter into the business.   

LO5

  Compare the advan-

tages with the disadvantages 

of buying a franchise.

● Franchising a business, such 

as Auntie Anne’s or McDonald’s, 

may be the right avenue for 

starting your own business if 

you want to lower some of the 

risks involved in small business. 

Franchising gives owners the 

opportunity to cash in on an 

already developed, market-tested 

product. However, drawbacks 

include less creative control and 

greater reliance upon your parent 

company’s financial status. Does 

franchising appeal to you? Why or 

why not?
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  The value of a franchise is determined by (1) the rights granted and (2) the cash flow potential to 

the franchisee. Each of these factors can be highly variable from one franchise to another. There are 

four basic forms of franchising:  

1.     Trade name franchising  is an agreement that provides only the rights to use the franchisor’s 

trade name and/or trademarks. Two examples of this are True Value Hardware and Associated 

Grocers, Inc.  

2.     Product distribution franchising  provides the franchisee with specific brand named prod-

ucts, which are resold by the franchisee in a specified territory. Two examples of this type of 

franchising are Snap-On Tools and auto dealerships.  

3.     Conversion franchising  provides an organization through which independent businesses may 

combine resources. An example is Century 21 Real Estate. Individual real estate businesses 

combine to create a nationwide brand name and enhanced advertising effectiveness.  

4.     Business format franchising  is exemplified by the McDonald’s Corporation. A McDonald’s 

franchise includes the right to use McDonald’s many trade names, specifications of the product 

to be sold, operating methods, marketing plan, and national advertising. Franchisees pay to the 

franchisor both an up-front fee to obtain the franchise rights and a percentage of gross sales.   

  In addition to the above, some franchisors, such as Subway (sandwich shops), sell  master fran-

chises  that require opening multiple stores within a specified area. Subway describes these franchi-

sees as being “development agents.” Master franchisees are required to open a minimum number 

of stores within a specified time period, which they may do by selling  subfranchises  within the 

development area. 

  Franchising has become the predominant method by which entrepreneurs open new businesses. 

Depending upon who is doing the counting, somewhere between 1 in 10 and 1 in 8 businesses cur-

rently operating in the United States are franchised operations. Today, in addition to fast food, nearly 

every product or service from accounting to zoology is available from franchised businesses. 

  The most important reason that franchising has become such a successful way of doing business is 

that a well-run franchise offers a “win–win” situation for both the franchiser and the franchisee. Fran-

chisers have the opportunity to experience high growth and rapid market penetration without having 

the requirement to raise capital in huge amounts and to obtain skilled, experienced managers in large 

numbers. Franchisees are able to partner with an established business that has proven success. 

  Franchising provides an entrepreneur with the opportunity to own a small business quickly while 

avoiding the high risks of a start-up. As we have discussed, starting a new business from zero is very 

expensive in terms of demands on the entrepreneur. Most start-ups have limited capital resources, 

and very little room to make business mistakes while learning what is needed to make the business 

succeed. Franchisers have survived their own start-up phase of business, and have determined the 

“recipe” for success. For this reason, franchises (on average) have lower failure rates and shorter 

times to achieve positive cash flows and business profits.   

 Advantages of Franchising 
 Let’s take a look at the specific characteristics of franchises that offer such advantages to would-be 

entrepreneurs.  

 Having a Fully Developed System of Doing Business 

 Perhaps the single greatest advantage of a franchise is that it comes with a complete business sys-

tem. Many franchises are actually “turnkey.” That is, the franchiser oversees (or even manages) 

the selection of location, the construction of facilities, the acquisition and installation of necessary 

equipment, and the initial inventory with which to open business. Many franchises come complete 

with computer software for budgeting inventory control, ordering, point-of-sale computerized cash 

register, and complete accounting application. So, what does the franchisee do? First, the franchisee 

must, in one manner or another, pay for all these services. Second, the franchisee will be required 

to complete training to become intimate with the details of the franchise business system. Third, the 

franchisee will be required to take an active part in opening and operating the franchise business.    

     trade name franchising  

 An agreement that provides to the 

franchisee only the rights to use 

the franchisor’s trade name and/

or trademarks.    

     product distribution 

franchising  

 An agreement that provides spe-

cific brand name products which 

are resold by the franchisee in a 

specified territory.    

     conversion franchising  

 An agreement that provides an 

organization through which inde-

pendent businesses may combine 

resources.    

     business format 

franchising  

 An agreement that provides a 

complete business format, includ-

ing trade name, operational proce-

dures, marketing, and products or 

services to sell.    
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 Franchise Opportunities 
 There are more franchises available than you can count. Unlike finding a small business to buy, 

finding a franchise is easy. Every issue of  Entrepreneur  magazine contains the advertisements of 

dozens of franchisors eager to sell their franchises to you.  Entrepreneur.com,  the magazine’s Web 

site, lists 500 franchises. The franchises are listed in rank by the number of new locations opened in 

the last year. The list of franchises is also broken down into more categories, including:  

●   Fastest-Growing Franchises  
●   Top New Franchises  
●   Best of the Best  
●   Top 10 Lists  
●   Top Home-Based Franchises  
●   Top Low-Cost Franchises  
●   Top Global Franchises   

  It is interesting that 8 of the top 10 franchises overall are in the service industry. The other two, 

which happen to be numbers one and two on the Entrepreneur Franchise 500 list, are the fast-food 

restaurants Subway and Dunkin’ Donuts. 

  If you don’t find one you like in  Entrepreneur,  the Internet contains thousands of resources for 

identifying franchise opportunities. A Google™ search of the Web using the terms “franchise op-

portunity” returned 788,000 pages. Several of the highest listed pages were the sites of services that 

offer information concerning franchises of all types. Some offer free services. Some charge a fee for 

information. 

  Among the 788,000 sites listed by Google are two U.S. government agencies, the Federal Trade 

Commission (FTC) and the Small Business Administration (SBA), a British government site, 

 Business Link ( http://www.businesslink.gov.uk ), and an Australian site, Smallbusiness.gov.au, 

( http://www.smallbusiness.gov.au ). Similar government sources are available around the world.   

  Franchising’s industry association, the International Franchise Association (IFA) ( http://www.

franchise.org ) maintains a Web site that contains a database of over 800 franchises. The compa-

nies listed range from old familiars such as 7-11 stores to the really obscure such as Jet-black and 

 Pop-A-Lock®. 

  Once you’ve identified a potential franchise, you should perform due diligence, just as if you 

were buying an operating business. What you are most interested in with franchises is the stability, 

integrity, and financial performance of the franchisor. You really should interview current franchi-

sees, and you should talk to competing franchisors and their franchisees. If you buy a franchise, you 

will invest thousands of hours and thousands of dollars. Be sure that it is really an opportunity for 

you and not just for the franchisor.   

 Legal Considerations 
 Before you sign on the dotted line, you should personally study two key documents you always 

receive from a franchisor—the uniform franchise offering circular (UFOC) and the franchise agree-

ment. The UFOC is a standard document franchises use to explain their operations, requirements, 

and costs to potential franchisees. You can get a guide to help interpret the UFOC at the Federal 

Trade Commission site. The franchise agreement is the specific contract signed, often incorporating 

the information included in the UFOC. Both documents are complex. To make sure you have all 

your bases covered, it is important to get the opinion of an experienced franchise lawyer. You want 

to know several things, including (1) if and how you can transfer the franchise license to someone 

else, (2) how you may terminate the contract, (3) how the franchisor may terminate the contract, and 

(4) what disclosures you are required to make. 

  If the contract restricts or prohibits you from transferring the franchise to another or if it requires 

that you achieve unrealistic results to be able to renew, an unscrupulous franchisor has an oppor-

tunity to take over your successful business at a bargain price. Your blood, sweat, tears, and life 

savings will have gone for naught. 

  The contract must specify the conditions under which it may be terminated. There have been law-

suits and allegations of fraud against some franchisors because of contract provisions that prohibit 
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the franchisee from terminating the contract, but give the franchisor permission to cancel with speci-

fying cause or giving advance notice. If you can’t terminate the contract in the case that the franchi-

sor goes bankrupt, most likely you will also be forced out of business. 

  Franchising has a long history of unscrupulous and fraudulent operations. Because of the many 

abuses, the U.S. government and the governments of all 50 states have passed regulatory legisla-

tion for franchisors. The minimum disclosure standards that a franchisor must meet are specified 

by Rule 436 of the Federal Trade Commission. Despite this law, however, abuses and frauds are 

still being perpetrated. In fact, the third item listed on the SBA’s Hot List site is a document that 

details how to avoid being victimized by scam artists. In college terms, do your homework—know 

what the opportunity is and who the franchisors are. As is true of purchasing an operating business, 

caveat emptor.     

SMALL BUSINESS INSIGHT

Burt Benepal had just received a most unwelcome call. A business colleague reported that American Hospitality 

Concepts, Inc., had just declared bankruptcy. This news was delivered Friday the thirteenth, 2004, just before 

Benepal was to have opened his first-ever Ground Round Grill and Bar restaurant.

 Because of the filing, American Hospitality had ordered all company-owned stores closed immediately. 

Timing could not have been worse for a restaurant. The announcement was delivered just as the Friday eve-

ning rush began. Diners were sent home with half-eaten meals in doggie bags. Over 3,000 employees were 

dismissed without any notice or severance pay. Their final paychecks bounced when they attempted to cash 

them.

 Because he was a franchisee, Benepal did not necessarily have to stop work on his restaurant. However, he 

was under no illusion about the magnitude of the task facing him if he were to stay in business. He already had 

committed to a capital investment of $1 million. Would customers come to a restaurant that was involved in a 

bankruptcy?

 “What should I do,” he wondered.

 In the subsequent weeks, struggling to stay in business, the franchisees organized. They formed a co-op, 

renegotiated contracts with suppliers, and even introduced a new lo-carb menu to capitalize on the Atkins Diet 

fad. Soon they realized that they were not so bad off. They no longer had to pay royalties or toe the line to meet 

franchisor requirements. Soon they developed a plan to buy Ground Round out of bankruptcy. On July 7, 2004, 

their offer to the bankruptcy court was accepted. The franchisees were now the proud owners of Ground Round 

Grill and Bar, Inc.

 What about Burt Benepal?

 He finally opened his restaurant in Richmond, California. He opened five months later than he had planned, 

but at least it was open and successful. Benepal stated that he expected his first full year of sales to be almost 

$2 million. He was actively searching for a location for his next Ground Round to be opened in 2005. He had plans 

to open five more before the end of 2006.

 In many ways, Benepal was incredibly fortunate. Often when franchisors go bankrupt, franchisees 

soon follow. Even in the Ground Round case, not all franchisees fared so well. Mike Metz, owner of three 

Ground Round restaurants in Pennsylvania, had a sales decrease of 20 percent. According to attorney Craig 

 Tractenberg, several franchisees were forced into involuntary bankruptcy. Similar stories of failed franchi-

sors abound. Have you ever heard of Arthur Treacher’s Fish and Chips, Griffs Hamburgers, 50 Flavors in a 

Tub, Spud Nuts, or Minnie Pearl’s Fried Chicken? Probably not, but they represent just a tiny fraction of the 

scores of failed franchisors who not only went out of business but who took hundreds of franchisees along, 

as well.

When Your Franchisor Goes Broke16
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 Inheriting a Business  
 Unless your parents or grandparents are small business owners, you might think that this section 

does not apply to you. However, the fact that you are taking this course indicates that you have at 

some interest in becoming a business owner yourself. Thus, someday you may well find yourself on 

the other end of the inheritance process: You may be the founder who wishes to pass your business 

to your heirs. Whether you are inheriting a business or bequeathing a business, you face the same 

problems of passing ownership. Only your point of view changes. 

  In Chapter 3, we introduced the topic of family businesses. As we point out there, family-

owned businesses make up a huge percentage of all businesses in the United States. In fact, 

this pattern holds throughout the world. Ownership of all of these millions of businesses can 

potentially be passed through family succession, for example, by being inherited in one form or 

another.  

 Family Businesses Succession 
 Inheritance is not restricted to parent-child or grandparent-grandchild. Family businesses can be, 

and often are, passed from the current owner-manager to nieces, nephews, cousins, or in-laws. 

  One of the most difficult things that you will ever have to do is make a successful ownership tran-

sition. Turning over management authority is not easy for most founders, nor is it easy for the heir 

of the founder to assume the authority. However, if the firm is to prosper, you’ve got to find a way 

to do it. Research shows that family-owned businesses usually fail after the death or retirement of 

the founder. Fewer than 30 percent are successfully transferred to a second generation. Fewer than 

13 percent succeed long enough to be inherited by the third. 17  Family businesses that successfully 

make the transition do so by taking specific actions to organize the business and ensure that it can 

run profitably when the founder is gone.   

 Developing a Formal Management Structure 
 To make the transition, you will have to establish a formal management structure. You will have 

to develop a comprehensive business plan that states clear goals and objectives. Most difficult, you 

must be able to clearly see the strengths and weaknesses of family members who will remain in the 

business. 18  You must then hire professional managers to run those functions that family members 

cannot. Once successors have been selected, they must be educated in all parts of the family busi-

ness to develop experience and skills. 

  Whether you are the founder or the successor, you face an overwhelming task. The founder must 

impart his or her unique knowledge, skill, and experience that has made the business successful. 

The successor must learn all these things. While this is happening the founder and successor will 

have to work closely together. 19  Always there will be issues of who is in charge. No matter the skills 

and experience of the successor, as long as the founder is active in the business, many people will 

automatically turn to him or her for decisions.   

 Succession Issues for the Founder 
 To ensure that your business survives after you’re gone, you must be proactive in bringing selected 

family members into the business as soon as you can. 20  The issue that must be faced in this process 

is selecting the appropriate family members. All members of the family business, whether being 

active in management roles or simply being silent owners, should have an open and ongoing dialog 

about the strategy, goals, and operations of the business. If you, as the founder-manager, take part in 

family dialogs about the business, you will gain insight into their values, ideas, and goals. Although 

family members usually share a set of basic values, there is inevitably some diversity in motiva-

tions and personal goals. This diversity can be a positive advantage when it brings new thinking to 

the management of your business. On the other hand, it can be a source of divisiveness which can 

lead to a failure to cooperate or even to angry confrontations to the point of mutual lawsuits among 

family members. 
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  To avoid having the diversity of values, goals, and motivators from becoming the source of such 

intrafamily strife, you and the other family business members should respect one another’s differ-

ences by:  

●   Being certain that all family members know and accept that they are not forced to enter the 

management of the business if they don’t want to.  
●   Providing each member of the family business with the opportunity to obtain education and 

experience outside the business. Working in other businesses will provide knowledge and 

skills that cannot be provided solely from within the family business.  
●   Allowing each family member who does wish to enter the business to find out and do those 

functions and activities that he or she does best.  
●   Not assuming that the leadership of the business must come from within the family. Being part 

of the family does not guarantee business leadership skills. After all, almost all of us have at 

least one “black sheep” in our family.   

  Once you have brought a family member into the firm, you must provide opportunities for learn-

ing and growth. This is achieved by deliberately and methodically sharing both responsibility and 

authority. Often, the founder of a small business finds it very difficult to give up decision-making 

authority to family members, especially to children and grandchildren. Regardless, you have to “let 

go” and allow family members that you bring into the business to use their knowledge, skills, and 

experience to make decisions in the areas where they have special competence. It is only by doing 

that you and your heirs can develop stronger management skills necessary to ensure the future suc-

cess of the business. 

  Successfully bringing family members into the firm, allowing them to find their areas of special 

abilities, and sharing both responsibility and authority for management decision making is an es-

sential first step. Next, you need to set up specific avenues of access among family members to be 

able to share their ideas and challenges. One way to achieve this goal is to set up regular “family 

board” meetings—meetings where each family member listens carefully to the others, and each 

has a chance to express specific concerns. Openness and regularity in intrafamily communications 

ensure that you will develop your family managers into a learning community that will benefit from 

each other’s mistakes and successes. 

  You should write out your specific decisions and desires concerning who inherits what. You 

should then personally inform everyone who is affected by your decisions. You must also explicitly 

state the reasons for selecting any one family member over another when there is competition for a 

specific job in the business. All too commonly the heir not selected challenges the succession after 

the founder dies. When this happens, the business often fails, and only the lawyers win. 21    

 Succession Issues for the Successor 
 To ensure that the business thrives after you’ve taken over, you must be able to gain the loyalty 

of other family members, professional managers, and employees. You will be treading a fine line 

between acceding to the wishes of the founder, and making changes as all dynamic businesses re-

quire. When changes are necessary, you should take the time to involve as many of those affected 

as possible in the decision process. It is important that you neither allow the business to become 

fossilized—a monument to the founder—nor present yourself in such way that you are perceived as 

an “upstart”—determined to erase all signs of the founder. 

  In the best of all possible worlds, you will have started working in the family business while you 

were quite young. As you aged and matured, you would have been given increasingly more difficult 

and important tasks to complete. You would have worked in all parts of the company, from the most 

menial to the most demanding. As you learned these tasks, you would have been provided the same 

performance evaluations, training, and mentoring as would be provided to any employee being 

groomed for greater responsibilities. 

  Such a gradual and growing role in the business goes a long way toward reducing suspicion and 

resentment of workers that the “boss’s kid” is being given the position despite any lack of compe-

tency. (Assuming, of course, that you are actually competent.) As you, the successor-to-be, gain 

greater responsibility and authority you will also gain experience and skills in the multiple activities 
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and functions of the firm. Although the responsibility for teaching and grooming the successor lies 

with the founder, you, the successor, have a responsibility to know and to master the areas that are 

essential to the success of the business. 

  These essential skills include (but are not limited to):  

●    Technical knowledge —You must understand the science, technology, and methodology of the 

industry of which the business is part.  
●    Financial knowledge —You must understand the financial needs and resources of the business 

and industry, and be competent to negotiate with lenders, investors, vendors, and customers.  
●    People skills —You must be able to effectively deal with people, with other family members in 

the business, with employees, suppliers, regulators, and, most importantly, with customers.  
●    Leadership skills —You must be able to communicate your vision for the company to fam-

ily members and to employees, getting them to “buy in” and make the business goals their 

goals.  
●    Knowledge of your own limitations —Nobody can know and be expert at everything. You 

must know your weaknesses, and be quick to obtain assistance in those areas.   

  Finally, you must determine just how final authority will be passed to you. Business succes-

sion is not always the result of the death of the founder. Often the founder simply realizes that it 

is time to “pass the torch” to the next generation. Your problem, as the successor, is to understand 

and to be comfortable with the role, if any, that the founder is to play in the business once you 

take over. Often, the founder takes an executive position, such as chairman of the board, while 

the successor becomes chief executive officer. Sometimes, however, strong-willed founders just 

can’t keep from meddling. When this is the situation it is probably best that the founder leave the 

business altogether and allow the successor space to create his or her own management style in 

the business.   

 Ownership Transfer 
 Whether you are the founder or the successor, you certainly do not want to wait until the founder 

dies to transfer ownership. If you are the founder, once you’re dead, your desires become irrelevant. 

If you are the successor, once the founder is dead, there is no authority figure who can help with 

issues of control and strategy. Rather than waiting for the founder to die, you should assist in com-

pleting a comprehensive estate-planning process while the founder is still healthy and in charge. 22  In 

most cases, a gradual transfer of ownership is preferable to a single inheritance. 23  This strategy may 

not be appropriate, however, if there are multiple heirs. Of greatest importance is determining who 

gets voting stock. If the heirs who are not involved in management receive voting stock, issues of 

who is in control can arise because of jealousy and intrafamily rivalries. 

  There is no easy answer to these issues. In fact, the transfer of ownership is highly complex and 

is unique to each family business. The larger and more successful your business is, the more com-

plex and difficult the problem becomes. Using experts in law, accounting, and business can help 

identify the potential problems and help organize solutions. For family business succession plans, 

using specialists is essential. For family business experts, the major professional association is the 

Family Firm Institute. There are several organizations for business brokers; you can find them in 

the Google directory by entering “business broker association.” In any case, it always pays to ask 

other entrepreneurs and advisers such as lawyers and accountants if they have recommendations and 

personal experience with these experts. Involving specialists also sends a clear message to creditors 

and suppliers that both old and new owners are determined to make a success of the transition.       

 Professional Management 
of Small Business  
 As small businesses grow, the requirements of managing them increase proportionately. If a busi-

ness grows large enough, no matter how experienced or talented a business owner is, eventually the 

demands of managing will become too great to be handled alone. At this point, one of two things 
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happens: (1) the business starts to decline, or (2) professional managers are hired to share the man-

agement load. 

  In the terms of small business, professional management is not an issue of education, titles, or 

credentials. A professional manager of a small business is one who has the experience and skills to 

use a systematic approach to analyzing and solving business problems. 

  These kinds of people are not easy to find. You may have to look to other businesses in your 

industry for experienced managers who are seeking new challenges and opportunities. You may 

find such people working for your vendors or your customers. In an ideal world these people 

would already be working among your employees, people who, because of their individual drive, 

personality, and skills, have learned your business quickly, and have taken on responsibility and 

authority. 

  An opportunity for you to get into small business while avoiding the many risks of start-ups or 

franchises, and at the same time avoid the difficulties of raising capital to buy an existing business, 

is to go to work for the business as a hired manager. If you have the skills and experience of a profes-

sional manager that will allow you to be hired, taking the position will provide a unique perspective 

of the business from the inside. Should the business prove to be one that you want to own, you are 

in a position to understand the business’s worth and to negotiate terms that make it possible for you 

to acquire it. 

  Employee managers of small firms are often would-be entrepreneurs. The set of management 

skills needed to be an effective manager of small business is very similar, if not identical, to the set 

needed to be an effective business founder or owner. Because of this, it is common for a manager 

to become an owner—either of your business or of a competing business. Entry into ownership 

is accomplished through all the ways discussed in this chapter, including leaving employment to 

start up a new business, buying out or buying into an existing business, or contracting a franchise 

relationship. 

  There are only five paths of entry into small business management, although the details of how 

any one person gets started are unique. You may start a business, buy a business, franchise a busi-

ness, inherit a business, or be employed as a manager in a business. Getting into business, for all its 

difficulties and problems, however, is the easiest part of small business management. Making the 

business successful and finding a graceful and appropriate way to get out is the true challenge, and 

that is what we look at in later chapters.     

SMALL BUSINESS INSIGHT

Here is a guide to the discussion of family business in Entrepreneurial Small Business:

1. What constitutes a family business, role conflict in family businesses, and an introduction to succession is 

presented in Chapter 3, pages 66–69.

2. Intergenerational succession in a family business, from the viewpoint of each—that of the founder who is 

giving up control and of the successor who is assuming control of the family business is discussed in this 

chapter, Chapter 6, pages 174–176.

3. The issue of managing the potential conflict between family issues and business issues is discussed in 

Chapter 19, pages 628–631.

4. Specific techniques of making intergenerational transfers of small businesses is discussed in Chapter 20, 

pages 643–644.

Are You Especially Interested in Family Business?
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 Describe five ways that people get into small 

business management.  

●   You may start a new business.  

●   You may buy an existing business.  

●   You may franchise a business.  

●   You may inherit a business.  

●   You may be hired to be the professional manager of a small 

business.   

 Compare the rewards with the pitfalls of starting a 

new business.  

●   Advantages: A start-up begins with a clean slate and 

provides the owner with the opportunity to use the most 

up-to-date technologies and new unique products or ser-

vices. It can be deliberately kept small to limit possible 

losses.  

●   Disadvantages: A start-up business has no initial name 

recognition, will require significant time to become estab-

lished, can be very difficult to finance, cannot easily gain 

credit, and may not have experienced managers and 

workers.  

●   There are 12 methods for increasing start-up success.  

●   Starting a new business from scratch can be made easier 

by using methods to reduce initial capital requirements and 

to gain access to business and industry experience, such as 

starting a business in your home to reduce start-up costs, 

having a partner to share capital, and making an  alliance 

with your current employer to gain access to industry 

sources.   

 Compare the opportunities with the pitfalls of 

purchasing an existing business.  

●   Advantages: Established customers provide immediate 

sales and cash inflows, business processes are already 

in place in an existing business, and purchasing a busi-

ness often requires less cash outlay than does creating a 

start-up.  

●   Disadvantages: It is very difficult to determine the value 

of a small business, existing managers and employees 

may resist change, the reputation of the business may 

be a hindrance to future success, the business may be 

declining because of changes in technology, or the facili-

ties of the business may be obsolete or in need of major 

repair.  

●   There are multiple sources to help find businesses for sale, 

such as business brokers, networking in the industry of 

interest, advertising of businesses for sale, and your current 

employer’s business.  

●   You must do an exhaustive investigation to determine a 

 business’s suitability and value.   

 Explain four methods for purchasing an existing 

business.  

●   Buyouts are restricted to businesses that have a formal legal 

form of organization, including corporations, limited liability 

companies, and partnerships.   

●   A buy-in involves acquiring only a part of the ownership of an 

existing business.  

●   Key resource acquisitions, also called bulk asset purchases, 

are the only manner in which a sole proprietorship may be 

purchased.  

●   A takeover involves purchasing enough of the target busi-

ness’s stock to gain control of the board of directors of the 

business.   

 Compare the advantages with the disadvantages of 

buying a franchise.  

●   Franchising is a legal agreement that allows a business to 

be operated using the name and business procedures of 

another firm.  

●   There are four basic forms of franchising: trade name, product 

distribution, conversion, and business format.  

●   Master franchises require opening multiple stores within a 

specified area.  

●   Advantages: the benefit of a proven successful business 

model, training and management support, and less risk 

than in starting a new business or acquiring an operating 

business.  

●   Disadvantages: little control of business marketing and 

 operations, and success determined to a large extent by the 

success of the franchisor.   
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 Explain the issues of inheriting a family-owned 

business.  

●   Family-owned businesses tend to fail after the death or retire-

ment of the founder.  

●   Those family businesses that make the transition from the 

founder to the next generation take specific actions to organize 

the business.   

 Describe how hired managers become owners of 

small businesses.  

●   Entry into ownership by employee managers may be accom-

plished in three ways: leaving present employment to start up 

a new business, buying out or buying into a business, or con-

tracting a franchise relationship.     

LO6 LO7

 KEY TERMS  

  franchise, 154  

  start-up, 154  

  buyout, 155  

  cash flows, 155  

  asset, 156  

  revolving credit, 156  

  founder, 157  

  synergy, 159  

  spin-off, 159  

  home-based businesses, 161  

  due diligence, 165  

  caveat emptor, 165  

  intangibles, 165  

  discounted cash flows, 166  

  book value, 166  

  net realizable value, 167  

  replacement value, 167  

  earnings multiple, 167  

  heuristic, 167  

  point of indifference, 168  

  buy-in, 168  

  takeover, 168  

  ESOP, 168  

  trade name franchising, 171  

  product distribution franchising, 171  

  conversion franchising, 171  

  business format franchising, 171     

 DISCUSSION QUESTIONS  

1.   What is the best way to get into business? Why do you 

think so?  

2.   If you were able to enter into any small business that you 

 desired, what things would you look for in the business?  

3.   Suppose you had arranged enough capital so that you could 

either buy into an existing Outback Steak House or could start 

your own independent steak house restaurant. What are the 

advantages and disadvantages of each alternative? Which 

would you prefer and why?  

4.   Suppose that you have developed an idea for a new business 

service. You have limited capital and you do not want to drop 

out of college. How might you successfully start up a new 

business using your idea?  

5.   One evening when you went to pick up your child at the 

KinderKare, the owner mentioned to you that she would like to 

sell the business. You have always wanted to run a day care 

facility and would like to try to buy her business. What facts 

should you consider in making this decision?  

6.   After discussing the KinderKare purchase with your banker, 

you decide to make a determined effort to purchase the 

 business. To make a good decision, what information must 

you have, and how will you get it?  

7.   Based on the information you developed, you have decided that 

the maximum value of the KinderKare including the building 

and lot is $350,000. You have $35,000 that you inherited from 

your favorite great aunt. Your parents have promised to invest 

$25,000. Based on the $70,000 that you have available, the bank 

has promised to make you an SBA guaranteed loan of $70,000. 

What are your options if you wish to pursue this opportunity?  

8.   You took a job bagging coffee for a business that purchases 

directly from Guatemalan farmers, thereby getting the coffee 

at a bargain price, while still paying the farmers above market 

for the coffee. Working with all that caffeine has you charged 

up about going into business for yourself. The owner is only 

60 years old, but he has told you that he’d like to slow down. He 

has offered to sell you all or part of the business. What things 

should you consider in making a decision about what to do?     
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 EXPERIENTIAL EXERCISES  

1.   Using the resources of your library, find the name and address 

of an active business broker in your area. Arrange an interview 

with the broker. Write a report detailing what methods the bro-

ker uses to place a value on a business for sale.  

2.   Find out how the owner of the business where you are 

 employed got into business.  

3.   Visit the Small Business Administration Web site franchis-

ing page at  http:///www.sba.gov/starting_business/startup/ 

franchise.html . Using the links on that site, find a franchise 

business that you believe might be successful, were you to buy 

it. Contact the franchisor, explain your interest, and find out the 

specifics of the franchise opportunity. Report your findings to 

your class.     

www

 MINI-CASE 

 TOO HOT TO HOLD 

 Gwendolyn Bonnefille, a single mother, is barely scraping by. Although she earns a fair salary working in 

the accounts receivable department of a local business, she has to pay for child care for her two children, 

Samantha who is 5 and Merlin who is 3. While surfing the Web, under a listing titled “businesses that can 

be moved,” she found for sale a business that makes a great hot sauce called Caterwauling Coyote, with the 

slogan, “You’ll howl at the moon!” The sauce is made in the kitchen of the owner, bottled, labeled, and then 

delivered to gift and specialty shops in south Texas. The equipment to make the sauce is commercial quality 

and appears to be in good condition.  

  The business financial statements and the owner’s 1040 C business tax returns do not agree. The finan-

cial statements show that in the most recent year the business earned $60,000 on sales of $200,000. The 

1040 C shows a profit of only $10,000, and a zero tax liability because of deducting losses suffered in prior 

years. The sellers are asking $240,000 for the business. They are willing to finance $190,000 at 10 percent 

for 15 years. 

  When Gwendolyn sat down with the owner, Sylvester Gatos, he attempted to explain the discrepancy 

between the accounting and the tax returns. 

  “You see,” Sly said, “there are two things. First, some of the expenses on the schedule C aren’t really 

business expenses, if you know what I mean. Second, when we did the income statement, we took out 

depreciation, interest, property tax, and the money that we used from the business because a buyer will not 

have those expenses.”  

 CASE DISCUSSION QUESTIONS  

1.   What do you think about Sly’s explanation of the differences between his income statement and 

his 1040 Schedule C?  

2.   Suppose that the income statement is reasonably accurate. What do you think about the purchase 

price?  

3.   What information should Gwendolyn obtain before making a decision to purchase the business?      
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 SUGGESTED CASES AND ARTICLES  

●   The Grande General Store, Est. 1948—It’s Time To Sell   

  Available on PRIMIS:  

●   A&W Brands, Inc.  

●   Badger Plastics: The Acquisition Process (A)  

●   Das Wiener Works (B)      

 Video Case: 

●   Blue MauMau, p. VC-3    

 eClips Videos: 

●   Earl Blanks Discusses Advantages of Franchises  

●   Patricia Frishkoff Discusses Three Outcomes of the Family 

Farm    

 SBTV Videos: 

●   Ontic Engineering  

●   Franchising: Do’s and Don’ts    

 STVP Videos: 

●   How Do You Find Soul Mates?  

●   Do Whatever It Takes To Stay In Business       

 SUGGESTED VIDEOS 
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7   Small Business 
Strategies: 
Imitation with 
a Twist      

●  Nick Tostenrude and 

Dennis Moulton took time to 

understand their idea’s strengths, 

weaknesses, and their market. 

How did this thorough analysis 

lead to their success rather than 

an unfulfilled dream?  
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Focus on Small Business:

Mindnautilus.com1

 This chapter will help you: 

LO1  Learn the decisions needed to establish a foundation for strategic planning. 

LO2  Learn the forms of imitative and innovative businesses. 

LO3  Articulate the benefits that win over customers. 

LO4  Discover have industry changes affect strategy. 

LO5  Understand the major strategies of business—differentiation, cost, and focus. 

LO6  Use SWOT analysis to identify strategic options. 

LO7  Learn how to sustain competitive advantage through attracting customers and discouraging 

competition.  

 Nick Tostenrude was attending the University of Portland when he met Dennis Moulton in 1999. The two 

got to talking, and it turned out both wanted to get into business for themselves. Dennis offered an idea 

from his father—PC- and Internet-based programs to help the cognitive functioning of people recovering 

from traumatic brain injury. While Dennis’ father had developed the software on the Apple II years before, its 

functionality was limited by the less capable hardware and software of that early computer. Dennis and Nick 

thought they would try again, with state-of-the-art technology. They incorporated in March 2000. 

  The fundamental idea made sense. Doing an industry analysis, they discovered some interesting op-

portunities. Most of the substitutes for their proposed product involved the person going to a hospital, reha-

bilitation center, or health professional’s office for therapy. The alternative was working at home, but books 

were hard to use, and videotapes offered limited interaction. Research also showed a market of 54 million 

people with disabilities in the United States. 

  There were also some threats in the market. Numerous small mom-and-pop companies offered one or 

two products, but none had taken the market by storm, due largely to poor marketing, mostly confined to one 

locality. Another major market hurdle was that many people with traumatic brain injury did not have personal 

computers equipped with special features, like keypads, pointing devices, and screen enlargers. Without this 

equipment, even the best cognition software would be unusable. By far the biggest threat was technological. 

While Dennis’ father had developed the software years earlier, creating software that met the demands of a 

market increasingly sophisticated about therapies and personal computer software was turning out to be a 

real challenge. 

  Mindnautilus looked like a promising idea, but one that would require three or four years of ex-

pensive research, development, programming, and debugging before any sales could be made. Neither 

Nick nor Dennis had the deep pockets it would take to fund the research and development effort. The 

problem was to find a strategy that would leverage what they could do now and use it to build toward 

their dream. 

  They knew there was a large market of potential consumers. They also knew there was a pool of firms 

making assistive devices and software for the market, but for the most part these firms had weak marketing 

and hence weak sales. Nick and Dennis realized that the Internet was the perfect way to sell these products 

to a market of families with one or more members with disabilities. Fortunately, the software for creating 
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online stores was easy to master and inexpensive. So they started  Enablemart.com , an online store spe-

cializing in selling assistive devices and software for people with disabilities. Sales of the Enablemart store 

would provide cashflow to support development of the program, Mindnautilus.         

  Today the business has customers in all 50 states and in over 20 foreign countries. The firm’s exper-

tise is great enough that it has done contract work for Microsoft and Goodwill Industries. The firm gives 

10 percent of its pretax profits to charitable causes nominated by its customers. All these together led the 

firm to its receipt of a 2002 Global Collegiate Entrepreneur Award for the Pacific Northwest region. It also 

happened that Nick graduated from the University of Portland in 2002 with his bachelor’s degree in electri-

cal engineering. How did Nick describe the secret to his success? A superior strategist to the end, he said, 

“Find a niche.”    

 DISCUSSION QUESTIONS 

1.     What were the strengths Mindnautilus possessed? What were the weaknesses it faced?  

2.    What could Mindnautilus do better than its competition?  

3.    What kind of strategy did Nick and Dennis plan for Mindnautilus?  

4.     Do you think Dennis and Nick could have predicted they would start EnableMart when they started 

Mindnautilus? Why or why not?         

  Strategy in the Small Business   
  Strategy  is the idea and actions that explain how a firm will make its profit. Whether you know it or 

not, all small businesses have a strategy. The strategy may be a blueprint for planning or a standard 

to compare actions against. Either way, strategy defines for you, your customers, and your competi-

tion how your business operates. 

  Good strategy leads to greater chances for survival and higher profits for a small business. What 

makes a strategy good is its fit to the particulars of your business and the resources you can bring 

to it. In this chapter, we consider how strategy can be created and applied to help your business be 

its best. 

  Strategy in small business is special because most small businesses are more imitative than inno-

vative. If you are opening a home day care center, a machine shop, an Italian restaurant, or an online 

collectible figurine store, these types of businesses already exist. You can find examples, books, 

and often even magazines to study, as well as trade and professional associations to join. There are 

special strategies that aim to help imitative businesses be successful. 

  Getting to the useful strategies for a small business is a four-step process. Figure 7.1 shows the 

strategic planning process for small businesses. The first step involves reviewing and confirming the 

prestrategy decisions that define your firm and your goal for it. The second step is where you con-

sider your customers and the benefits you want to offer them. The third step is to study the dynamics 

and trends of your industry using a technique called  industry analysis  in order to identify the best 

way and time to enter business .  The fourth step involves building on the prior three steps to perform 

a  SWOT (strength, weakness, opportunity, and threat) analysis  and determine the best strategic di-

rection and strategy for the firm. After this four-step process, there is a continuing effort called  post 

start-up strategy  which aims to refine your firm’s capabilities in order to maintain a competitive 

advantage.     

  As you can see in Figure 7.1, strategy builds on four key decisions you make about your firm. 

These may be made formally or informally in your opportunity analysis or feasibility analysis. 

These decisions are: 

1.    The product or service you’ve chosen (also known as the industry).  

2.    The scope of the market you plan to serve, which can range from local to global.  

LO1
  Learn the decisions 

needed to establish a foun-

dation for strategic planning.
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3.    The scale of the market for your product or service, whether it is a mass market or a niche 

market.  

4.    The decision to develop a firm that imitates existing businesses or one that seeks to be 

innovative.       

  Prestrategy: The First Step of 
Strategic Planning   
 Before getting into industry analysis, you as the entrepreneur need to make some very basic deci-

sions about the core of your prospective business—you, your idea, and your firm. These decisions 

will set the stage for the kind of business you will have and are the foundation for further analyses. 

There are five initial key decisions: 

1.    As owner, what do you expect out of the business?  

2.    What is your  product or service  idea (and its industry)?  

3.    For your product or service, how innovative or imitative will you be?  

4.    Who do you plan to sell to—everyone or targeted markets?  

5.    Where do you plan to sell—locally, regionally, nationally, globally?     

  Owner Rewards  
 For a small business that is starting out, all strategy starts with the owner. As owner, what do  you  

want out of your business? In Chapter 1 we introduced the rewards sought by entrepreneurs from 

their businesses. Some, like flexibility, personal growth, and a solid personal income, were pretty 

universal. Great wealth and developing a new product or service was mentioned occasionally, while 

recognition, admiration, power, and family tradition get mentioned least often of all rewards. For 

EnableMart, the original reward was to generate the wealth necessary to bring Mindnautilus to 

market, and also provide a service that made it easier for America’s 54 million disabled to get the 

products they need to make their lives better. 

  Whatever the reward or rewards you seek—it is fine to want more than one—it should be central 

to your creating the business. In a very real sense, what you want from the business  is  the core of 

your and your firm’s strategy. It is the “why” which drives the process of entrepreneurship.   
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  Product/Service Idea and Industry  
 Along with this pursuit of rewards, there is often an idea for the business. Recall in Chapter 4 we 

saw that 37 percent of businesses start with an idea which energizes the entrepreneur to start a firm. 

For 42 percent the idea of starting their own business comes first, while for 21 percent the idea and 

the desire to start a business are simultaneous. 2  EnableMart was one of those cases where the idea 

(Mindnautilus) came first. The feasibility study Nick and Dennis did showed that it would take time 

to bring this product to market (and for customers to be able to use it easily). Then came the idea for 

a business to support Mindnautilus, which became EnableMart. Whichever applies in your case, the 

fact is that the idea for a product or service and the idea to start a business to earn rewards make up 

the core of strategy—what you plan to do and why you are doing that. The process for evaluating 

ideas, called the feasibility study, was detailed in Chapter 4. For the purposes of this chapter, we will 

assume you know your idea is feasible. 

  What might trigger a person to become an entrepreneur? Sometimes it can be something hap-

pening in the person’s life—the loss of a job, or a move, marriage, or new child—that pushes the 

person to look for a different way to earn a living. But people can also be pulled by a situation or 

opportunity that strikes them as attractive. The idea of pushes and pulls comes from entrepreneur-

ship professor Karl Vesper 3. , but he went beyond that to list the seven situations most likely to trig-

ger a pull toward entrepreneurship. Vesper calls these  entry wedges  that are particularly likely to 

pop-up for individuals open to imitative businesses: 

●    Supply shortages:  Supply shortages occur when a new product is in demand. The target 

audience is leading-edge buyers who are willing to pay a premium to be the first to have the 

product. This is a short-term market and one that changes rapidly. The key benefits are deliv-

ery, shopping ease, and style.  
●    Unutilized resources:  Unutilized resources can be a physical resource like gravel in a farm field 

or even entire inner cities (see Small Business Insight: Initiative for a Competitive Inner City). 

It can also be a human resource. Tax Resources, Inc. was started in 1988 by people experienced 

in dealing with the IRS in order to advise taxpayers on legal strategies to minimize their taxes or 

handle audits. 4  The key benefits are lower costs, scale savings, or organizational practices.  
●    Customer contracting:  Customer contracting occurs when a customer, most often a busi-

ness, is willing to sign a contract with a small business to ensure a product or service. Because 

big businesses frequently downsize, they have ongoing needs to outsource work. Former em-

ployees are often the preferred source for independent subcontractors. (See  http://www.en-

trepreneur.com/Your_Business/YB_SegArticle/0,4621,297205,00.html  for example). The 

key benefits are quality, delivery, technology, shopping ease, brand/reputation, and assurance. 

Style and personalization are often factors too.  
●    Second sourcing:  Second sourcing seeks out customers who are already being serviced by an-

other firm. The strategy is to offer customers a second place to obtain goods or services. Often 

the advantage the small business offers is being locally based. Second sourcing provides the cus-

tomer with greater certainty of supplies or services, and at its best provides a competitive pressure 

to keep both suppliers providing the best service and prices. Like customer contracting, the key 

benefits are quality, delivery, technology, shopping ease, brand/reputation, and assurance.  
●    Market relinquishment:  Market relinquishment occurs when business firms leave a market. 

Since the 9/11 terrorist attacks, the major American airlines have dramatically scaled back 

their service. For small commuter airlines, these market relinquishments have been opportuni-

ties to expand and provide ongoing service to smaller airports. Key benefits are place, shop-

ping ease, quality, delivery, and service.  
●    Favored purchasing:  Favored purchasing occurs because government agencies,  government-

sponsored commercial contracts, and many big businesses have policies that provide for set-

asides or quotas for purchases from small businesses. You can find out more at the SBA’s 

online government contracting site. Key benefits are quality, delivery, service, assurance, 

place, and belonging.  
●    Government rules:  Rule changes by the government can help small firms compete. For ex-

ample, when the Environmental Protection Agency let small construction firms out of some 

of the water pollution treatment requirements that large firms must face, it gave the small 

     entry wedge  

 An opportunity that makes it pos-

sible for a new business to gain a 

foothold in a market.    
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businesses a savings of $1.5 billion, which made them more competitive. The Regulatory 

Flexibility Act of 1980 drives many of these rule changes in government. 6  Key benefits here 

are technology, service, personalization, lower costs, and organizational practices.      

 Some entrepreneurs may exploit these opportunities by starting a firm to get the product or service 

out, while others may create the product or service and have agents find firms to use it, which is 

the consignment process described in Chapter 5. Either way, the idea gets made real as a  product  

(something physical a customer buys) or a  service  (activities undertaken on a customer’s behalf). It 

is possible to combine products and services, like a GM auto that comes with the OnStar cell phone 

service. You can learn more about that in Chapter 9. 

  If you have in mind a product or service, you also have an industry.  Industry  is the general name for 

the line of product or service being sold. Examples include the restaurant industry, the computer con-

sulting industry, and the collectible doll industry. In addition to a name, industries have numeric codes, 

called SIC or NAICS codes, 7  which are discussed below. Industry is vitally important to your core 

prestrategy decisions because simply put, there are industries that are more profitable than others. 

  In fact, picking the right industry is key to the success of your small business. Stanley and Danko, 8  

in  The Millionaire Next Door , point out that two-thirds of all millionaires are self-employed. They 

say that the key to being successful is selecting an industry that offers good potential for making a 

profit and attractive opportunities to work with a minimum of risk and competition. These industries 

are described as having high  industry attractiveness.  Stanley and Danko were surprised to discover 

that most millionaires who owned businesses are in industries like scrap metal, coal mining, and dry 

cleaning. It turns out that industries that are attractive from a profit-making sense may not be the 

industries thought of as attractive places to work. But choosing one of these attractive industries can 

do a lot to help your firm survive and you to be successful. 

  Industries which do well in good times and poor historically include financial firms tied to bank-

ing, health-related firms, insurance firms (especially related to health), and business consulting. 9  

When talking about the small business myths in Chapter 1, other occupations that came up included 

bookkeeping, credit counseling, and tax preparers. 10  Figure 7.2 gives information about a number 

of industry sectors and some popular individual businesses to help you get an idea of the relative 

attractiveness of industries (based on their profitability), and the expected level of sales.     

  If you know the industry’s code number (see Skill Module 7.1 to find out how to do this), you 

can find out a tremendous amount of information about the industry. This is because most informa-

tion is coded using the industry number. From the work done by marketing researchers Stanley and 

Danko 11  as well as  BizMiner.com  and others, we know there are between 15,000 to 30,000 different 

industries in the United States. 

  There are two major classification systems that code industries: the new NAICS (North Ameri-

can industry classification system) and the better-known standard industrial classification system, 

     industry  

 The general name for the line of 

product or service being sold, or 

the firms in that line of business.    

SMALL BUSINESS INSIGHT

The inner city of Buffalo, New York, is an unlikely place to find a growing construction company. It is an economi-

cally depressed, gritty, urban center still on the long road to revitalization. Some folks, however, see a lot of po-

tential in it. Sundra Ryce graduated from Buffalo State in 1996, and started SLR Construction Services Company. 

She knew the industry from working in her father’s construction firm. She chose the inner city because it put 

her close to her clients in government and helped keep costs low. One of the few woman and minority certified 

construction firms in the United States, SLR was able to land major contracts with the Veterans Administration. 

Her drive led SLR to become number four on a national list of most accomplished inner city businesses5 in 2003 

when she was 28 years old.

Initiative for a Competitive Inner City
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or SIC.   SIC codes have four digits; NAICS have six. NAICS covers more industries and more of the 

newer types of industries. Skill Module 7.1 gives you help in finding the NAICS and SIC codes for 

the industry for your business. The Skill Module is also on the Online Learning Center.   

FIGURE 7.2

Attractiveness of 

Selected Industries 

and Lines of Business

Industries shown in blue are 

the most profitable, while 

industries shown in red are 

the least profitable. Averages 

for major industrial sectors are 

shown in black.
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SKILL MODULE 

7.1

Finding Your Firm’s Industry

Finding the NAICS and SIC codes for your industry is essential to tracking down information about the line of 

business you want to pursue. Most libraries have reference works that you can read to find your industry such as 

the Standard Industrial Classification Manual, 1987 (NTIS, 1987) and the North American Industry Classification 

System: United States, 2002 (NTIS, 2002).

 It’s easier to search online. Go to http://www.census.gov/epcd/naics02/ and find the text box that says 

“enter keyword.” Enter the name of your industry. If you are not sure of the exact name, you can try using a 

part of the name. For example, you could enter comp in the box and get computers and compact disks. For to-

day’s example, think about opening a hamburger and fries sort of restaurant to compete with McDonald’s. Enter 

restaurant and click on the 2002 NAICS search button. The results give almost a dozen possibilities including 

“Restaurant, fast food,” “Restaurant, full service,” and even related industries like “Restaurant Associations.”

 “Restaurant, fast food” is the key. Its NAICS code is 722211, officially known as “Limited-Service Restau-

rants.” The SIC code is 5812.

 To see what you can do with it, go to www.census.gov and click on “Economic Census,” which is in the 

business section. There is another text box where you can enter an NAICS code. Its label is “industry statistics 

sampler.” Enter 722211 and click on the NAICS search button. The result on screen will give you a link to the 

statistics. Click on the hot link, and you’ll find yourself looking at the results from the economic census. You can 

find out how many fast food restaurants there are nationally or in your state. You can find out how much revenue 

they had and how many people were employed by them. You can figure averages for per-store sales and employ-

ment to get an idea of how well these restaurants do.

 For example let’s use the 2002 data. Texas has 13,985 fast-food restaurants (establishments), employing 253,788 

people. So the average restaurant employed 18 people. Those 13,985 restaurants spent $2,666,516,000 in payroll in 

2002, or $190,669 per fast-food place. That works out to around $10,506 in wages or salaries for each employee on 

average. Now you know a bit about the going rates for workers and the kind of money you’ll need to budget.

 Armed with the NAICS or SIC codes, you can go to library and online sources listed in Table 7.1 on page 197 

to find more detailed information about the industry you’re thinking of entering.
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  The key to finding information about industries is knowing how to check the information, and 

NAICS and SIC codes are essential to that. It is also important to know that there are no “safe” 

industries. In much the same way that families and societies are living things—things that are born, 

mature, and can die—industries can be considered living too. Ten years ago, coffee shops were 

a dead industry in most of the country. However, today, with Starbucks, Panera Bread, Seattle’s 

Best, and a host of independent coffee shops blanketing the country, the industry has been revived 

through franchises, company-owned stores, and innovative independents.   

  Imitation and Innovation  
 This chapter’s subtitle is “Imitation with a Twist.” The idea reflects the fact that for most small 

businesses, the owner wants to be a lot like others in the industry, but not exactly like them. Own-

ers who elect to imitate their competitors still want to have  something  that distinguishes them from 

the others—something that makes the owner’s firm special and better. That special and better 

element—that innovation amid a lot of imitation—gives us the kind of entrepreneurial thinking 

behind the chapter title. 

  The choice between imitation and innovation is truly important and often overlooked. Businesses, 

especially new firms, can do more or less what others are already doing—an  imitative strategy —

or they can start doing something that is very different from what others do—an  innovative strat-

egy . Imitation is the classic small business strategy. We know from the PSED that almost two-thirds 

of people starting businesses today plan to use imitation as their approach. 12  

  There are several advantages to using an imitative strategy. 13  You benefit from being able to buy 

existing technologies, such as industrial grade washing machines for a laundromat, Web servers for a 

hosting service, or calligraphy pens for greeting card publishing. Architects, builders, real estate agents, 

zoning boards, equipment manufacturers, equipment servicing companies, and banks are more likely to 

understand the industry and what is expected. Because of this, they can give you firm estimates of costs 

and schedules. With imitative approaches, there is also the possibility to buy existing businesses. 

  Perhaps the key benefit of an imitative strategy comes from your customers. Chances are they 

already know about the kind of product or service you are offering. This means your marketing ef-

forts can focus on the benefits you offer instead of explaining the product itself. 

  When you elect an innovative strategy, you have the benefit of making your business precisely fit 

your own ideas and preferences. Take the example of snowboards. When Dimitrije Milovich built 

the first modern snowboard in 1969, he not only had to have the product available for purchase, 

but he also had to inform the customers that such a product existed and how it could be used. With 

highly innovative businesses, there is often not much opportunity to sell the business, and the owner 

spends a lot of energy in creating the processes and markets as well as informing suppliers, resellers, 

and investors about the new product or service. 

  In practice, most firms use imitation plus or minus one  degree of similarity . Imitation minus 

one degree of similarity would be the business equivalent of cloning. It is franchising, first discussed 

in Chapter 6, in which you purchase a precise and complete copy of an existing business from the 

franchisor. Imitation itself involves patterning a business on existing firms and processes. Your 

imitation is not likely to match the precision or completeness of copying seen in franchising, since 

you are unlikely to have all the information about the model businesses or processes. You may also 

adapt your business to fit local situations or your current situation. You might pattern your new Ital-

ian restaurant after the Olive Garden, but you end up buying your equipment and food from different 

sources and add local favorites, such as toasted ravioli in St. Louis, barbeque pizza in Memphis, or 

deep-dish pizza in Chicago. This approach is called  parallel competition . 

  Imitation plus one degree of similarity is where you look at existing businesses and pattern yourself 

after them, with the exception of one or two key areas in which you seek to do things in a new, and 

hopefully better, way. This is called  incremental innovation  and is second only to parallel competi-

tion in frequency. You have seen it in the fast-food business where Burger King told customers “have 

it your way.” This approach was bettered by Wendy’s, which offered custom-built hamburgers that 

were, in addition, “hot and juicy.” Hardees moved into the fray with supersized custom burgers. Each 

company makes custom-built hamburgers, but each added a small innovation to differentiate it from 

its competition. Small businesses do the same thing, whether they are offering haircuts or golf clubs. 

LO2
  Learn the forms of 

imitative and innovative 

businesses.

     imitative strategy  

 An overall strategic approach in 

which the entrepreneur does more 

or less what others are already 

doing.    
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 An overall strategic approach in 
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  The last type is  pure innovation , which results in a new product or service. These situations are 

rare. Typically with a new product or service, you also have a unique setting. For example, Philadelphia 

chef Joseph Poon was one of the early developers of a food style called  Asian Fusion,  which combined 

Asian food with contemporary American and nouvelle cuisine elements. His restaurant reflected the 

Asian Fusion theme with light woods, simple lines, and oriental details. Other Asian Fusion restaurants, 

such as Roy’s of Seattle or the E&O Trading Company in San Jose, California, 14  added different wines, 

beers, and liquors, and even new types of mixed drinks developed to complement the food. After all 

this, the Asian Fusion chefs had to convince diners to try these new combinations of flavors. 

  These ideas lead to a simple set of strategic moves that can help you think about how to compete 

better as an imitator. Think of the case of the upstart Netflix, which became a major player in the 

video rental business, but was a relative latecomer. 15       

●   Parallel Innovation 
●   Use the standard-setter’s approach for lower start-up costs: Blockbuster set the standard, so 

the software and basic inventory for video rental existed.  
●   Don’t make the mistakes the leader is making: Blockbuster customers complained about 

lack of selection, and out-of-stock movies, so Netflix had a larger selection and arranged to 

avoid stock-outs.     
●   Incremental Innovation 

●   Take it to the next level: Pick one area important to customers to do much better than the 

pioneer. You can be easier, cheaper, or offer higher quality. Netflix offered avid movie 

renters a better financial deal and better selection.  
●   Borrow from Outside: If another industry has a solution that works (and people know about 

and like), imitate that idea in your home industry. Netflix married the book clubs’ use of 

mail and the video rental model of Blockbuster.      

 Remember that a lot of research shows that imitators do better than pioneers in the long run. 16  

For example, we know Boeing, Microsoft, and Google, but these are all imitative companies. The 

pioneers in their industries were companies like Wright or Curtis (airplanes), Digital Research 

     pure innovation  

 The process of creating new prod-

ucts or services, which results in 

a previously unseen product or 

service.    
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(PC operating systems), Wandex (Web searching), and Overture (keyword ad sales). When you do 

imitation well, it can do well by you.   

 Markets 
 A  market  is the business term for the population of customers for your product or service. If you 

know your market inside and out, you are likely to know much of the key information for how to 

be successful in your line of business. There are two market decisions you need to make early in 

the process of going into business. One of these is the  scale  of the market, which is the size of the 

market—whether you plan to aim for a mass market or a niche market. The other is the  scope  of the 

market, which defines the geographic range covered by the market—from local to global.  

  Scale: Mass or Niche  

 When you think about the market for your product or service, you typically have two choices. A 

 mass market  is a market that involves large portions of the population—all men, all women, all 

teens, all elderly, all families, all manufacturers, all restaurants. Mass markets are broad, and a 

mass-market approach targets the entire market. 

  A  niche market  is a narrowly defined segment of the population that is likely to share interests 

or concerns—25–34-year-old women, families with twins, Boy Scouts, Italian restaurants, manu-

facturers in your city. Niche markets are specific and narrow, and in a niche market approach, you 

try to target only customers in the niche. 

  Most industries have both mass and niche markets. For example, the greeting card industry has 

mass-market giants like Hallmark and American Greetings, which advertise nationally on TV (a sure 

sign of a mass marketer). However, the industry is also full of niche markets. For example, Maria 

Peevey and Lisa Bicker started SimplyShe with greeting cards targeting women going through try-

ing life experiences such as breaking up, motherhood, or weddings. Having identified their niche 

and its needs, they market their cards through specialty fashion boutiques such as Henri Bendel, as 

well as online. 17    

 Scope: Local to Global         

 Market scope is related to market scale. Market scope refers to the geography of your target market. 

It can be local (like a neighborhood or a city), regional (e.g., a metropolitan area or a state), national, 

international (usually meaning two to a few countries), or global (meaning everywhere). Owners 

of the businesses studied in the PSED 18  were asked how much of their business they thought would 

come from each of the geographic categories. Overall, they estimated that 58 percent of sales would 

be local (within 20 miles), 30 percent would be regional (from 21–100 miles), 22 percent would be 

national (from 100 miles out to the rest of the United States), and only 4 percent would be interna-

tional (outside the United States). 

  Market scope is important for two reasons. First, knowing your market scope helps you decide 

where to focus your sales and advertising efforts. The second benefit is that knowing your target 

market gives you a way to determine which potential competitors you need to worry about most, 

namely those also in your market scope. 

  The goal in the Prestrategy step is to bring together the key decisions that underlie the business 

you hope to own. This starts with you and the rewards you seek; the product or service you plan to 

offer for sale to achieve those rewards; and the industry and markets with which you and your firm 

will plan to deal. Armed with this basic understanding of your firm, you are ready to begin develop-

ing a strategy to achieve your goals. Very often, it starts with a closer consideration of your potential 

customers and what you can do with your product or service to best catch their attention.      

  Customers and Benefits: The Second 
Step of Strategic Planning   
 In this second step of the strategic planning process, the focus is on the kind of customer to whom 

you want to sell, and the benefits that will attract them. Just as there are industries that offer better 

and worse opportunities, there are customers that entrepreneurs prefer. Customers who offer the 

LO3
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kinds of rewards you are seeking are generally those you are most likely to view positively. If you 

are interested in great wealth, having customers who are themselves wealthy and not very sensitive 

to price issues would be seen as rewarding. If growth is your goal, having customers from whom you 

can learn and who expect things to be constantly new and improved will help you meet your goal. 

  There are also some types of customers often seen as particularly attractive. These include: 

●    Corporate customers:  Look at Figure 7.2 and compare the B2B (wholesale) to B2C (retail) 

sales. Selling to other businesses may produce greater profits.  
●    Loyal customers:  Loyal customers return and are already presold, making your life easier. 

They also refer friends, another source of revenue.  
●    Local customers:  This was originally true because as the owner you could keep tabs on the sat-

isfaction of local customers more easily than distant ones; but in the digital age, it is less about 

geographic proximity than about you taking the time to stay in touch with your customers.  
●    Passionate customers:  People who are not just loyal but are likely to rave about your business 

are likely to generate more potential customers than any other type.    

  There are literally dozens of beliefs about the best customers. Most of them have at least a germ 

of truth about them. You can learn about the types of customers in your intended line of business by 

talking to other entrepreneurs already in the business, and by researching the business in the trade press 

(to find these, refer back to Skill Module 2.1). Look for terms like “customer profile” and “preferred 

customers” as well as articles about “loyalty programs” and “repeat customers.” These articles are 

most likely to have information about the most prized customers in your proposed line of business. 

  The point is that thinking ahead about the kind of customer with whom you want to deal is the best 

way to orient your strategic planning process toward finding those customers when you get to picking a 

strategy. As you decide on the type of customer you want to encounter, your next step is thinking about 

the kind of benefits you can offer them to help meet their needs with your product or service.  

 Value and Cost Benefits 
 Benefits are characteristics of a product or service that the target customer would consider worth-

while, such as low cost or high quality. The best way to identify desirable benefits is through po-

tential customers. You can do this directly through interviews, focus groups, or questionnaires (see 

Chapter 12 for more details on how to do this), or indirectly through reviewing Web sites using 

the techniques given in Skill Module 7.2. Ratings and complaints for products and companies can 

give you valuable information on what benefits people want, and might want more of. Usually the 

benefits focus on value added to the product or service or on the cost of the product or service.   

SKILL MODULE 

7.2

Checking Customer Opinions Online

Today there are many ways to quickly assemble information about products or services from customers from 

online sources. For this exercise, imagine you would like to produce and market a new iphone case. The list 

below will point you to online sources you can use to build a profile of customers and their opinions. The list 

starts with the most direct ways to find opinions, and shows more complex ways to find opinions as you work 

your way down the list.

1. When you have a particular product or service in mind, try to start with a Web site that special-

izes in it (or type the product name into Google or Yahoo!). For example, there really is a site called 

iphone-cases.org. They sell iphone cases, but do not have reviews posted. If you try Googling “iphone 

case review” you will quickly find sites that include customer ratings and comments for many of the 

cases.

2. Along the same lines, Amazon.com does a better than average job of soliciting and displaying customer rat-

ings on products.

3. You can go to the major customer opinion sites (epinions.com, yelp.com, and complaints.com) to see if they 

have anything on iphone cases. For other sites of this type you can check Yahoo!’s directory (dir.yahoo.com) 

for “Consumer Opinion.”
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  Benefits are usually characterized as value benefits or cost benefits. A  value benefit  displays 

characteristics related to the nature of the product or service itself. Things like quality, fashion, 

and reputation are elements that give a product or service value in the eyes of the customer. A 

complete list is given in The Thoughtful Entrepreneur box on value and cost benefits.19 Value 

benefits are important because they are almost always what lead to higher prices and higher prof-

its. For example, McDonald’s Big Mac often costs $2 more than their double cheeseburger. The 

difference between them are some sesame seeds, a third piece of bun between the top and bottom 

patty, the “special” Big Mac sauce, and some lettuce. Both have two all-beef patties, two buns, 

and cheese, which you would figure (correctly) are the major costs of the sandwiches. But people 

pay far more for the Big Mac and pay it far more often. Next time, ask your friends why they do 

that. The answers you will get will tell you a lot about value benefits, and how much people will 

pay for them.     

  While value benefits refer to what the customer senses in the product or service, cost benefits 

refer to the ways by which a firm can keep costs low for the customer. These include scale and scope 

savings, and a full list is given in the same Thoughtful Entrepreneur box. It is often important for 

customers to know one of these cost benefit reasons why a product or service has a low price so that 

they do not erroneously conclude that your firm has cut price by cutting quality.   

4. You can try a shopping site like Yahoo! Shopping (shopping.yahoo.com) or Google products (products.google

.com) for iphone cases and look for possible customer ratings of these. Note that shopping sites often show 

ratings customers give the site overall, rather than the individual product. Note that Forbes.com and Smart-

money.com offer lists of the best shopping comparison sites if you plan to use this route.

5. Finally, you can look for blogs on the subject. Putting “iphone case blogs” into Google or Yahoo will point to 

blogs with individuals passionate about a variety of topics and who along the way mention iphone cases.

6. Increasingly, manufacturers provide a customer opinion Web page and from that you can learn a wealth of 

information about your competitors’ products.

With these reviews, you look for themes about what satisfies and dissatisfies customers. What these reviews 

miss are potential customers—people who did not buy. On the other hand, those who provide reviews tend to 

be the more passionate customers—pro or con. You can get a wealth of information from dozens of people for 

free in a matter of minutes.

 Beware that one problem is the “fake review,” often gushingly positive reviews which turn out to have been 

written by the manufacturer or reseller. That is why it is important to get reviews and comments from different 

sites and keep an eye out for similar-sounding reviews. When presenting your results, list the sites you visited 

and the number of customer reviews you analyzed. You can use the value benefits list to categorize your findings, 

or make a set of categories that fit the special features of your product or service.

● These two burgers have very 

similar costs for raw materials 

and preparation, but one costs $2 

more than the other because of 

the value benefits it offers.
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  Benefits are central to how you appeal to your target customer base. Picking benefits customers 

find attractive makes your firm attractive to them. Picking customer-desired benefits that your com-

petitors do not offer is a powerful way to make your firm stand out from the competition. Benefits 

drive your firm’s offering to its customers and influence every part of the strategy process. As we 

will see later, benefits can be combined to offer themed strategic packages. 

VALUE BENEFITS

Quality: Offering a quality level others do not. It can be the highest quality, just enough quality to meet 

the basic need, or a bit more quality than is typical for the price. Offering guarantees and warranties also 

reflects quality benefits.

Style: Items that are beautiful, fashionable, popular, or otherwise aesthetically pleasing.

Delivery: Sometimes simply offering delivery is enough, but other times you may need to deliver quickly, on 

schedule, or where others do not.

Service: Examples include the go-the-extra-mile sort, the personalized know-your-customer’s-name sort, 

the we-serve-you-in-one-minute sort, or even the service-after-the-sale sort.

Technology: You can offer state-of-the-art or leading-edge technology, technology that others do not have, 

or technology that automates or simplifies tasks or that meets industry standards. Offering complementary 

technology such as voice mail or answering machines to people with telephones also fits in here.

Shopping ease: Providing one-stop shopping; having all of a product line; making ordering, returning, or 

upgrading easy for the customer are all benefits.

Personalization: This can come in building custom products or services, or personalizing the customer 

experience.

Assurance: Offering guarantees, warranties, or service that takes the risk out of buying your product or 

service.

Place: Being conveniently local is one example. Being willing to sell and deliver where others do not is 

another.

Credit: One key benefit small businesses offer customers can be extending credit where larger firms and 

chain stores will not.

Brand/reputation: This can come from the products or services that you offer, or from your own firm’s 

reputation.

Belonging: Some products confer value because they make the customer part of a larger group, such as a 

member of a club or an online gaming community.

Altruism: If your product helps the community, a group, the environment, or the world, it is a benefit.

COST BENEFITS

Lower costs: Operating from your home, getting family members to contribute their time for free, or selling 

something you’ve already gotten your value out of are all examples of ways small businesses keep their 

costs low.

Scale savings: Buying in volume usually produces savings, so some firms buy in bulk and sell or repackage 

in smaller amounts, passing along some of the cost savings.

Scope savings: A multifunction printer has a broad scope—it combines a printer, a scanner, and a fax 

machine into one box. This is because they can share parts, and this sharing results in lower costs.

Learning: As a firm gets more experience, it can often work with fewer mistakes and greater efficiencies, 

thereby lowering costs.

Organizational practices: Possibly a small business has automated or professionalized or mastered a 

product or service to the extent it can do it more cheaply than others.

Value and Cost Benefits

THE THOUGHTFUL ENTREPRENEUR

competitor

Any other business in the same 

industry as yours.

industry dynamics

Changes in competitors, sales and 

profits in an industry over time.

introduction stage

The life cycle stage in which the 

product or service is being in-

vented and initially developed.
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  Offering the benefits your customers want opens up the possibility of your being able to charge a 

premium price and make higher profits, since people are willing to pay for value-based benefits they 

desire. Having cost-based benefits can also increase profits by lowering your cost of doing business, 

and thereby increasing your margin relative to your competition’s. Therefore, it is easy to see how 

benefits help you select a strategy that improves your firm’s profitability.     

  Industry Dynamics and Analysis: 
The Third Step of Strategic Planning   
 Industry refers not only to your product or service, but also to all the firms also selling that product 

or service, in other words, your  competitors . In setting strategy you need to look at your competi-

tors in order to best position your firm, but you also want to look at the changes in competitors, 

sales, and profits in your industry—what are called the  industry dynamics —to make sure it is a 

good time to enter it. 

  It turns out the fortunes of industries move in a predictable way. Figure 7.3 shows the two ways 

the number of firms in an industry change. 20  Most industries’  introduction stage  starts with only 

a few firms. These firms elected to be innovative in their approach, making a new product or offer-

ing a new service. The number of firms typically grows slowly at first. Sales are probably small, 

and most customers are largely unaware of the offering. When enough customers have bought the 

product so that it begins to draw the attention of the general public, there are two possibilities for the

 growth stage . Most products and services tend to grow at a regular rate, one at which the growth 

in the number of firms more or less meets customer demand. However, some products or services 

turn out to be extremely popular or “hot” and grow very rapidly. In these cases, the original firms 

are unable to keep up with consumer demand. Other firms jump in to take advantage of the growth; 

this stage is often called the  boom . Firms begin to compete on features and price, and there may 

seem to be an explosion of choices. Eventually, all such booms come to an end, and there is a stage 

called the  shake-out  in which many of the firms close down. This phase ends as the rapid die-off 

of firms stops. 

  Whether through slow and steady growth or a boom and shake-out cycle, the industry eventually 

reaches a relatively stable number of firms, with minor variations and a slow drop in numbers. This 

is called the  maturity stage.  Eventually mature industries begin a  decline stage.  Some industries 

face death, while others find new life in a process called  retrenchment.  We will look at those later 

stages later in this chapter.  

   Starting early is not always a guarantee of eventual success. Consider cars—the original car com-

panies were small businesses. Charles and Frank Duryea, brothers who created a family business, 

made the first production car in the United States in 1893. Firms from the start-up stage included 

LO4
  Discover how industry 

changes affect strategy.

     boom  

 A type of life cycle growth stage 

marked by a very rapid increase in 

sales in a relatively short time.    

     shake-out  

 A type of life cycle stage following 

a boom in which there is a rapid 

decrease in the number of firms in 

an industry.    

     maturity stage  

 The third life cycle stage, marked 

by a stabilization of demand, with 

firms in the industry moving to 

stabilize or improve profits through 

cost strategies.    

     decline stage  

 A life cycle stage in which sales 

and profits of the firm begin a fall-

ing trend.    

     retrenchment  

 An organizational life cycle stage 

in which established firms must 

find new approaches to improve 

the business and its chances for 

survival.    

FIGURE 7.3

The Industry Life Cycle

High

N
u

m
b

e
r 

o
f 

fi
rm

s

Low

Introduction Growth

Hot

Industries

Regular

Industries

Shake-Out Maturity Decline Death or

retrenchment

Time

     growth stage  

 An industry life cycle stage in 

which customer purchases in-

crease at a dramatic rate.    



196 PART 2 Small Business Paths & Plans

Duryea, Winton, and Studebaker as well as Olds, Cadillac, and Ford. The boom started in 1905 and 

went to 1915 with over 75 auto manufacturers, many of them still small businesses. In the shake-out 

during World War I, the number dropped into the teens, settling into the maturity phase of the Big 3 

(GM, Ford, and Chrysler) who survived into the 21st century. 

  Industry dynamics are important in telling you and potential partners or investors about the pros-

pects for the industry as a whole. Obviously it is easier to sell people on your business when the 

whole industry is growing. But if the industry is not growing there are still ways to be successful, 

but as a start-up you need to have worked these through ahead of time. As mentioned before, the 

market relinquishment in the declining airline industry after 9/11 opened up opportunities for new 

small airlines in the cities abandoned by the major airlines.  

  Tool: Industry Analysis  
 Armed with the concepts and preliminary information about the product/service and the market, 

you are ready to do a preliminary industry analysis.  Industry analysis (IA)  is a research process 

that provides the entrepreneur with key information about the industry, such as its current situation 

and trends. Most entrepreneurs initially do an IA to find out what the profits are in an industry in 

order to better estimate possible financial returns. Taking this one step further, finding out how 

those profits are generated often makes the difference between success and failure. Armed with this 

information, the entrepreneur can tell if the industry is growing, stable, or in decline and what the 

degree of competition is. Skill Module 7.3 provides a how-to description for gathering the key types 

of information needed to perform an industry analysis. It also explains how the information is use-

ful. For a complete example of an industry analysis, see this chapter’s Appendix.  

     industry analysis (IA)  

 A research process that provides 

the entrepreneur with key infor-

mation about the industry, such as 

its current situation and trends.    

SKILL MODULE 

7.3

Short and Sweet Industry Analysis

The basics of industry analysis (IA) consist of knowing seven pieces of information.

1. SIC/NAICS number and description (online): Getting this information is detailed in Skill Module 7.1. It is 

important to know in order to search for other information about the firm.

2. Industry size over time (online): Getting this information is detailed in Skill Module 7.1 for 2002 data, but 

you can also get earlier years. These numbers tell you the overall trend (growing, stable, declining) and the 

degree of fragmentation of the industry (how many firms are in the industry, and how much of the market 

the largest firms have). Fragmented industries—in which the largest four firms control 40 percent or less of 

the sales—are more likely to have active small business populations.

3. Profitability: This is key data. You can get the basic information for a wide variety of industries from the 

Bizstats Web site (www.bizstats.com). For this site you need to know the description of your business 

(you will find restaurant under “Retailing—Restaurant and Drinking Places”) and an estimated total sales 

per year (put in what you would hope your sales would be if you do not have better information). You can 

pay for online reports at the Risk Management Association (RMA) or BizMiner Web sites, or you can check if 

your school or local library has a copy of the RMA’s Annual Statement Studies: Financial Ratio Benchmarks. 

The key numbers are in the “Income Data” section in percentage form. Find the size of your firm above the 

“Number of Statements” number (for start-up businesses, the smallest size is often the best place to start). 

Then look down the column for the “Gross Profit,” “Net Profit,” and “Profit Before Taxes” numbers. Gross 

profit is what is left after deducting the cost of goods sold. Net profit is what is left after deducting the 

operating expenses of the business. Profit before taxes represents the amount of money the owner 

or owners take out of the firm annually and on which they pay taxes. When the business can sustain it, 

owners tend to put their salaries in the operating expense category. However, if the firm cannot afford the 

owner’s salary, the only income is the profit before taxes.

4. How profits are made (interview or articles): Armed with the information from above, you can look for 

the last piece of the puzzle—how profits are made. There are usually four activities to evaluate. One is what 

can be done to generate more sales. Second is a judgment of whether it is possible to charge a premium for 

a product or service. Third is how to keep the cost of goods or services below the industry’s average. Fourth 

gross profit 

Funds left over after deducting the 

cost of goods sold.

net profit 

The amount of money left after 

operating expenses are deducted 

from the business.

profit before taxes 

The amount of profit earned by a 

business before calculating the 

amount of income tax owed.
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   Table 7.1 provides a listing of many of the key databases used in assembling industry analy-

ses. Some are online, while others are in book form and available in local libraries. Armed with 

the information from your industry analysis, you are in a better position to decide if the industry 

meets your needs for income (which comes from profits and operating revenues), financial growth 

(depending on the trend of the industry as a whole), and competitive challenge (depending on the 

number and concentration of competitors). It can also help you determine if you have or can get the 

expertise needed to run a profitable business (comparing how profits are made to how you would 

run your business if you started now). If the IA outcomes do not look promising, there are thousands 

of other industries to try, and it is time to think about what you can offer to attract customers to your 

business.     

is looking at ways to keep operating expenses below industry averages. Small businesses may use one or 

more of these approaches. Finding out which get used and the specifics of how they are used generally 

requires either talking to people in the industry or checking out the industry press. Skill Module 2.1 talks 

about where to find the trade and professional press for particular industries. If you go the interview route, 

you can talk to people at companies in the industry. Among the owners most willing to talk are those who 

have been officers in trade and professional associations or owners of businesses who would not see you as 

competition, such as owners in other cities. Many people have also found chat rooms, like those at http://

groups.google.com, or discussion boards (via www.boardreader.com) to be useful in finding people 

and comments. Whenever possible, try to get at least five different sources to make sure you know what is 

really going on.

5. Target market competitor concentration (directory checking): By looking at the listings for local and 

commercial directories (and companies’ Web sites), you can get an idea of the market scope and scale of 

the businesses with whom you’ll be competing. By getting the number that matches your firm in scale and 

scope, you can get a clear idea of the concentration of competitors in your segment of the industry—and 

whom you will need to keep an eye on.

6. Analysis: In general, the data you have gathered is put into a report, which helps readers understand what 

the numbers mean for the industry under consideration. When analyzing the industry, give an overview of 

the industry (e.g., growing, stable, declining, does it have any major segments like fine-dining vs. quick 

service restaurants) in words and numbers, its size and profitability (as well as the trends for each over the 

past 3 to 5 years), and the major strategies by which businesses in the industry make money (e.g., cost or 

differentiation strategies, see “Strategy Selection” later in this chapter).

7. Sources: Let readers know where you obtained your information (e.g., books, Web sites, or personal inter-

views). It is important to assure them of the quality of your work. Without sources, you could be accused of 

plagiarism.

Sources of Data for Industry AnalysisTABLE 7.1

Free Online Sources

BizStats.com—Offers profit and cost information for about 100 industries dominated by small businesses. 

Also has balance sheets and income statements as well as a calculator to project financials from the firm’s 

sales and legal form of organization. BizStats has a for-fee companion called BizMiner (see below).

Bureau of Labor Statistics Consumer Expenditure Survey —One of the few databases that tracks buying 

habits (expenditures) of American consumers (families and individuals). Useful for determining market size. 

Also includes income and demographic information on consumers, http://www.bls.gov/cex/.

Census.gov’s Industry Samplers —There are Web pages, gathering together sales, employment, and 

establishment counts for 7,500 separate industries. The data are based on the 2002 Economic Census. 

Samplers based on the 2007 census will come out starting in early 2010. Type “Industry Statistics 

(Continued)
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  Strategy Selection and Implementation: 
The Fourth Step in Strategic Planning   
 There are three classic strategies for businesses of all types—differentiation, cost, and focus. 21  Be-

cause they are so widely applicable, they are called  generic strategies .  Differentiation strate-

gies  are aimed at mass markets—situations in which nearly everyone might buy your product or 

service. With this strategy, you try to show how your firm offers some combination of value benefits 

that is different from and better for the customer than those offered by competitors. 

  Relatively few small businesses use differentiation strategies, because it is hard for small busi-

nesses to have the resources to pursue mass markets. It happens most often when a small business 

LO5
  Understand the major 

strategies of business— 

differentiation, cost, and focus.

     generic strategies  

 Three widely applicable classic 

strategies for businesses of all 

types—differentiation, cost, and 

focus.    

     differentiation strategy  

 A type of generic strategy aimed at 

clarifying how one product is un-

like another in a mass market.    

Sampler” (with the quotation marks) into Google or Yahoo! to find them. The best start page is the “All 

sector” one. When you find the page for your industry, remember to scroll down to the bottom. Under the 

section “Products, Size, and Other Data from the Economic Census” you will find a wealth of information 

on the nitty-gritty of your industry. For the 2002 Economic Census, use http://www.census.gov/econ/

census02/data/industry/.

Census.gov’s Statistical Abstract of the U.S.—This can give you population estimates for cities, states, and 

the nation, as well as profits (under “Business Enterprise”) for corporations (which misses a lot of small 

businesses) and summary statistics for sole proprietorships, partnerships, and corporations (which cover 

small businesses too). Note that the major industry sectors (manufacturing, wholesale/retail, information, 

etc.) also get coverage of their own, http://www.census.gov/compendia/statab/.

Sources Likely to Be Found in a Library

Standard and Poor’s Industry Surveys —This gives you the overall trend in narrative and statistical terms for 

52 major industries.

Encyclopedia of American Industries —Provides detailed rundowns on major industries. Names leaders, 

gives upcoming trends as well as historic ones. Has two volumes, one for manufacturing and one for all 

other industries. (Also available online as the Business and Company Resource Center database.)

Industry Norms and Key Business Ratios, and RMA Annual Statement Studies—Each of these two 

competing products offers a rundown of the financials for hundreds of industries, along with the key ratios 

(see Chapter 15 for more detail on this).

Market Share Reporter —Compiles market share data on products and service market shares for public and 

private (i.e., small business) companies.

For-Fee (Not Free) Online Sources—Many school and local libraries already have access to these 

databases, so check with yours.

BizMiner.com —BizMiner covers over 15,000 industries including those most dominated by small business. 

For example, BizMiner has reports on more than a dozen types of restaurants and has similar coverage 

in other industries. In addition to financials, BizMiner offers market reports for thousands of industries in 

hundreds of U.S. communities.

Business and Company Resource Center—Database with an extensive listing of industries (along with 

industry reports), companies, and news articles linked to specific firms. Listings of small businesses give 

names, location, and in some cases sales. Competing databases with similar types of data (but in less 

organized form) include Lexis and ABI/Inform. Your library may have the hard copy version of this, the 

Encyclopedia of American Industries.

IBISWorld —Covers 700 industries in the United States along with economic and demographic (market) 

profiles.

Mintel Reports —Covers United States and Europe with an emphasis on market research (vs. industry 

analysis). Gives consumer segments and explains the competitive positions of companies in covered 

industries.
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offers a mass-market product or service locally. For example, a gas station offers a mass-market 

service, but its sales are naturally limited to a particular location. This business reality sets boundar-

ies for where the firm competes, which help target advertising and pricing. 

   Cost strategies  are also aimed at mass markets. In a cost strategy, you try to show how your 

firm offers a combination of cost benefits that appeal to the customer. Small businesses in a variety 

of industries make use of mass-market cost strategies. Typically, this comes when the small busi-

ness can pursue a very low cost operation. For example, one gravel supplier in Memphis, Tennessee, 

was the undisputed low-cost provider. His secret? A farmer by trade, he discovered gravel under one 

of his farm fields. He sold directly to the users, cutting out intermediaries and their costs. 

   Focus strategies  target a portion of the market, called a  segment  or  niche . Instead of selling 

mass-market gravel for everyone, a focus strategy might target people seeking decorative gravel. 

For example, Scott Stone Company in Mebane, North Carolina, offers eleven different types of 

gravel that differ in color, stone size, and durability. By ensuring the quality and consistency 

of the gravel and knowing which types work best in specialized settings, such as oriental gar-

dens or waterscapes, Scott Stone offers customers products and expertise not readily available 

elsewhere. 

  A focus strategy can use aspects of differentiation or cost approaches that are reformulated for 

the niche market. You identify a focus strategy by figuring out what benefits your market most 

wants. This can be done by asking customers outright, through surveys, or by looking at what is 

working among your competitors locally or in more advanced markets. Often you will find that your 

market seems to want several benefits at once. 

  Building from this, strategy researchers such as Dean Shepherd and Mark Shanley as well as Mi-

chael Porter have identified classic benefit combinations which they call  supra-strategies 22 which 

are given in Exhibit 7.1. All are designed to work where there are many small businesses in an 

industry, along with a few larger firms.     

  Tightly managed decentralization can also work in more conventional firms too. The Men-

love family mastered the auto business in southern Utah with a Dodge dealership that started in 

1962. Family members opened a Toyota dealership in 1986, and a Mitsubishi-Subaru dealership 

in 2002. Each one is highly rated in customer satisfaction and sales volume. 23  Part of the un-

derlying reason for their success is their ability to transplant the skills they mastered in the first 

dealership. 

  Armed with these strategic choices, it is possible to profile the most typical strategies for new 

businesses. Table 7.2 shows four types of start-ups and outlines how they align with the scope, ge-

neric strategies, imitiation/innovation choice, and supra-strategies discussed above. 

  It might help to think about how Table 7.2 applies in a particular industry. Let’s look at Italian 

restaurants (part of NAICS 72211). There are probably several Italian restaurants where you live or 

go to school. If you think about it, the vast majority offer the same sorts of dishes. They are funda-

mentally imitators of one another. Most of them differentiate themselves based on one or two menu 

items (one has cannoli, another has Italian wedding cake, etc.). That is their craftsmanship. Another 

may differentiate on the basis of atmosphere (i.e., best place to take a date) or location (close enough 

to walk to from class). They probably have nearly identical kitchens and bought most of their furni-

ture and serving ware from the same restaurant supply store. That is their formula facility. Together, 

these restaurants are classic imitators. 

  There is also probably another Italian restaurant known as the place to go toward the end of the 

month, when money is tight. The menu has the same sort of items, but the quality of the ingredients 

may be less (e.g., more like institutional food) or the décor may be nothing to look at, but the prices 

are always low. That restaurant is your classic cost leader. 

  Last, think about the Italian restaurant that has the most different menu. It may be hard to find a 

marinara sauce on the menu. The décor may look more at home in a Scandinavian restaurant, and 

the menu may change with the season and what looks good locally. Here you have a firm pursuing 

an innovator strategy. It may appeal only to a few individuals. Because the food varies so much, they 

are more willing to tweak recipes to fit the customer’s wishes. Some of the equipment in the kitchen 

or the seating area will probably be different from what the other local Italian restaurants have. That 

too is part of the innovator strategy. Innovators either grow enough to become mainstream, or they 

die out fairly quickly. 

     cost strategy  

 A generic strategy aimed at mass 

markets in which a firm offers a 

combination of cost benefits that 

appeals to the customer.    

     focus strategy  

 A generic strategy that targets 

a portion of the market, called a 

 segment or niche .    
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TABLE 7.2 Typical Strategies for Small Business Start-Ups

Classic Imitator Internet Imitator Classic Cost Leader Classic Innovator

Market Scope Niche Niche or mass Niche Niche

Optimal Strategy Focus (differentiation) Focus (differentiation or cost) Focus (cost) Focus (differentiation)

Imitation/Innovation Imitation Imitation Imitation Innovation

Organizational Goal Match competition with one 

element different

Match competition but be 

online

Lowest price Master technology

Supra-Strategy Craftsmanship; formula 

facilities

Comprehensiveness 

(inventory); cutting out the 

intermediary; serving the 

underserved

Bare-bones; cutting out 

the intermediary; single-

mindedness (cost)

Elite; single-mindedness; 

supersupport

Attractiveness Moderate to low Moderate to low Low Moderate to high

Life Cycle Stage All All All except introduction Introduction, growth, or 

retrenchment

EXHIBIT 7.1

Seven Small Business 

Supra-Strategies
Craftsmanship: Specialized product, localized business operations, 

high levels of craftsmanship (vs. competitors with scale economies).

Customization: Short delivery times, custom features, short 

production runs, high quality (vs. products that are mass produced).

Supersupport: Extensive, intensive, and personalized after-sales 

service.

Serving the underserved/interstices: Targeting markets forgotten 

by larger competitors.

Elite: High-quality products with high prices, backed up by high 

expenditures for advertising and R&D (vs. mass-market products).

Single-mindedness: Developing and demonstrating exceptional 

expertise in one product or service (vs. competitors with broad 

approaches or product lines).

Comprehensiveness: Offering one-stop shopping with complete 

inventory, immediate delivery, knowledgeable staff, and the major 

supporting services in one location.

Formula facilities: Use a prepackaged business (like a McDonald’s 

franchise or a preconfigured restaurant package from Sysco) to offer 

a better or more consistent product or service.

Bare bones or no-frills: Keep prices super low by cutting back on 

décor (think warehouse stores), hours (think weekends only or flea 

markets), or employees.

Cutting out the intermediary: Today farmers at their roadside stands 

and bands selling their own tracks online are able to sell at lower 

prices and still make more money by eliminating wholesalers’ and 

retailers’ mark-ups.24

Tightly manage decentralization: Once you know how to efficiently 

run one type of business, it often becomes easier to open related 

firms. This is especially common for Internet businesses.
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  Innovators may also come along as drivers of the retrenchment of an industry. The growth of 

northern Italian cuisine (Italian without red sauce) revitalized the Italian restaurant industry by ex-

panding the menu and reenergizing bored customers to come back and learn about new dishes. 

The growth of the wine industry in the United States also led to a revitalization of Italian eating. 

The Internet version of the Italian restaurant is the online ordering system pioneered by big chains 

like Pizza Hut, but is now available for small restaurants everywhere. The food is the same. The 

prices are the same, but the difference is the ability to order online. For some other businesses, 

the online inventory may be larger than the one at the store, because the entrepreneur can fill an on-

line order through their supplier, without adding to their own inventory. So it is possible to be more 

comprehensive online than in the store. 

  The industry analysis helps confirm that you have chosen the right industry, and also where your 

competitors are and the current industry stage. That and your own decisions earlier about the scope 

of your business and whether you plan to pursue an imitative or innovative strategy give you the 

fundamentals for deciding the type of small business strategy that makes the most sense for your 

start-up. With that information in mind, it is time to think about how you will set up your firm to 

implement the strategy. The tool used to get from the industry analysis to a plan for your organiza-

tion is called a SWOT analysis.  

  Tool: SWOT Analysis  
 SWOT stands for strength, weakness, opportunity, and threat.  Strengths  are characteristics of the 

business or team that give it an advantage over others in the industry.  Weaknesses  are characteristics 

that place the firm at a disadvantage relative to others.  Opportunities  are chances to make greater 

sales or profits in the environment, and  threats  are elements in the environment that could cause 

trouble for the business. 

  SWOT analysis is a strategic planning tool that looks critically at these factors. It is probably 

the best-known strategic planning tool. It is used to organize and perform an analysis of your com-

pany’s current and future resources and situations. It provides one of the best ways to organize your 

thinking about how to pursue the benefits you have identified as important to your customers. 

  In a SWOT analysis, you gather information from yourself and others who know you, your com-

pany, the market, and the industry. Talking to potential customers is also a positive in SWOT analy-

ses. The questions are simply the SWOT topics: “What do you see as the opportunities and threats in 

the market or industry?” and “What do you see as the strengths and weaknesses of my firm?” You can 

obtain this information from formal or informal interviews, as well as from brainstorming sessions. 

 Brainstorming  is a group discussion in which people are asked to give their ideas and thoughts about 

a topic. In a brainstorming session there is one special rule—nobody can criticize or put down an idea. 

The only types of questions that can be asked are to clarify what someone meant.  

LO6
  Use SWOT analysis to 

identify strategic options.

     brainstorming  

 A group discussion in which criti-

cism is suspended in order to gener-

ate the maximum number of ideas.    

 The Mechanics of a SWOT Analysis 

 Take the responses from the sources and put them into a SWOT table like the one shown below. To analyze the 

ideas listed in the SWOT table, start with opportunities. Identify the opportunities that seem strongest. Compare 

these to your strengths, looking for matches. For example, if there is an opportunity for “more postsale support” 

in a computer store and one of your strengths is “great at explaining computers,” you would be well-positioned 

to move on the opportunity. 

  Similarly, you compare threats to your weaknesses. A typical threat is “insufficient capital” for a start-up. 

Then if you see “lack of capital” as one of your firm’s weaknesses, you know where you need to put in extra ef-

fort. It also makes sense to do a cross-comparison, such as strengths to threats and weaknesses to opportunities. 

This can point the way to solving problems. For example, in the lack of capital problem, having a strength such as 

“a large support network” might offer a way to look for the missing start-up capital. Along the same lines, strong 

opportunities can offset weaknesses. For example, a lack of experience with a product is less of a weakness 

when the product is new and demand for it is very high.  

SKILL MODULE 

7.4

(Continued)
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  Look again at the chapter’s opening story about Mindnautilus.com. You will see some of the key 

results of the SWOT analysis that Nick and Dennis conducted. They found opportunities, such as 

the large market size and the lack of marketing among competitors. They also found threats to their 

business plan in the need for PCs to be equipped with assistive devices before the Mindnautilus soft-

ware would work. Another major threat was the time and money it would take to get the software 

operational. For them, the SWOT analysis made clear the challenges facing the company, before 

they had committed their funds or lives to it. 

  To analyze your SWOT, look at the four cells and rank order which are likely to have the great-

est impact on your proposed business. Figure 7.4 shows six combinations of cells from the SWOT 

analysis. Each combination has an associated suggestion (called the  strategic direction ) for what 

you should do with your business next: 

●    Strength/Opportunity Combination:  If the cells that draw your attention most are these two, 

you are positioned to  flaunt  your strengths. You should consider investing to grow your busi-

ness and move your firm ahead of competitors. If others’ analysis of your business matches 

yours, this is the kind of situation where outside funding is most easily obtained.  
●    Strength/Threat Combination:  If the cells that draw your attention most are these two, you 

need to  fight  against the threats to your business, by organizing your start-up to compete more 

aggressively and to more visibly emphasize your strengths (most often your customer ben-

efits), especially relative to your competitors.  
●   Weakness/Opportunity Combination: If the cells that draw your attention most are these two, 

you need to  fix  your firm to eliminate the weaknesses before you open and make it possible 

strategic direction 

The conceptualization of how a 

business might best move in re-

sponse to the findings of a SWOT 

analysis—Flaunt, Fix, Fight, Flee, 

Find, or Fire-up.

   

STRENGTHS

Customers ready to buy

Contracts for products or service

Adequate financial backing

Specialized knowledge

Strong support network

Trade secrets, secret recipes

Patents, trademarks, copyrights

Brand or personal recognition

Location or facility advantages

Superior product/service or processes

Superior staff

Prior self-employment experience

Prior managerial experience

Prior sales experience

Prior experience in the industry

Prior experience in the locality

Prior experience in the market

WEAKNESSES

Customers not ready to buy

Inadequate financial backing

Easy-to-copy business

Weak or no support network

Undistinctive product, service, or brand

Location or facility disadvantages

Inadequate staff

Lack of self-employment experience

Lack of managerial experience

Lack of sales experience

Lack of experience in the industry

Lack of experience in the locality

Lack of experience in the market

OPPORTUNITIES (FROM ENTRY WEDGES)

Supply shortages

Unutilized resources

Customer contracting

Second sourcing

Market relinquishment

Favored purchasing

Rule changes by government

Technology creating new products/services

New markets opening up

THREATS

Economic downturn

Oversupply

Competitive pressures

Supplier/customer pressures

Major supplier/customer loss

Missed window of opportunity

Negative government regulations or actions

Obsolescence from market or technology 

 change

S W

O T

S W

O T

Flaunt Fight

S W

O T

S W

O T

Flee Fix

S W

O T

S W

O T

Find Fire-up

FIGURE 7.4

 SWOT Analysis 

Combinations   
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for your firm to seize the powerful opportunities in the environment. If you cannot do this, you 

may need to consider a different business.  
●    Weakness/Threat Combination:  This suggests that the business may not be in the right indus-

try. It could well make sense to  flee  this industry and look for an industry where you and any 

firm you start would have some strengths, and where the threats from the environment are 

likely to be less.         
●    Strength/Weakness Combination:  This suggests that while you may have a new product or 

service, it is more of an invention at this stage than a business. In such cases, the need is to  find  

an opportunity (often done by finding a specific market) to whom the new product or service 

is useful.  
●    Opportunity/Threat Combination:  This suggests that a lively or dynamic set of environmental 

conditions have been identified, but the current product or service is possibly not distinctive 

enough to be competitive. In such cases the need is to  fire-up  the product or service making it 

superior in at least one major regard from other offerings.  

  Post Start-Up Strategy   
 The goal of strategy after the start-up stage is to maximize profits (or any other reward you specify 

as meeting your criteria for success) and protect your business from the competition. To secure suc-

cess, there is a step you need to take past picking and implementing the right strategy. It is the step 

of securing competitive advantage.  Competitive advantage  is the particular way you implement 

your customer benefits that keeps your firm ahead of other firms in your industry or market. Com-

petitive advantage is your firm’s edge in meeting and beating the competition. 

  It can be harder than it looks. Why? In part because most small businesses face a lot more forms of 

competition than they initially realize. Strategy guru Porter 25  identifies five different threats of com-

petition for any business. Imagine you plan to start a Web development firm in Pocatello, Idaho. 

  The first place to look at for competitive threats are  existing firms  in your industry. Pretty much 

all the other Web developers in the Pocatello vicinity pose the threat of  rivalry . Since Web devel-

opment is even being taught in high schools, another potential competitive threat will be  potential 

entrants,  other Web development firms that open after yours. If you think about why people come 

to a Web developer, you realize that there is a very broad threat of  substitutes  with which you 

compete. Prepackaged Web site templates are offered by many hosting services, companies like 

monstercommerce.com and Amazon.com sell whole e-commerce sites already laid out using tem-

plates, and people can buy their own templates from companies on the Internet like websitetemplates.

com or even freewebsitetemplates.com. But customers can substitute whole other approaches, so 

you compete with free blogs from Blogger.com and Wordpress.com, and the growing possibility of 

running a company site from MySpace.com and other social networking sites. 

  Part of what will make your Web development firm special might be the advanced services you 

offer. Perhaps you licensed one of the large archives of photos to include in your customers’ Web 

sites. If your  supplier  of photos raises prices, your profits could take a hit. Similarly, if your custom-

ers have done their homework and checked out what other local developers offer and are charging, 

they may be able to get a better deal from you. 

  These five—rivals, entrants, substitutes, suppliers, and customers—are aspects of your industry 

which can change your profitability and give an edge to any of the many types of competitors you 

face. There are ways you can insulate yourself from some of the competitive pressures. The major 

ways of achieving an enduring (often called sustainable) competitive advantage are through resources 

or organizational capabilities that distinguish your business from others in the eyes of customers.    

  Resources: What You Bring to the Firm  
 A  resource  is any asset, capability, organizational process, information, or knowledge that con-

tributes to the firm’s performance. Strategy theorist Jay Barney suggests that resources fall into two 

types:  tangible resources , which are those that are easily identified, and  intangible resources , 

which are those typically informational and expertise-based practices and routines that are not 

clearly evident. Specific examples of these are given in Exhibit 7.2.    

LO7
  Learn how to sus-

tain competitive advan-

tage through attracting 

customers and discouraging 

competition.

     competitive advantage  

 The particular way a firm imple-

ments customer benefits that 

keeps the firm ahead of other 

firms in the industry or market.    

     resource  

 Any asset, capability, organizational 

process, information, or knowl-

edge that contributes to the firm’s 

performance.    

     tangible resources  

 Assets of a firm that can be easily 

and concretely identified.    

     intangible resources  

 Capabilities, organizational pro-

cesses, information, or knowledge 

of a firm that are not clearly evident.    
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  Organizational Capabilities  
 Related to resources are  organizational capabilities , which are the abilities, skills, and competen-

cies used by the firm to make profits from tangible and intangible resources. There are two types of 

competencies:  Transformational competencies  happen when the firm can make its product or 

service better in value or more efficient in cost than those of other firms. A famous example is chili 

at Wendy’s. The meat in the chili comes from hamburgers that were cooked but unsold. Every bowl 

of chili Wendy’s sells gives it a profit edge over its competition. 

   Combinational competencies  come from combining tangible and intangible resources in 

ways superior to the competition’s. The Vermont Teddy Bear Company’s Bear-Gram is an example 

of this (see Small Business Insight on the next page). 

  Ohio State University strategy professor Jay Barney offers advice on what makes a resource 

especially useful. 26  A resource that lets you take advantage of opportunities or lock out your com-

petitors is considered a  valuable resource . An example would be an exclusive contract to provide 

a product or service to your local government. It is great if it is a  rare resource —not generally 

available to your competitors. Having the first stall by the main entrance at the local flea market or 

mall is an example of a rare resource. 

  If a resource is  difficult to imitate , it helps secure your advantage. That is why resources such 

as secret recipes are so important to advertise on the one hand and protect on the other. Other factors 

that make a resource difficult to imitate are things like physical uniqueness (having that entryway 

stall at the flea market), hard-to-copy combinations of organizational and human resources, and 

even maintaining causal uncertainty on what makes your product or service unique. For example, 

Maxwell Newhouse created Ocean Interior when he pioneered producing contemporary furniture 

from driftwood. His daughter Nicole now turns out the furniture from their location in Cultus Lake, 

British Columbia. While conventional woods, even high-quality ones, are easy enough to come by, 

using driftwood makes their furniture very distinctive and hard to imitate.    

  Discouraging Competitors  
 Sometimes the best offense in competitive advantage comes from building a superior defense. There 

are two classic ways to do this. One is locking in customers. Anything you can do that increases 

customer loyalty aids your competitive advantage. For example, the Vermont Teddy Bear Company 

     organizational 

capabilities  

 The abilities, skills, and compe-

tencies used by the firm to make 

profits from tangible and intan-

gible resources.    

     transformational 

competencies  

 The abilities of a firm to make its 

product or service in a way that 

enhances value or efficiency com-

pared to other firms.    

     combinational 

competencies  

 Organizational capabilities that 

come from combining tangible 

and intangible resources in ways 

superior to the competition.    

     valuable resource  

 An asset, capability, organizational 

process, information, or knowl-

edge that lets a firm take advan-

tage of opportunities or lock out 

competitors.    

     rare resource  

 An asset, capability, organizational 

process, information, or knowl-

edge that is not generally available 

to competitors.    

     difficult to imitate  

 A resource characteristic which 

enhances value through offering 

uniqueness to the buyer.    

Tangible

•  Financial: Cash and cash equivalents (savings, stocks, bonds, accounts receivable), ability 

to raise money, credit lines.

• Physical: Land, buildings, equipment, tools.

•  Technological: Trade secrets, recipes, patents, trademarks, brand names, superior 

technology, superior expertise.

•  Organizational: Financial controls, cash controls, planning systems, development 

procedures, R&D efforts, monitoring customers/competitors/markets, use of insurance and 

protective or security systems.

Intangible

•  Human: Employee experience, skill, expertise, morale, work ethic, loyalty, relations with 

customers/suppliers/community.

•  Innovation/Creativity: Willingness to take risks, experimentation, problem-solving 

techniques, brainstorming.

•  Reputation: Trust, legitimacy, goodwill, brand reputation, name recognition, firm 

reputation.

EXHIBIT 7.2

  Resource Examples  
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has its PreFURD Member program that offers customers Furballs—coupons and discounts via 

e-mail. The program has gotten over 500,000 customers to register and receive promotional e-mails 

from the company. 28  

  The other defensive strategy involves inhibiting or retarding imitation. This often involves leverag-

ing government or legal processes. A popular way involves protecting key information with patents 

or trademarks. Snowboard binding inventor Jeff Sand pursued patent infringement cases against over-

seas competitors. These did not work as well as he wanted, but he found another government action 

he could leverage. After the 9/11 attacks, government drastically cut back on imports. Capitalizing on 

this, Sand was able to get the government to block imports of his major overseas competitor. 29  

  From all this, you can see that strategy represents the way by which an entrepreneur plots a path to 

success. For strategy to work, it needs to draw on most of the elements discussed in the chapter. When 

Nick and Dennis were putting together the idea for  Mindnautilus.com , they were trying to strategize the 

right way. You know by now that they did an industry analysis and worked out their SWOT analysis. 

Unfortunately, their SWOT led them to see that Mindnautilus faced significant threats, and at that time, 

the partners lacked the strengths, especially financial strength, to overcome the threats. This suggests 

that they should  flee  if they have to decide in the short term, or  fix  if they can set up for the long term. 

  Long term or short, every small business has a strategy, and successful small businesses have 

strategies that fit their industry, market, and resources. Strategy is one of those areas in which you 

can take charge and think through the options available to you and your firm. For all the ideas on 

which strategy touches, in the end there are some straightforward ways to help you decide on strate-

gies, such as industry and SWOT analyses. These analysis techniques can help you narrow down 

your choices to a model of strategy that can help you succeed. For the vast majority of small busi-

nesses, the most powerful technique is to pursue an imitative strategy. By following the industry 

standard practices, with only one or two innovations to differentiate your firm from others, you can 

gain many of the benefits of established businesses and industries and still benefit from the power 

of innovation along smaller lines, which can make a real difference for your customers. For many 

owners, strategy  is  the grand game of business, but it is a game in which winning can make a major 

difference in the success of your firm and your life.     

 SMALL BUSINESS INSIGHT 

 While playing with teddy bears with his young son, John Sortino was surprised to find that none were made in 

the United States. He also thought the quality of the foreign-made bears was not as good as the teddy bears 

he recalled from his youth. Seeing an opportunity, he started making teddy bears by hand at home. From 1981 

to 1983, he mostly sold the bears when friends asked about them. With his bear-making skills established, he 

thought he would try a little more proactive an approach. He opened a peddler’s cart at the open air market in 

nearby Burlington, Vermont. It took four days to sell the first bear, and after a year, he had sold only 200. It did 

not become his full-time work until 1984. 

  Although most of the bears were being sold by department stores, the key moment came when a customer 

bought a bear from Sortino and asked to have it shipped back to her home. It got Sortino thinking about how he 

could sell to a larger market if he repositioned his business as a direct response gift delivery business—one that just 

happened to specialize in custom, high-quality teddy bears. He called these direct-delivered bears Bear-Grams. 

  Starting in 1985, he advertised heavily on radio, directing customers to a toll-free ordering number. The 

Bear-Grams were specially packaged with air holes and instructions not to turn the box upside down. When he 

started advertising on New York radio stations in 1990, sales skyrocketed. The combination of product, a novel 

delivery approach, and a targeted ad campaign proved a hit. While other teddy bear companies exist, Vermont 

Teddy Bear’s combination of organizational capabilities continues to sustain its competitive advantage. 

 Early Years of the Vermont Teddy Bear Company 27  
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  CHAPTER SUMMARY  

  Learn the decisions needed to establish a 

foundation for strategic planning.  

●   Strategy is the idea and actions that explain how the firm will 

make its profit.  

●   Strategic planning for small business is a four-step process.  

●   Consider the rewards you seek from your business when craft-

ing and evaluating strategies.  

●   Choose whether your firm will focus on a mass or niche scale 

and a scope ranging from local to global.    

  Learn the forms of imitative and innovative businesses.  

●   Imitation is the classic strategy of small businesses.  

●   An imitative approach lets you build on existing products, ser-

vices, and markets.  

●   An innovative approach lets you build a business in your own 

unique way.    

  Articulate the benefits that win over customers.  

●   Benefits are desirable characteristics of a product or service.  

●   Benefits can target value, such as quality or style, as well as 

cost.  

●   Situations and benefits can help clarify entry wedges that can 

offer exceptional profits.    

  Discover how industry changes can affect strategy.  

●   A successful start-up depends on knowing the industry’s stage.  

●   Access to support depends on the industry’s performance trend.  

●   An industry analysis combines trend, stage, and profit data to 

assess the firm’s chances in a particular industry at a particu-

lar time.    

  Understand the major strategies of business—

differentiation, cost, and focus.  

●   There are three generic business strategies—differentiation, 

cost, and focus.  

●   Most small businesses use a focus strategy, targeting a niche 

by combining cost or differentiation approaches.  

●   Particular combinations of benefits are called supra-strategies.    

  Use SWOT analysis to identify strategic options.  

●   SWOT stands for strength, weakness, opportunity, and threat.  

●   SWOT analysis links benefits to the specifics of your firm’s 

situation.  

●   SWOT analyses lead to the choice of one of six strategic 

 directions: flaunt, fix, fight, flee, find, or fire-up.    

  Learn how to sustain competitive advantage 

through attracting customers and discouraging 

competition.  

●   Competitive advantage is your firm’s edge in meeting and 

beating the competition.  

●   Competitive advantage works best when it involves resources 

that are valuable, rare, and difficult to imitate.       

LO1

LO2

LO3

LO4

LO5

LO6

LO7

 KEY TERMS 

   entry wedge, 186  

  industry, 187  

  imitative strategy, 189  

  innovative strategy, 189  

  degree of similarity, 189  

  parallel competition, 189  

  incremental innovation, 189  

  pure innovation, 190  

  market, 191  

  scale, 191  

  scope, 191  

  mass market, 191  

  niche market, 191  

  competitors, 195  

  industry dynamics, 195  

  introduction stage, 195  

  growth stage, 195  

  boom, 195  
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 DISCUSSION QUESTIONS 

1.    The book asserts “All strategy starts with the owner.” Many of 

the gurus of strategy say strategy starts with the environment 

outside the firm. Which do you think is true? Be ready to back 

it up.  

2.   A lot of famous entrepreneurs brag how innovative their 

product is, when it is fundamentally like the competition, 

although better in one way or another. How do you clas-

sify such entrepreneurs in terms of the innovation/imitation 

balance?  

3.   Imagine you have developed a new two-way GPS system for 

trucks and their dispatchers. Trucking companies are all over 

the country. So are you looking at a mass market? Why or why 

not?  

4.   What are the differences between innovative and imitative 

strategies? Which is more likely to be something a small busi-

ness can pursue?  

5.   Pick a small business with which all of the class is familiar. Dis-

cuss what are the customer benefits that business is trying to 

offer. Could they do a better job if they chose some other benefit?  

6.   How does the SWOT analysis relate to the selection of a strate-

gic direction of the business?  

7.   Small businesses that pursue a cost (or cost focus) strategy 

often do so by using a location in a very low-rent district, with 

the store itself made up of used furniture, no decorations, and 

a very no-frills atmosphere. What is the problem with such an 

approach? Can you think of other ways to achieve low-cost 

without encountering similar problems?  

8.   What is the competitive advantage of a business, and how 

does it lead to success?  

9.   In the life cycle of an industry, how can you tell when it has left 

the introductory stage and entered the growth stage?     

  shake-out, 195  

  maturity stage, 195

decline stage, 195  

  retrenchment, 195  

  industry analysis (IA), 196  

  gross profit, 196  

  net profit, 196  

  profit before taxes, 196  

  generic strategies, 198  

  differentiation strategy, 198  

  cost strategy, 199  

  focus strategy, 199  

  brainstorming, 201  

  strategic direction, 202  

  competitive advantage, 203  

  resource, 203  

  tangible resources, 203  

  intangible resources, 203  

  organizational capabilities, 204  

  transformational competencies, 204  

  combinational competencies, 204  

  valuable resource, 204  

  rare resource, 204  

  difficult to imitate, 204     

 EXPERIENTIAL EXERCISES 

1.    Go to the Online Learning Center and look for the Skill Mod-

ule, “How to Generate Local Statistics from National Ones.” 

 Develop a set of statistical estimates for an industry in your 

area. If the census reports numbers for your area already, 

try the exercise using the same industry, but do it for “Lawn 

and garden equipment and supplies stores”  ( NAICS 4442) for 

Brattleboro, VT. Be sure to remember to include nonemployer 

businesses (alias the solo entrepreneur).  

2.   Look at local hamburger restaurants. How do they pursue imi-

tative strategies, and where do they offer their innovations?  

3.   Pick five online businesses in the same industry. From their 

Web sites, see if you can identify what  they  think is their com-

petitive advantage. Do you agree with their assessment? Why 

or why not?  

4.   Think of the life cycle of an industry. Give examples of indus-

tries that are at the different stages, and be ready to defend 

your classification.    

www
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  MINI-CASE 

 Tim Hayden’s eyes kept getting drawn back to his SWOT analysis. On the left side, his product SkyBOX had 

great strengths. It was a hardened PDA with Wi-Fi that played a proprietary program that let fans at the 

ballpark enjoy the game with video feeds of the action, replays, game statistics, interactive elements like live 

chats and voting, as well as the ability to place concession orders from your seat. People who had tried it, 

loved it. Several baseball teams were eager to have Tim’s company VividSky deploy SkyBOX in their stadi-

ums for the 2004 baseball season, so the opportunity was clearly there. 

  But looking at the SWOT, Tim realized the cells with the greatest importance at that moment were on the 

right side of the page. SkyBOX had a clear weakness from Tim’s standpoint as entrepreneur. The hardened PDAs 

cost nearly $1,000 each, and no stadiums had Wi-Fi, although San Francisco’s Nortel Stadium would be the first 

to install it for the 2004 season. But that meant that Tim’s company VividSky would have to wire stadiums for 

Wi-Fi too. Together, these technological needs pushed the amount needed to deploy SkyBOX to around $6 mil-

lion. Tim has not raised a tenth of that yet, and his firm’s financial need looked like a monumental weakness. 

  There was also a growing threat from competitors. A similar system had been built into the seatbacks 

at Madison Square Garden. An Australian company deployed a PDA with Wi-Fi at the NBA finals, and other 

competitors were using the same approach VividSky was using, or were going for solutions requiring wiring. 

Either way, the threat from competitors was growing daily.

 What was Tim to do?  

 CASE DISCUSSION QUESTIONS 

1.    Using the flaunt, fight, fix, flee, find, fire-up model, which strategic suggestion best fits VividSky’s 

situation?  

2.   Using Porter’s five threats, which types of threat has Tim noticed so far? Are any of the other 

 Porter threats relevant? Why?  

3.   What would you recommend to Tim to solve his problems?      

 SUGGESTED CASES AND ARTICLES  

●   The Computer Guru: A One-Man Show or an Empire?     Available on PRIMIS:  

●   Amy’s Bread  

●   Sparta Glass Products      

   eClips Videos:  

●   Marc Leathers States Imitation by Competition Is Seen as a 

Complement  

●   Dave Pelletier Discusses Consulting Case Where Owners Had 

Fear of Risk and Poor Management Style     

 SBTV Videos:  

●   Innovative Small Business Strategy Tips  

●   Duct Tape Marketing—Creating Your Core Message: 

Differentiation     

 STVP Videos:  

●   Think Big and Act Small  

●   Emerging Long Waves of Research and Industry     

 SUGGESTED VIDEOS  



APPENDIX 

 Five Steps to an Industry Analysis 
  Retail Shoe Store   

  HOW-TO’S    

  Finding the SIC and NAICS Codes  

 The first order of business is to find the NAICS and SIC 

codes for the industry of interest. This is done by going 

to the Web site  http://www.census.gov/epcd/naics02/ . 

Plug in your keyword, click the 2002 NAICS search tab, 

and a listing is displayed that will tell you the NAICS 

code. Find the code that you are looking for and click 

the link. This will lead you to the SIC code for the same 

industry. For example, for the retail shoe industry, the 

codes are SIC 5661 and NAICS 448210.   

  Industry Size  

 Step 2 is to find the size of the industry. First go to the 

site  www.census.gov . Second click on “Economic Cen-

sus” in the business section and enter the NAICS code to 

find this information. To find the 2002 numbers, click on 

“Industry Series,” and then scroll down to find the first 

few numbers of your NAICS code, for example, 44–45 

Retail Trade is listed. Since my NAICS code begins with 

44, I chose this code, then click more. Again look for the 

first few numbers of your NAICS code. In this section, I 

see 448 for a listing of “Clothing and Clothing Accessory 

Stores.” This is the industry of interest. Displayed to the 

right-hand side will be PDF reports. You can choose to 

look at the full report or the tables only. Click the PDF 

to view the information. Again look for the full NAICS 

number to get details. For example, in the retail shoe store 

industry, the following information is given. 

 2002—there were 28,388 businesses in this industry 

with sales of $22,997,531,000 or $810,115 per store. 

 1997—there were 31,399 businesses in this industry 

with sales of $20,543,252,000 or $654,265 per store.   

  Profitability  

 Step 3 starts with going to the  BizStats.com  Web site 

and checking to see if the home page has any “Profit-

ability, Operating, Balance Sheet, and Financial Ratios” 

reports for your industry. In this case, a retail shoe store 

would fall under the category “Clothing and Accessories 

Stores.” You would want the statistics for all corpora-

tions (the other set of statistics are for profitable corpo-

rations only). Click on the link and you will be taken to 

the report. 

 The BizStat report gives you the total number of firms 

(50,781) and their profitability (Gross Profit 43.5 percent, 

Operating Expenses 40.8 percent, leaving a Net Operat-

ing Income—profit of 2.7 percent). It then breaks them 

down by sales. Firms with less than $100,000 in sales 

(24,022) had Gross Profits of 41.5 percent, Operating 

Expenses of 40.6 percent and a Net Operating Income 

of only 0.9 percent. The report also gives a detailed 

breakdown of operating expenses, a balance sheet (using 

percentages), and a set of financial ratios (which are ex-

plained in Chapter 15). 

 Remember that these BizStat numbers give you an 

average based on a variety of different types of clothing 

stores. It also is limited to corporations, and most small 

businesses are sole proprietorships and partnerships, not 

corporations. So it still makes sense to get specific num-

bers for shoe stores (including corporations, partnerships, 

and sole proprietorships), and so you should still get the 

BizMiner or Risk Management Association data. 

 Go to the library to find information about the profit-

ability of the retail shoe industry next. Using the RMA’s 

 Annual Statement Studies: Financial Ratio Benchmarks,  

the following information was gathered.  

  Gross profit 38.0%  

  Operating expenses 38.5%  

  Operating profit –.4%  

  All other expenses 2.4%  

  Profit before taxes –2.8%   

 Note that the RMA numbers are more specific to the 

shoe store segment than the  BizStats.com  numbers; also 

the numbers are more pessimistic. The rule of thumb in 

business is to use the most conservative or most pessi-

mistic figures. In this case, the most conservative figures 

come from RMA, and are specific to your industry. From 

this you would conclude that the profit picture for the 

shoe store industry is potentially problematic. Note that 

the BizStats numbers suggest there might be some  other  

type of clothing store which is posting superior profits, 

and looking for that type of business might make sense.   

  Ways to Make Profits  

 Information about making profits can be found by looking 

at trade articles and information or doing actual interviews. 

The following information came from two sources: One 

source is a trade site, National Shoe Retail Association 

( http://www.nsra.org/brightideas.pdf ), and the other is 

from the home business site  www.PowerHomeBiz.com . 
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The answers to four key questions on profitability are 

given below:  

●   First is the question, What can be done to generate 

more sales?  

●   Excellent service  
●   Courteous and well-trained staff  
●   Diversity in product selection  
●   Competitive pricing  
●   Functional store design  
●   Location, location, location (more heavily popu-

lated cities have greater demands for shoes)    

●   Second is a judgment of whether it is possible to 

charge a premium for a product or service.  

●   Depends on the market that you are catering to. 

If it is high end, then your target customer has the 

means to spend more money on more expensive 

(name brand) shoes. Also, if the store is located 

where families have higher discretionary income, 

the demand for brand name shoes will be higher.    

●   Third is how to keep the cost of goods or services 

below the industry’s average.  

●   Put adequate stock control in place to reduce 

inventory costs and increase stock turns. Loss 

prevention is critical in any retail establishment, 

as theft and shrinkage represent lost dollars for 

the retailer. Have systematized procedures for 

doing physical counts of your inventory as well 

as clear policies on employee theft. It is also 

important to choose styles that are hot to the 

consumer to avoid inventory costs.  
●   Another cost saving tactic is to use “start ship” 

and “in store” completion dates on all orders. 

Start negotiating on everything received past 

completion date.    

●   Fourth is looking at ways to keep operating ex-

penses below industry averages.  

●   Always check your freight expenses against the 

freight charge on the packing slip. It is usually dif-

ferent. Charge the difference back to the vendor.  
●   Join forces with other same brand concept stores 

for savings on your direct mail advertising. In 

direct mail, the higher the quantity printed, the 

lower the cost per unit. There are additional sav-

ings to be realized in the cost of mailing if all 

pieces are sent from the same location. Savings 

can be substantial.  
●   Use co-op dollars to reduce costs. Use some of your 

co-op dollars to co-brand with suppliers on things 

like business cards, shopping bags, and so on.  

●   If you’re doing a profit and loss statement 

monthly, consider doing it quarterly. Chances 

are you are simply putting it in a file anyway and 

are not adjusting the operating budget that often. 

This can trim the accounting bill considerably.  
●   Negotiating better terms and rates with your 

bankers and other service providers can really 

save on fees. For example, go to other banks to 

get competitive rates and then renegotiate with 

your bank or change banks. For a bank, this ap-

plies to bank transaction fees as well as interest 

and credit terms.  
●   Bid or get multiple estimates for things like 

construction/repair projects, insurance, contract 

services (i.e., refuse removal), and so forth.       

  Competitor Concentration  

 The last step is using a directory provider to find out how 

many competitors there are in an area. Using Yahoo!’s 

online yellow pages directory, there are 200 retail shoe 

establishments in the St. Louis metropolitan area.     

  ANALYSIS    

  Overview  

 It seems as though the retail shoe industry is shrinking. 

From 1997 to 2002 the industry decreased by 10 percent. 

Using the information from the Industry Size section, we 

can determine that although the number of stores has de-

clined, the sales have increased and gone from an average 

of $654,265 per store to $810,115. The retail shoe indus-

try is very competitive, and it is important for hopefuls to 

be able to distinguish themselves in a mature market.   

  Profitability  

 While the gross profit for this industry looks very good 

compared to other similar businesses (at 38 percent), op-

erating profit and profit before taxes are negative. There-

fore, to be successful in this industry, it is important to 

differentiate and focus on customer service and other 

approaches which add value. Also, an owner should do 

everything possible to cut the cost of goods sold and ex-

penses. Taken together, these strategies might result in a 

profitable firm, but it will be a highly risky venture.   

  Differentiation and Cost  

 There are several ways to differentiate in the retail shoe 

business. There are many different categories for retail 

shoes. An owner could choose to focus on men’s or 

women’s shoes, kid’s shoes, or athletic shoes or include 

all these categories in one store. Then within these cat-

egories, there is low end, one price and discount, mass 
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designer, and high end. Again, the shoe business is very 

competitive, so it is important to choose an image and 

stick to this image to establish and build a reputation with 

customers. 

 Once the image is established, there are six areas that 

must be covered to be successful and maintain a foothold 

in the industry. They are as follows: 

●   Excellent service—many a customer is won over 

by receiving great service.  
●   Courteous, honest, and well-trained staff.  
●   Diversity in product selection—offer a wide range 

of shoes appropriate for the surrounding environ-

ment. For example, if the location is near a beach, 

be sure to include plenty of sandals, thongs, and 

flip-flops in the inventory.  
●   Competitive pricing—be competitive with other 

stores in the area to maintain a loyal customer base.  
●   Functional store design so that customers may 

move around with ease.  
●   Location, location, location—locations in or near 

heavily populated cities tend to have higher sales.    

 Incorporating these elements well, along with a dif-

ferentiating image, will help an owner to have strong 

placement and be most able to compete effectively in 

the industry. It would seem that with a solid business 

plan, a marketing edge, and great location, while a retail 

shoe business could be risky, it could also be viable and 

rewarding.    

  SOURCES  

  “Bright Ideas” From National Shoe Retailers 

Association’s February 2005 Conference,  http://

www.nsra.org/brightideas.pdf .  

  Jenny Fulbright,  Starting a Shoe Retail Store,  

n.d.  www.PowerHomeBiz.com/vol136/Shoe.htm , 

July, 2005.  

 Annual Statement Studies: Financial Ratio 

Benchmarks,  Pennsylvania: Risk Management 

Association, 2004. U.S. Census, NAICS page,  http://

www.census.gov/epcd/naics02/ .   

Note: This industry analysis was written by Beatrice Emmanuel of Saint Louis University under the direction of Profes-

sor Jerome Katz.
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8   Business Plans: 
Seeing Audiences 
and Your 
Business Clearly  

●      Though small businesses 

thrive on creativity and less 

structure, sometimes these 

elements can be more of a 

liability than an asset. Hiring 

outside experts to analyze details 

can help produce more clarity and 

better results, as Global Fromage 

owners Gail Berman and Sara 

Lamont found when their financial 

dilemma was solved with the help 

of a CPA.  



LO

 Focus on Small Business: 
Global Fromage  

 This chapter will help you: 

LO1  Understand why and when to develop a business plan. 

LO2  Know how to tell the business plan story. 

LO3  Learn the major sections of the classic business plan. 

LO4  Focus business plan sections to meet specific needs. 

LO5  Identify the major risks to business plan success. 

LO6  Master presenting your business plan to others.   

 Gail Berman and Sara Lamont started Global Fromage, a specialty cheese shop in Kansas City’s Westport, 

a revitalized entertainment and shopping district. Through discussion, they settled on a general plan for the 

company: 

 ●   Their products would be gourmet and specialty cheeses to be sold at a premium price.  

 ●    Their target market was to be people like themselves in the 20–50-year-old age range with middle to 

upper incomes.  

 ●    The Berman and Lamont families put up the nearly $100,000 it would take to secure a lease and pay 

for improvements and the initial inventory.    

  The shop had a steady flow of sales, but when it came time to pay bills at the end of the month, Global 

Fromage always seemed to come up short. Gail and Sara didn’t know what the problem was. A certified 

public accountant (CPA) friend they hired quickly found the problem. Gail and Sara’s “premium” pricing tech-

nique was simple. For any cheese they bought, they sold it for twice the price they paid for it. This seemed 

as if it should be enough, but in fact it was not. Because they never worked out the costs of running their 

business, they didn’t know that the markup should have been closer to 200 than 100 percent. Armed with 

financials developed by the CPA, Gail and Sara repriced their cheeses and began to show a profit.  

 DISCUSSION QUESTIONS 

1.     What are the reasons you think Gail and Sara would have given for  not  doing a business plan?  

2.    What are the kinds of business costs that Gail and Sara are likely to have missed?  

3.     Since they got the money to start up from their families, who would have been the audience for the 

business plan?  

4.    Do you think it makes sense to create a business plan for a business  after  it starts? Why or why not?  

5.    Gail and Sara used a CPA to find the problem. Where else could they have turned for help?         
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  Business Plan Background   
 Gail and Sara had a good idea, a good sense of their market, and a good location. They were great 

salespeople, and yet they were not making a profit. The reason was that they did not plan their busi-

ness all the way through. When you are serious about your business or when a lot of money of your 

own or someone else’s is at stake, creating a business plan is perhaps the most critical activity you 

can undertake. The plan is important, but what is even more important is the understanding you get 

from the planning process. This chapter will help you understand the thinking behind business plans 

and how to make and present your own. 

  A  business plan  is a document designed to detail the  major  characteristics of a firm—its prod-

uct or service, its industry, its market, its manner of operating (production, marketing, manage-

ment), and its financial outcomes with an emphasis on the firm’s  present  and  future . 

  There are two circumstances under which creating a business plan is absolutely necessary. 

One is when outsiders expect it. This is called  external legitimacy . Creating a business plan 

LO1
  Understand why and 

when to develop a business 

plan.

     business plan  

 A document designed to detail the 

 major  characteristics of a firm—

its product or service, its industry, 

its market, its manner of operating 

(production, marketing, manage-

ment), and its financial outcomes 

with an emphasis on the firm’s 

 present  and  future.     

     external legitimacy  

 The extent to which a small busi-

ness is taken for granted, accepted, 

or treated as viable by organiza-

tions or people outside the small 

business or the owner’s family.    

Concerns of Different Business Plan 
Audiences1

TABLE 8.1

Audience Concerns

Family and friend investors Amounts and Schedules for returns

 Stability of firm

 Funds use

 Your investment

Silent Partners/Angel Investors Growth rate

 Market

 Business team

 Amounts and schedules for returns

Joint venture partners Fit between the firms

 Competitive advantage

 Benefits

 Intellectual property protection

 R&D

Bankers Cash flow and cash cycle

 Asset/collateral base

 Long-term prospects

Government agencies and institutions Compliance with regulations and laws

 Monitoring compliance

Potential customers Service/product quality

 Benefits

 Competitive advantage

 Responsiveness to customers

Key employees Stability of firm

 Growth (as applies to increased opportunities within the firm)

 Long-term prospects
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is the acknowledged best way to build external legitimacy for your firm. When you are seeking 

outside support—whether financial or expert—you do a business plan to signal your profession-

alism and how serious you are about the business. Investors, whether they are venture capitalists, 

informal investors (called  angels ), government bureaucrats, bankers, or your two great aunts, are 

going to expect to see a business plan before considering investing in your business. 2  If you are 

pursuing a partnership or joint venture with a larger firm, a plan is the only way you are going to 

get the attention of outsiders. The kinds of benefits these different groups look for in a plan are 

given in Table 8.1.     

  The other circumstance under which a business plan is needed is for  internal understanding . 

This is when you want to get all the aspects of the business clear in your mind and the minds of oth-

ers in the business, such as your partners or your key employees. For example, the La Terrasse Res-

taurant in Philadelphia has long had an extensive business plan. It talks about the history and vision 

of the restaurant and includes a detailed operational plan covering everything from table layouts to 

techniques for minimizing waste. For new hires, the plan offers insight and specific information on 

the La Terrasse way of doing things. 

  Is a business plan absolutely essential? If you are seeking a banker, investor, or partner, yes. 

Generally if you need outside support to get a business going, those you are seeking support 

from will want to see a business plan—and you will want to make sure the plan addresses their 

concerns. 

  Also, if you are trying to start or run your business in a professional or ambitious way, a 

business plan is vitally important. It is true that some of the most famous entrepreneurial firms—

Apple, Microsoft, Dell, Holiday Inns—started without business plans. On the other hand, there 

are a lot more famous firms that started from the business plan—Amazon, eBay, Mrs. Fields, 

Red Hat, Xerox, and Federal Express to name a few. 3  When  Inc.  magazine polled 500 owners of 

high-performing small businesses, 54 percent had a plan and 41 percent did not. 4  Typically, the 

higher-performing firms in any industry (measured in profits) tend to be those who engage in 

planning. 5  

  It is important to know that research suggests that firms without a business plan are more likely to 

close down than firms with plans. 6  While having a business plan does not guarantee higher profits, 7  

it is essential to qualify to be considered by business professionals for investments, loans, or credit 

lines. For example, Apple and Microsoft drafted business plans when they wanted to go for venture 

capital funds. 8  

  These days, more start-up businesses are doing business plans than in the past, which increases 

the importance of your doing one to stay competitive and look as legitimate as the other competing 

start-ups. 9  In your head or on paper, sooner or later most businesses need to do a plan.    

  The Business Plan Story: Starting Small 
and Building Up 10    
 Business plans are a type of story. In a business plan, you tell the reader about a future place—your 

business. Every business plan is a bit like fiction. The best fictional stories are based on what exists 

now, as a good business plan should be. The business plan tells a story that starts in the here and now 

and builds believably toward a better future. 

  Good storytellers know that you make the story fit the audience’s time. Sometimes you have only 

a moment to get the story of your business across; sometimes you have hours. Entrepreneurs need 

to have a variety of versions of their business’s story available. 

  Figure 8.1 shows the range of presentations entrepreneurs may create when planning to go into 

business. When you have only a moment to talk, your vision statement or a tagline you’ve devel-

oped is the way to go. 11  When you have more time to talk about your business, longer and longer 

presentations are possible. These range from the 2-sentence concept all the way to the 40-page busi-

ness plan. The five types of business planning presentations are (1) vision statements, (2) mission 

statements, (3) elevator pitches, (4) executive summaries, and (5) business plans. We tell you how 

to do each below.   

     internal understanding  

 The extent to which employees, 

investors, and family members 

involved in the business know 

the business’s purposes and 

operations.    

LO2
  Know how to tell the 

business plan story.



216 PART 2 Small Business Paths & Plans

  The Vision Statement  
 A firm’s vision statement is perhaps its most important single idea held by the owner and em-

ployees. 12  The  vision statement  is a very simple 5–10 word sentence or better yet a  tagline  that 

expresses the fundamental idea or goal of the firm. As strategy professors Greg Dess and Tom 

Lumpkin suggest, a vision statement is supposed to be inspiring, overarching, and long term. 13  

When Bill Gates and Paul Allen started Microsoft as teenagers, their vision was “a computer 

on every desk—running Microsoft software.” 14  At the time, personal computers were being con-

structed by hobbyists and even lacked keyboards! So you can easily see how visionary their vision 

statement was. 

  Taglines or slogans or what Guy Kawasaki calls a mantra are a good way to present vision state-

ments, because a good tagline or mantra is brief and memorable. The tagline can also serve as the 

company’s vision statement. 15  Some examples of good taglines encompassing the firm’s vision 

statement are: 

●   Book Passage (Corte Madera, California): The Bay Area’s Liveliest Bookstore.  
●   Crum Electric Supply (Casper, Wyoming): Plug into Quality—People, Products, Service.  
●   Progressive Insulation & Windows (Chatsworth, California): Total Living Comfort.      

  The Mission Statement  
 The mission statement is closely related to the firm’s vision statement. The  mission statement  

takes the vision statement’s description of the firm’s goal and adds the competitive advantage in-

formation developed as part of the firm’s strategy. For example, the Excalibur Seasoning Company 

says its mission is “to provide you, as a customer, with the highest quality products and service 

available in the seasoning industry.” 16  Typically a mission statement talks in terms of what will 

make a difference for the customer or the industry. It rarely discusses profits, but it often mentions 

the entry wedge that follows from the firm’s strategy 17  discussed in Chapter 7. A few more examples 

of mission statements from small firms are: 

●    BabyGenie.com  (Fort Lauderdale, Florida): The mission of  BabyGenie.com  is to become one 

of the best online resources for young mothers and repeat parents.  
●   Bob Victor’s (Topeka, Kansas): Our GOAL is to serve YOU, the custom picture framing 

and professional portrait photography industries, with molding manufactured from carefully 

selected American solid hardwood.  

     vision statement  

 A very simple 5–10 word sentence 

or tagline that expresses the fun-

damental idea or goal of the firm.    

     tagline  

 (also known as a slogan) Memora-

ble catchphrase that captures the 

key idea of a business, its service, 

product, or customer.    

mission statement

A paragraph that describes the firm’s 

goals and competitive advantages.

FIGURE 8.1

  Business Plan Levels 

of Involvement    

Vision

(10 words)

Mission

(20–50 words)

Elevator Pitch

(60–100 words)

Executive Summary

(250–500 words)

Business Plan

(40 pages)



 Business Plans: Seeing Audiences and Your Business Clearly CHAPTER 8 217

●   Fantastic Gift Baskets (Raleigh, North Carolina): The family at Fantastic Gift Baskets puts the 

same care and love into designing our gourmet gift baskets as you would . . . if you had the 

time! 18     

  Mission statements can get long. Since they are usually oriented toward those inside the firm or 

to formal investors, mission statements tend to cover everything that is truly important. This might 

include the major competitive advantages of the firm, its position in the industry, and its attitudes 

toward customers, competitors, and the environment. Remember, however, that the best mission 

statements are simple, short, and direct.   

  The Elevator Pitch  
 An  elevator pitch  is an action-oriented description of your business that is somewhat longer than a 

vision statement or tagline. It is designed to open the door to a more in-depth dialogue. Even when 

it doesn’t lead to any specific business, this information about your business should be memorable 

enough so that the listener can tell others about your business. The idea of the elevator pitch is that 

you are alone with a prospective customer or investor for the length of an elevator ride, say, around 

30 seconds. 19  That comes out to 100 words or less. This description is used in one-on-one business 

settings and when someone asks for more detail after hearing your concept. In a time when politi-

cians develop sound bites and a good phrase can make a product (Altoids, for example, are “curi-

ously strong”), having a high-quality concept or elevator pitch for your business is more important 

than ever. 20    

 CellTunes: You hear it, you got it! Ever wanted to buy a tune you heard on the radio but 

missed the name? Well, CellTunes is the instant gratification music ordering service. 

CellTunes lets you buy the songs you hear on your favorite FM radio, AM radio, or 

Internet radio station with a single cell phone call. CellTunes tracks the songs playing 

on your favorite stations and can download the song to you or to your account at ser-

vices like iTunes or PressPlay. CellTunes is demonstrating its technology and seeking 

seed investors. CellTunes makes song ordering faster and easier than ever before—you 

hear it, you got it!  

 The above elevator pitch leads with the hook—the frustration people have felt at not being able to 

recall a song or find it to buy. It follows up with the purpose of the service—helping people obtain 

the song. Because this pitch is for a new type of service, it gives the listener more details about 

     elevator pitch  

 A 30-second (100 words or less) 

action-oriented description of a 

business designed to sell the idea 

of the business to another.    

●    Going up? Each year, Wake 

Forest University’s Babcock 

Graduate School of Management 

holds its annual elevator pitch 

contest. Teams must progress 

through a rigorous weeding-out 

process to advance to the semi-

finalist stage, where they get 

the chance to present their pitch 

to real venture capitalists and 

experts on a two-minute elevator 

ride. To read more about this 

year’s contest, visit  www.mba.

wfu.edu/elevator/index.html . 
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how it works than may otherwise appear in an elevator pitch. For a familiar type of business, you 

might talk instead about what makes your firm unique or superior to the competition. The pitch 

ends with where the business is now—seeking money from seed investors. This is about 100 words 

and would take about a minute to say. Note that a lot of it sounds like a sales pitch, and that is 

intentional. Listeners might be customers or investors, but either way, the goal is to sell them on 

the idea and their need for it. With this background, Skill Module 8.1 explains how to craft an 

elevator pitch. 

 How to Write Your Elevator Pitch 

 Elevator pitches have four success factors: the hook, the purpose, the what and where, and the delivery. 

  First, find a hook—something about your product or service that people would remember and take to heart. 

“We tutor kids others call too difficult.” “When government or industry wants to find the newest businesses, they 

come to us.” “We are one of the nation’s biggest suppliers of parts for old Corvettes.” 

  Stan Mandel supervises Wake Forest University’s Elevator Pitch Competition, so he knows pitches. He sug-

gests using analogies. If you’re planning a large, discount pen store, you might say “We will be a Walmart for 

pens.” For CellTunes, it might be “We’ll be the Home Shopping Network for music.” It helps people quickly 

understand your firm. Great pitches or concepts aim to get the listener to ask questions or take some other form 

of “next step.” Stan suggests different pitches for different sorts of audiences—investors, customers, suppliers, 

and so forth. 

  Second, focus on the purpose your product or service serves for the customer. Do not talk skills (“I am a 

graphic designer.”); talk about how you make customers happy (“I produce designs that sell books!”). 

  Third, tell the listener the business’s situation: where the business “is at”—if it’s a start-up, state what the 

business is seeking (funding, partners, distributors, etc.). If it is operating, tell the listener where he or she can 

buy the product or service. 

  Once your elevator pitch is written, you need to become conversationally perfect in your delivery. You want to 

be able to give the pitch or concept dozens, even hundreds, of times. Yet it is important that the pitch does not 

sound memorized. It needs to sound like regular conversation, preferably a conversation whose topic excites you. 

To achieve this, you must master the material, and then keep working on it so that it becomes a natural part of 

what you say to others. Have family and friends listen to it. Consider using a video camera to see how natural you 

seem when making the pitch. Remember, the elevator pitch is often the first real insight people have about your 

business, so it is essential to have a pitch that flows and sells for you. 

SKILL MODULE 

8.1

     The Executive Summary  
 An  executive summary  is the key component of the written business plan because it is the one 

element that nearly everyone will read first when they receive a plan. An executive summary gives 

a one- to two-page (250–500 words) overview of the business, its business model, market, expecta-

tions, and immediate goals. (See Exhibit 8.1.) Typically, executive summaries start out written, and 

they remain the most popular item to send people who ask about your business. They comprise the 

core of a business plan presentation and form the basis for additional discussion when someone asks 

for more detail. Executive summaries are written in a formal style, suitable for investors, lawyers, 

and bankers to read. They give much more detail about the business than the vision or mission 

 statements or elevator pitch. Executive summaries are usually organized in a series of short para-

graphs (three or four sentences), each with a particular topic. These topics are: 

●    Product:  Describes the product or service and how it is used.  
●    Market:  Describes the size and characteristics of the customer group and how it will buy the 

product or service (e.g., in person, online, catalog).  
●    Competitive advantages:  Explains what makes the product or service unique, often in terms 

of an entry wedge.  

executive summary

A one- to two-page (250–500 

words) overview of the busi-

ness, its business model, mar-

ket,  expectations, and immediate 

goals. It is typically put at the start 

of a business plan and is the most 

popular summary form for a busi-

ness plan.
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 Hispanics are a force on the move in the American market. Today there are many frustrated, 

underserved, and dissatisfied Hispanic consumers seeking books.  MyLibros.com , a start-up 

Internet book seller based in St. Louis, MO, will target this vibrant market with a truly bilingual 

Web site and customer service capability, and back it up with an active program of enhancing 

Hispanic culture through educational and informational activities. 

 Our brand, our company, and the value we provide will ensure that we are the preferred 

online source of books, periodicals, and media for Spanish speakers. We will achieve this 

through a completely bilingual Web catalog and e-commerce shopping basket, a completely 

bilingual customer service staff, one of the most complete catalogs of Spanish-language 

books available anywhere, fast shipping, reasonable prices, and an unwavering support 

of the Hispanic communities and cultures of America. Our market is all Hispanic Internet 

users, projected to hit 16 million by 2007, with a particular emphasis on those with college 

education and higher. Special efforts will be made to foster sales of Hispanic books and music 

to institutions. 

 We will appeal to this customer group through our professional and secure Web site 

design, our product selection, pricing, and delivery features, as well as our bilingual site 

and staff. We have designed our site with the principles of Search Engine Optimization, link 

building, advanced analytics, pay-per-click, and Web-based press releases underpinning our 

marketing efforts. MyLibros will also undertake an active awareness-building campaign in 

Hispanic communities to promote not only our brand, but Hispanic culture in general. 

  MyLibros.com ’s CEO Jordan Koene, a bilingual Hispanic with a background in 

e-commerce, has brought together a team with the requisite skills in bilingual sales, Internet 

design and operations, and financial management. MyLibros has formal partnerships with 

major suppliers such as Ingram and Baker & Taylor, as well as distribution arrangements 

with publishers such as Osmosis, for which MyLibros will be their exclusive distributor. 

MyLibros’ advisory team includes experts on Internet operations, education, book sales, and 

small business. 

 Started in 2005 and bootstrapping our move into e-commerce,  MyLibros.com ’s second-

generation Web site is being readied for business and the company projects third-year sales 

of $401,299.  MyLibros.com  is entirely self-funded. For this informational business plan, we 

only seek your feedback and involvement. We believe the time is right for a better site for 

Hispanic books and music, and that  MyLibros.com ’s design for its Web site and customer and 

community relations will give Hispanic consumers the kind of recognition, respect, products, 

and services they miss, they want, and they deserve. 

EXHIBIT 8.1

Executive Summary for 

MyLibros.com

●    Management:  Describes the entrepreneur and start-up team in terms of expertise and track 

record.  
●    Business:  Describes the current stage of the business and when major milestones of starting, 

sales, or profitability will be met.  
●    Finances:  Describes the deal being offered investors and the schedule for payouts.     

  The order for the topics in an executive summary is not fixed, although most experienced read-

ers will be looking for the same items—markets, advantages, and management. The summary is 

probably the single most important written part of the business plan for two reasons. First, it is the 

single most widely distributed written description of the business. Second, all readers of a business 

plan typically start with the executive summary of the plan, and then go on to the section of the plan 

where they can best apply their expertise. For example, accountants typically go to the financial 

projections after they’ve read the executive summary. 
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  It also is typical to include the key numbers for the business, such as industry size, customer base, 

number of employees, or projected sales. However it is important to make sure that the numbers can 

be supported by a trustworthy source. Examples of such sources include the government, industry 

associations, and major commercial sources such as Dun & Bradstreet, the Risk Management As-

sociation, BizStats, or Bizminer. The sources may be included in the executive summary or made 

available to readers in footnotes.     

  Strategizing for the Business Plan   
 The business plan brings together every aspect of your business including your product and service, 

your market and your strategy. Before launching on the business plan, it makes sense to think through 

the approach you want to take in the plan—in particular how the plan ties together key elements like 

the vision/mantra or mission covered in this chapter, or the strategic objectives discussed in Chap-

ter 7. It also helps to be clear in your mind about the plans you want the business to pursue  before  

you start writing the plan. A great way to help organize your thinking and work so far is The One 

Page Business Plan ®  developed by consultant and entrepreneur Jim Horan. 21  This approach provides a 

great way to translate your ideas and strategies into components of a business plan and organize your 

thinking about the overall message of your business plan. With Jim’s permission, we have adapted 

The One Page Business Plan ®  to fit with the approach you have read about so far. Our 5-M Model 

uses one-line bullet points in five areas to structure your thinking and your full business plan: 

   Mantra:  This follows the Vision/Tagline/Mantra model discussed earlier in this chapter. Aim 

for 3–4 words, or 6 at most.  

   Mission:  This also follows the approach described earlier focusing on competitive advantage 

and goals, with a definite time period in mind. Mission statements typically give the company 

name, product or service, and its customer or market. Mission statements also give the firm’s 

major business goal, which can be stated quantitatively or qualitatively, but always with a time 

period or end date.  

   Measures:  These are business goals given as measurable results, in terms of sales, market 

share, employment, locations, profits, growth, etc. It is typical to have multiple measures, and 

they are typically given in quantitative form. This section should reflect the Mission.  

   Method:  These are the activities which would make your business successful over the time 

period given in the Mission section. It should tie in with the Measures and Mission. As with 

Measures, it is typical to have multiple methods. Methods in this exercise typically involve 

identifying qualitatively stated strategic achievements (vs. numerical outcomes in Measures) 

which would prove you have done what you set out to do as a business.  

   Mechanics:  This last section ties into everything above, and gives several specifi c tasks the 

business needs to do to accomplish what is mentioned in the Method and Measures. These are 

often given as one-line project descriptions (e.g., “Open two locations by June 1,” or “Hire an 

advertising fi rm by November 15.”).    

 An example of a completed 5-M Model is given in Figure 8.2. A downloadable blank form for doing 

your own 5-M Model is available from the  Entrepreneurial Small Business  Online Learning Center 

or your instructor.  

  With your 5-M Model completed, you have a roadmap for designing your business plan. With 

the results of this business plan strategizing process in hand, you are better positioned to develop a 

plan which not only meets the goals of important outsiders like investors or partners, but also your 

own goals for the business.    

  The Classic Business Plan   
 The business plan remains the standard for describing the business in detail. The business plan 

takes all the elements introduced so far and includes them in a complete description of the major 

elements of the business. The nine parts of the full business plan are detailed below and outlined 

LO3
  Learn the major sections 

of the classic business plan.
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in Table 8.2. The full (or classic) business plan contains a maximum of 25 single-spaced pages 

of text and 15 pages of financials and appendixes. 22  Plans for any business whose product or ser-

vice is new, even revolutionary, or in which the entrepreneur is new to the industry, are the ones 

that really need these 25 pages. However, recall from our discussion of strategy that most small 

businesses are more imitative than innovative. When you are going into an imitative business, 

your business plan can be shortened considerably. Where the type of business is well established, 

such as a dry cleaner or word processing service, the market is well defined and well known, 

and the entrepreneur comes to the business with experience in the industry, the amount of neces-

sary description drops dramatically. In such cases, these simple business plans may require only 

10 pages of text. 23  Even so, the financial section remains its usual length, although the appendixes 

may be sparse. 

  Table 8.2 summarizes the classic business plan in outline form, and page budgets are given for 

each content section. The shorter lengths are the typical page budgets for simple business plans, 

while the longer lengths are typical for full business plans.  

  Cover Letter  
 When you send a business plan to someone, it is a good business practice to include a cover letter. A 

 cover letter  is a one-page document on business stationery (also called  letterhead ) that introduces 

the business plan and owner and indicates why the recipient is being asked to read the plan. It is 

typically the first written material someone sees about your business, so it needs to look and sound 

just right. The specifics of writing a cover letter are provided in Skill Module 8.2, and an example 

of a cover letter is given in the appendix to the chapter.    

     cover letter  

 A one-page document on business 

stationery (also called  letterhead ) 

that introduces the business plan 

and the business owner to the 

recipient and indicates why the 

recipient is being asked to read 

the plan.    

MANTRA

Defeating water, protecting homes.

MISSION

In the next three years, Janexia Waterproofing will become the region’s leading provider of

waterproofing, pressure jacking, gutters, and retaining walls.

MEASURES

   • Achieve 2011 sales of $8 million with $750,000 in pretax profits.

   • Grow waterproofing services at 15% per year and achieve $5.8 million in 2011.

   • Expand gutter offering and grow sales to $1.7 million in 2011.

   • Obtain one brand-name retaining wall license.

   • Reduce overhead by 19% by 2011.

   • Handle 90% of customer calls within 2 hours by 2010, 95% by 2011.

METHOD

   • Focus expansion efforts on new upscale West County home developments.

   • Make Janexia Waterproofing a locally-recognized brand name.

   • Become vendor-of-choice for West County development and complexes.

   • Seek ISO 9001 certification.

   • Aggressively market through referrals, premium listing services, and Web ads.

MECHANICS

   • Expand Web Google adWords purchasing by 50% by June 1.

   • Purchase space at the 2010 home fair by June 7. Get a new display developed by Jan. 1.

   • Secure consultant and begin ISO 9001 documentation development by June 15.

   • Implement CRM by July 1 and referral program by July 15. Track homes by developer.

   • Offer referral and listing bonuses to customers via CRM by July 15.

   • Obtain on-site meetings with the area’s five major developers by October 1.

FIGURE 8.2

  Janexia Waterproofing: 

A 5-M Model Example    
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TABLE 8.2  Business Plans Outline24

1. Cover letter (1 p., but is separate from plan)

2. Title page (1 p.)

3. Table of contents (1 p.)

4. Executive summary (1–2 pp.)

5. The company

5a. Company description (1–2 pp.)

5a1. Vision statement

5a2. Mission statement

5a3. Objectives (optional)

5a4. Company background

5b. Product/service and industry (1–8 pp.)

5b1. Product/service description

5b2. Industry description

6. The market

6a. Market and target customer (1–3 pp.)

6b. Competition and competitive advantage (1–2 pp.)

6c. Marketing strategy (1–3 pp.)

6c1. Overall strategy

6c2. Sales plan

6c3. Competitive plan

6c4. Research and development or growth plan

7. The organization

7a. Legal and organizational structures (1/2–1 p.)

7b. Key personnel (1/2–3 pp.)

7c. Related service providers (1/2–1 p.)

7d. Location (1/2 p.)

8. The financials

8a. Critical risks (1 p.)

8b. The deal (1 p., if needed)

8c. Income statement (2 pp.)

8d. Cash flow projection (2 pp.)

8e. Balance sheet (1 p.)

8f. Start-up costs (1 p., if needed)

8g. Assumptions (1 p.)

8h. Schedule (1 p.)

9. The appendixes (optional)

9a. Owner’s résumé

9b. Examples of other popular appendixes: Product or service pictures or specifications; customer/investor 

contracts; marketing studies or pilot sales efforts; industry reports; price lists; floor plans; advertising 

copy; customer or spokesperson testimonials; letters of opinion.
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SKILL MODULE 

8.2

 How to Write a Cover Letter 

 We all know that first impressions are important. For business plans, the first impression is made by the cover 

letter, so having a good one-page letter is vital. Fortunately, writing a good cover letter is easy.  

   Step 1: Get the stationery.  Since the cover letter shows off your firm, the paper it appears on is 

important. These days, you can print high-quality stationery from a color printer, using templates that 

come in word processing programs. For a more distinctive template, you can buy ready-made ones from 

companies like  TemplateZone.com  or from your local office supplies or computer store. You can also 

make a template on your own. Stationery should be heavier (at least 20-pound weight) paper. Printed on 

this should be your firm’s name, address, phone and fax numbers, e-mail and Web addresses, and the 

firm’s logo if it has one. Great stationery should be simple and eye-catching and leave a lot of space for 

your letters.  

   Step 2: Get all the recipient’s address information.  Find out the proper name, title, and address of the 

person to whom you are sending the plan. Call or e-mail this person’s office to get the right information if 

you are not sure.  

   Step 3: Draft your letter.  There is a classic format for cover letters. 

a.      Salutation:  “Dear Mr. Monroe,” “Dear Ms. Craft,” or “Dear Dr. Jones” is how cover letters typically 

start. If you have a long-standing personal relationship with the reader, you can start informally, like 

“Dear Chris.”  

b.     First paragraph:  Here you introduce yourself and your business (“I am Edward Blankenship, owner of 

PROmote Advertising”). You explain how you got the recipient’s name (“Brigit Hawkins at Security Bank 

suggested I contact you.” Or “I am contacting you in your role as president of the Northside Investment 

Group.”).  

c.     Second paragraph:  Here you explain your company in a little greater detail. Typically this will be a vari-

ation of your vision statement in the first sentence (“PROmote specializes in increasing sales of small-lot 

professional and technical books through market expansion.”). The next sentence describes the product 

or service in a sales-oriented manner (“PROmote’s expertise gets books into specialty bookstores, online 

bookstores, and professional and trade association booklists for new sales.”). The third sentence points 

up your competitive advantage, or what makes your product, service, or firm special (“PROmote is the 

only company in the industry that targets small-lot professional books on behalf of the authors, helping 

them increase sales.”).  

d.     Third paragraph:  Here you describe the current situation of the company and explain what you are 

seeking from the recipient (“PROmote is in start-up phase, having completed its pilot tests and se-

cured its first customers. PROmote is currently seeking a $20,000 line of credit. I would appreciate 

your consideration of the attached business plan.”). The typical requests are for investment, lines of 

credit, partnering or joint ventures, sales, or feedback on those areas of the plan in which the recipient 

is expert.  

e.     Fourth paragraph:  In closing, you thank the recipient for his or her consideration, let the reader know 

you are available to answer any questions, and close with a mention of your future action, such as a 

promise to contact the recipient within a week.  

f.     Signature block:  Typically you sign off with “Sincerely,” and your name the way it appears in the busi-

ness plan.    

   Step 4: Proofread.  A cover letter with misspellings or grammatical errors sends the worst possible first 

impression. If the cover letter has problems, imagine what the plan must look like!  

   Step 5: Package and send.  Print or type mailing labels for the recipients’ addresses and your return 

address. Send the plan, with the cover letter clipped to the cover, in a 9- by 11-inch envelope. Make sure 

you put enough postage on it.   
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  Title Page  
 The title page typically contains the following information: 

●   Company name (usually in large type, with a logo if you have one).  
●   Contact information (owner names, company address, telephone and fax numbers, e-mail and 

Web site addresses).  
●   Date this version of the plan was completed.  
●   Proprietary statement to protect your ideas: For example, “ This document contains confiden-

tial and proprietary information belonging exclusively to [your company’s name goes here]. 

Do not copy, fax, reproduce, or distribute without permission. ” Often on the line following 

this statement is a copy number unique to each copy of the plan. This helps you keep tabs on 

individual copies.    

  There are three other possible items to include on the title page. One might be a securities dis-

claimer. If you are using a business plan to seek individual investors, it is important to state the 

following on the title page: “ This is a business plan. It does not imply an offering of securities.”  

Typically this comes after or as part of the proprietary statement. The disclaimer is needed to com-

ply with Securities and Exchange Commission (SEC) rulings. Another item to include is the name 

of the person who prepared the business plan, if it is someone other than the owner. The third pos-

sible item for inclusion is a notice of copyright for the plan or trademark for your brand name or 

logo, if you choose to pursue those forms of intellectual property protection. You can learn more 

about those in Chapter 18.   

  Table of Contents  
 The table of contents typically puts the major section headings (e.g., executive summary, company, 

market, etc.) in boldface type and the sections underneath each in regular type. Page numbers are 

given for every component, including financial statements and appendixes. Remember to put page 

numbers on every page of the business plan, even the financials.   

  Executive Summary  
 Many entrepreneurs write the one- to two-page executive summary first, using it as a guide, and then 

write the rest of the plan. (We discussed the executive summary earlier in this chapter.)   

  The Company  
 The first section of a business plan tells the story of your company. Ideally it should sell the reader 

on the company and the ideas and people behind it. It usually consists of two subsections—one that 

provides an overall description of the business and another focusing on its product or service.  

  Company Description (1–2 pp.)  

 Typically the first two subsections are the vision statement and mission statement of the business, 

which were discussed earlier. If you have specific goals or objectives for your business (e.g., “Third 

year sales of $50,000,” “Picked-up by a major national chain by year 2”), they go in a subsection 

after the mission statement. 

  The next subsection is typically labeled “Company Background,” or you can use the name of 

the business (PROmote Advertising, for example). This section gives a brief description of the 

business—its age and location, as well as the markets it serves or plans to serve. The firm’s current 

status (start-up, seed stage, ongoing, expansion, and so on) is covered, and the most recent milestone 

achieved is often mentioned (received initial investments, finalized product design, tested a proto-

type, completed market testing, made first sales, and so on). For an existing business, the history of 

the business is briefly covered here. 

  The last part of the company background describes the business’s competitive advantage 

and the way that it goes about making its profits and achieving its mission—its business model. 

These are the ideas covered in Chapter 7 on strategy. This is where the plan gets a chance to sell 
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the key ideas about the firm’s approach to business. The language should be upbeat and posi-

tive, and where there are numbers that support the operation of the business model, such as a 

25 percent profit margin, 98 percent customer satisfaction, or double-digit growth, those should 

be included.   

  Product/Service and Industry (1–8 pp.)  

 The goal of this section is to describe your firm’s product or service in order to help the reader 

understand what you are selling and how it could help your target customers. The best descriptions 

entice the reader to want to buy the product or service or get involved in the company that sells 

it. These descriptions often include pictures or graphics that help readers visualize the product or 

service. It is also common to explain how the customer uses the product or service or how it fulfills 

some need or desire or solves a problem for the customer. Often the descriptions explain how the 

firm is able to deliver value benefits to the customer (quality, style, delivery, service, technology, 

ease, personalization, assurance, place, credit, brand/reputation, belonging, and altruism), as dis-

cussed in Chapter 7. 25  If the product or service has protection through a  proprietary technology  or 

from patent, trademark, or copyright, you mention it here. 

  Every product or service is part of an industry, and here is where you talk about it. Industry de-

scriptions typically include the key information identified in the industry analysis, also discussed in 

Chapter 7. This includes the industry’s SIC and NAICS codes, the size of the industry (in number 

of firms and sales), and some indication of the historical trend of growth, stability, or decline (how 

much it is growing, how long it has remained stable, or by how much sales overall is it declining 

over time). Industry profit margins are an important part of this section, as is how profits are typi-

cally made. Then you point up what your firm’s projected or achieved profit margins are, and how 

your business model helps make this possible.    

  The Market  
 The market section talks about your customers—who they are and what they are like, who else is 

pursuing them, and how you plan to get or keep your customers. The market section builds on mate-

rial you may have developed in the feasibility analysis (see Chapter 4), the industry analysis (see 

Chapter 7), and the marketing plan (see Chapter 12).  

  Market and Target Customer (1–3 pp.)  

 The market refers to the total population of people or firms to whom you plan to sell. Markets 

are usually described in terms of their size (both in numbers of customers and size of sales) and 

scope (local, regional, national, international, global). The major ways the market is organized 

are also covered. Professional, trade, or industry associations, special-interest clubs, major na-

tional gatherings, and media dedicated to the market (e.g.,  Restaurant Business  magazine for 

restaurant owners, or  Simple Scrapbooks  magazine for people who are into scrapbooks) are all 

relevant. 

  The target customer section focuses attention on the individual who would buy your product or 

service. Target customers are described in terms of demographics (such as age, gender, education, 

income, experience), their relation to the product or service (will they use it themselves, gift it, re-

sell it, etc.), how often they buy (once a day, once a week, twice a month, every three years, once 

in a lifetime, etc.), their past experience with your kind of product or service (new user, prior user 

of competitor’s product, prior user of your product), and what they are looking for when buying 

your product or service. What they are looking for should be based on discussions with potential 

customers, and it hopefully matches closely with the value benefits your product offers. Providing a 

comparison of the two is often a good idea. 

  It is very common to have multiple target audiences. When this is the case, you should provide 

a separate description of each one. It often helps to give each target group a specific name when 

you refer to them in the rest of the business plan. For scrapbookers, the target audiences have 

names like “kiddies,” “moms,” “grandmoms,” “hobbyists,” and “historians.” Since your market-

ing plan can differ dramatically among the different groups—imagine how to sell to “kiddies” and 

“historians”—you want to have an easy way to differentiate them.   

     proprietary technology  

 A product or service or an aspect 

of one that is kept as a trade 

secret or is protected legally using 

patent, copyright, trademark, or 

service mark.    
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  Competition and Competitive Advantage (1–2 pp.)  

 Consider doing this section with one page of text and a one-page table. The table identifies the major 

competitors for your market by name and location. Other columns mention the competing product 

or service, its market share, price, competitive strength, and competitive weakness. The accompany-

ing page of text talks about your firm’s competitive advantage—what makes your product or service 

or firm unique—and how your competitive advantage gives you an opportunity to win sales from 

these firms. Often this information is based on material gathered from the industry analysis (see 

Chapter 7).   

  Marketing Strategy (1–3 pp.)  

 A good marketing strategy section focuses on three ideas: (1) The overall strategy your firm pursues 

in the market, (2) the sales plan that shows the specific ways you apply strategy to secure sales from 

your customers, and (3) the longer-term competitive plan that shows how you protect your firm 

from efforts of the competition to unseat you. Much of the specifics are built from the ideas you 

develop in the marketing chapters of the book, Chapters 9 through 12. 

  The overall strategy subsection discusses your generic strategy (differentiation, cost, focus) as 

well as any supra-strategies (craftsmanship, customization, etc.) or fragmented industry strategies 

(no-frills, formula facilities, etc.) you pursue. Explain here how each is used in your firm and in your 

sales efforts. 

  The sales plan addresses the day-to-day specifics of how sales are achieved. It builds on the value 

benefits being sought by your customers and shows how these are turned into promotional efforts, 

pricing and incentive programs, distribution techniques, and location. Most of all, it emphasizes the 

way you or your employees go about selling. Examples of advertising materials, displays, coupons, 

or the like are useful and typically mentioned here, but details are put in an appendix. The proof 

that your approach is working comes from sales made using these approaches, so the strongest sales 

plans talk positively about the results of pilot tests,  preselling  efforts, or conventional sales already 

made. Being able to name customers (especially repeat customers) really builds up this section. 

  Over the longer term, even with a clear competitive advantage, a sound strategy, and a good sales 

plan, your competitors are not likely to give up the market. They will fight back. When they do that, 

trying to match your sales plan features or competitive advantage, what are you keeping in reserve 

to help you fight back? Here is where you want to have several additional strategies that play against 

weaknesses in the competition, or further improve your product or service. These can include pro-

tections through patents and intellectual property protection or relationships with powerful partners. 

You may have contracts that tie customers to you long term, but most often advantages come from 

bringing out improved versions of your product or service before the competition introduces its own 

improved product or service. 

  Having these improvements ready requires some preparation on your part. In a business, this is 

often called  research and development  (alias R&D) or the  growth plan . Most business plans add 

a section on R&D or growth here to explain how they are working to maintain an in-depth competi-

tive advantage, with one or more additional generations of products or services ready to be used, 

or quickly brought to market, in order to keep the competition one generation behind your firm 

in meeting customer needs. Growth plans often talk about longer-term partnerships to be sought, 

new markets to be pursued, or ways to leverage the firm’s assets, for example through licensing or 

franchising.    

  The Organization  
 In this section you lay out the components and supports for the firm itself. So far you have covered 

the product and the customer. The goal for this section is to convince the reader that the business will 

be successful because it has access to high-quality people both within the firm and within the larger 

business community, and the organization itself is structured to make the best use of those people.  

  Legal and Organization Structures (1/2–1 p.)  

 This subsection describes the legal form of the business (LLC, LP, sole proprietorship, etc.) and 

where it is formally registered (topics discussed in Chapter 18). It also describes the organizational 

     preselling  

 Involves introducing your product 

to potential customers and taking 

orders for later delivery.    

     research and 

development  

 (often abbreviated R&D)—The 

part of a business (and a business 

plan) that is focused on creating 

new products or services and pre-

paring new technologies, ideas, 

products, or services for the firm’s 

market.    
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structure of the firm. Often for big businesses these are drawn using organizational charts. For small 

businesses with an owner-manager and an employee or two, it is easier to just give the description in 

words. The typical format for this is to start from the top, with the highest-level manager, giving his 

or her title and major duties, as described in the human resource management chapter (Chapter 19). 

Successive sentences describe the positions and duties of workers at each level below. This section 

should make clear how many employees there are and whether they are full time or part time, per-

manent or seasonal, family or nonfamily. If you have schedules for seasonal hiring and if you have 

standards for hiring, they get mentioned in this section.   

  Key Personnel (1/2–3 pp.)  

 By now you have sold people on your vision, mission, product, service, competitive advantage, and 

even your sales approach. It is now time to sell the most important single element in the business 

plan—you! In any business and any business plan, everything hinges on the quality of the entrepre-

neur behind it. If we do not have confidence in the entrepreneur, there is no way to have confidence 

in the other parts of the plan. The goal for the key personnel subsection is to inspire that confidence 

in your reader. 

  Who are your key personnel? Any owners or senior managers count, as do people who will be 

handling key aspects of the business. For example, a salesperson with an extensive customer base 

would be a key employee, as would an employee who is locally famous for a skill the business will 

use. Often businesses have a circle of outsiders involved. This might include a local media personal-

ity who will be promoting your business, or the inventor or holder of a patent or trademark you are 

using, or the owner of a key outside venture partner. 

  While you might put in the résumés of one or two key people if you have the space, typically the 

key personnel are described in a half- to one-page description. Simply put, the goal is to impress the 

reader. What is impressive? Accomplishments, and the closer these are to the business, the better. 

Having been successful in the business in this industry in another firm or in your own firm (if this 

plan is for an existing business rather than a start-up) is the best proof. Having been successful in 

another line of business is a good second choice. Having experience in sales is always useful, as is 

experience managing projects or people. 

  Whenever possible talk about accomplishments rather than just experience. Achieving some 

mark of distinction, such as being a store’s top salesperson, is best, followed by years of experience 

in some aspect of business, followed by education. Sometimes giving the specifics of the accom-

plishment does the job, even if no award was given. For example, being able to say, “In my five 

years at Hobbyco, my sales increased an average of 50 percent a year” shows your sales abilities are 

improving, which is good. 

  When looking for accomplishments, do not limit yourself to business. Particularly for students and 

stay-at-home spouses, there are often organizational accomplishments that are relevant.  Activities 

undertaken or managed for schools, churches, social organizations, civic organizations, or com-

munity groups are often important indicators of expertise. For example, managing a team during a 

fund-raising event may help prove your skills in people management and making quick decisions.   

  Related Service Providers (1/2–1 p.)  

 These days, small businesses are rarely alone, and the quality of the professionals surrounding you 

tells people a lot about how good you might be. Taking a paragraph or two to identify your bank 

and banker, your attorney and legal firm, accountant or bookkeeper, and other consultants can help 

show that you have high-quality supports. If you have major relationships established with well-

known suppliers or customers, list these here also. If you have a board of directors, members can be 

mentioned here or under key personnel. If you have a board of advisers made up of people who are 

not owners, they would be listed here.   

  Location (1/2 p.)  

 The other major organizational asset of a business is its location. This is given here, along with a 

description of the facility that focuses on how it meets the strategic and sales goals of the business. 

Also mention whether you own, lease, or rent the property. If you have investments in the property, 
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either in terms of ownership or improvements made to it, mention those too. If there are plans to 

expand the facilities, mention them.    

  The Financials  
 When you are using a plan to find investors, the financials section starts with a page on critical 

risks and one on the deal being offered investors. For all types of business plans, a set of financial 

reports or projections then follows. For either approach, it is always important to develop the 

financials in the most conservative way possible—never overstate your sales or profits, always 

explain the assumptions you are making, and provide (or be ready to give) the source for every 

number you include. It is usually better to include fewer numbers, but ones you understand in-

side-out, rather than having lots of numbers, but knowing only in a general way how you arrived 

at them. 

  Critical risks are discussed in more detail below. The deal subsection typically talks about how 

much money is needed and how the funds will be used. This subsection goes on to address any 

prior or existing investments and the current ownership situation. Then it explains the equity being 

offered to investors, giving the price and the kinds of assurances offered (e.g., seats on the board 

of directors, buy/sell agreements, etc.). Here the plan details how investors will be able to sell or 

redeem their equity in order to harvest their investment and exit the business. The best plans explain 

how investors will be assured that management will be responsive to investor concerns. Typically 

the critical risks and the deal will each take about one page each. 

  The financial statements expected include: (1) income statements (also called a P&L for profit 

and loss) and its assumptions, (2) cash flow and its assumptions, and (3) balance sheet and its as-

sumptions. For start-up businesses, it is also common to include a listing of the expenses incurred in 

the start-up process. 

  For an existing business, the financials report the last two years of actual data, and then offer 

three-year projections for the income, cash flow, and balance sheet. For a start-up business, the 

tradition is to offer three years of data projections. If you will take three or more years to show a 

profit, it makes sense to give projections for five years. In either case, income and cash flow are 

given monthly for the first year, quarterly for the second year, and annually for the third and any 

later years. Think in terms of a layout described in Exhibit 8.2.  
  Note that each of the financial statements also includes its assumptions. Included as endnotes, 

the assumptions are often considered to be the most important part of the financials. Assumptions 

explain how the computations are made, which items are included or excluded, and whether there 

are any special considerations underlying the particular numbers. For example, key assumptions 

 Page 1:  Critical assumptions. 

 Page 2:  The deal (if the plan is going to investors). 

 Page 3:  Income statement for year 1, by month. Assumptions marked as endnotes. 

 Page 4:  Income statement for year 2 by quarter and year 3 (and later if needed) by year. 

Assumptions marked as endnotes. 

 Page 5:  Cash flow statement for year 1, by month. Assumptions marked as endnotes. 

 Page 6:  Cash flow statement for year 2 by quarter and year 3 (and later if needed) by year. 

Assumptions marked as endnotes. 

 Page 7:  Balance sheet for years 1–3 (or 1–5) by year. Assumptions marked as endnotes. 

 Page 8:  Start-up cost budget. Assumptions marked as endnotes. 

 Page 9:  Assumptions (endnote) page for financial statements. 

 Page 10:  Timeline or Milestone List. 

EXHIBIT 8.2

Financials Layout for a 

Typical Business Plan
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include how sales are computed, which items are expensed versus depreciated, and how inventory 

and business valuations are made. 

  A schedule of the major milestones or benchmarks the company plans to achieve is often in-

cluded in the financials section, typically after the assumptions page. If significant milestones or 

benchmarks have already been achieved, these can top off the schedule, so readers can see how the 

firm has progressed.   

  The Appendixes  
 With approximately 10 pages used for financials, you have up to 5 pages left for appendixes. The 

most popular appendix is a one-page version of the owner’s résumé (see Skill Module 8.3 and also 

see an example of a résumé for a student starting a business in the appendix at the end of this chap-

ter). There are several other useful appendixes, listed below. The ones you select depend on what 

you are trying to highlight in your business plan. They can include: 

●   Product or service pictures or specifications (important when you stress features or style, or 

when your product or service is not familiar to readers).  
●   Copies of signed contracts, letters of intent or commitment, or contingency contracts from 

customers or investors (useful to show acceptance).  
●   Results of marketing studies or pilot sales efforts (useful for showing market acceptance).  
●   Industry reports (if there is significant information not included in the plan).  
●   Price lists for products or services.  
●   Floor plans of the location, if it is central to the business (e.g., a manufacturing facility or 

restaurant).  
●   Advertising copy, such ads, logos, catalog pages, brochures, sales letters, or press releases.  
●   Customer or spokesperson testimonials.  
●   Letters of opinion from intellectual property attorneys on prospects for patent or trademark 

protection or from manufacturers or consulting engineers about the viability of production 

processes for the product.    

  If readers want to know more about something that is not in the plan, they can ask you for the 

additional information. So do not worry too much about the many possible appendixes you cannot 

include. The goal of appendixes is to provide supporting information that helps detail or support the 

key selling points of your plan. 

  At this point, the writing of the classic business plan is done, but there is still work to be done 

assembling it. Plans are typically delivered as an 8 1/2- by 11-inch document or electronically as 

an Adobe Acrobat PDF file, which has been carefully and repeatedly checked to eliminate spelling 

and grammar mistakes. It has been checked to make sure all pages are included and cleanly printed. 

While your own copy of the plan might be kept in a loose-leaf binder to make insertions and dele-

tions easy, the copies you give out should be spiral bound (so they lay flat when opened). Covers 

should be sturdy to protect the plan from the inevitable coffee stains of business. Cover letters are 

typically clipped to the cover, rather than included in the plan itself, so the reader opens the plan to 

see the title page. 

 How to Write a Résumé 

 Résumés are among the most popular and most frequently changed documents a student or businessper-

son ever writes. There are many forms of résumé, and many ways to prepare one. Every college’s career 

center has booklets and workshops on résumé-building, and most will be glad to review any résumé you 

put together. The  Entrepreneurial Small Business  Web site has links and examples. Microsoft Word includes 

résumé templates (click File > New > On my computer > Other Documents or File > New > Templates on 

Office Online). 

SKILL MODULE 

8.3

(Continued)
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       Focusing Your Business Plan   
 To be successful in telling the firm’s story, a business plan needs to match the needs of the reader. 

Businesses face four situations in which reader needs are specific enough and distinct enough that it 

makes sense to write the plan with particular emphases in mind.  

●    Plans for a pioneering business:  When your product or service is truly new to everyone, it 

is considered a  pioneering business . With a pioneering business, your greatest problems 

are: (1) helping people understand how it works, (2) showing them how they would use it, 

(3) estimating how many people would want it, and (4) estimating how much they would 

be willing to pay for it. Anything you can do to help readers experience and understand the 

product or service helps demystify it. Plan on a detailed explanation of the product or service 

and how it works. Make sure you explain the benefits customers would receive, and talk about 

the customer’s personal experience in trying out, buying, and using the product. The value 

of preselling, pilot tests, or  test marketing  cannot be stressed enough. If 100 people tried 

the product and 10 bought it, you have a powerful proof of concept. Pioneering products also 

face a hurdle around manufacturing—can they be manufactured at a cost that leaves a chance 

for profit? Letters from manufacturers or consulting engineers confirming the viability and 

production costs of your product go a long way to alleviating fears in this area. Also, if your 

product is a minor variation on a product already made (for example, a consumer version of 

an existing industrial product), play this point up, since it means fewer problems are likely for 

your specific product.  
●    Plans for a new entrant business:  When your product or service already exists but your  firm  

is the first of its kind in your market, it is considered a  new entrant business . As such it is 

LO4
  Focus business plan 

sections to meet specific 

needs.

     pioneering business  

 A firm whose product or service 

is new to the industry or is itself 

creating a new industry.    

     test marketing  

 Selling your product or service in a 

limited area, for a limited time.    

     new entrant business  

 A firm whose product or service is 

established elsewhere, but is new 

to this market.    

  Simply put, résumés are summaries of you and your accomplishments. There is a strong business norm that 

résumés should be limited to one page. Résumés typically start with a block at the top identifying you: name, 

address, phone, e-mail. By the way, make sure your phone’s voicemail message and your e-mail address sound 

“businesslike.” An e-mail like  xtremedrift@hotties.com  is better replaced by “jsmith1811” at one of the free 

e-mail sites like Google’s gmail, Yahoo!, or Hotmail. 

  After the identification block, it is good for students and those changing jobs to include a “Skills” section. Go 

beyond school-based skills. The ability to sell, to work in a team, to lead others, to communicate, to organize, to 

work exceptionally hard, or to solve problems for yourself or others count as much as knowing financial modeling 

or Web design. For any skill you list here, be ready to back it up with specific examples of when you demonstrated 

this skill. 

  For students (or newly graduated students) usually the next section is “Education” because it is the most 

important section. For people in the workplace already, “Work Experience” is usually here. Both sections are 

presented in reverse chronological order (i.e., most recent first). Entries give the college, its city, and your 

graduation month and year (even if it is in the future). On the next line, give your degree and major. If you 

have a good GPA (grade point average), put it in too. Generally, you do not list high schools, only colleges 

and up. 

  The “Work Experience” section is similar. For each company you worked for—in reverse chronological 

 order—put your position, the company, city, state, and starting and ending dates. On the next line put two to four 

bullet points explaining what you achieved at work. We understand most jobs; what helps is for you to tell us how 

you helped the company and did superior work. 

  The last section covers any honors or awards you’ve received or earned (like Dean’s List, scholarships, 

 honorary society memberships, elected or appointed positions, etc.). Like in “Work Experience,” give the organi-

zation on the first line, then bullets with the honor or award on the subsequent line. 

  Keep in mind the following. Résumés change often, so keep it handy. Make sure the résumé is easy to read 

(use 11 or 12 point type) and scan (keep colors and fancy formatting to a minimum). And remember, the purpose 

of a résumé is to sell you! 
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always harder to prove that your product or service will work. Just imagine trying to explain 

the idea of a $5 cup of coffee to people who had never heard of Starbucks! In response, help 

make the product or service seem more familiar by detailing how it is used by customers, and 

give more background on how the product or service has done in other markets, especially 

markets similar to yours. Also emphasize existing operations in your industry analysis. Seeing 

that it has worked elsewhere takes much of the mystery out of the question of whether it would 

work where you plan to market it.  
●    Plans for an existing business:  Occasionally, entrepreneurs start a business before they write 

a plan for it. When writing a plan for an existing business, you have the benefit of knowing 

the history, the existing market, and the financial track record of the firm. These form a foun-

dation for the plan, so the projections about future markets, sales, and profits should clearly 

build on these historical facts. It can make sense to gather information on existing customers 

to help clearly define the market, and often suppliers and trade associations can provide more 

in-depth information on market shares and competitors. Existing firms have assets to protect, 

such as the customer list, the firm’s name, and any intellectual properties it has developed 

(e.g., a patented way of performing work, a trademark, a copyrighted report, a recipe protected 

as a trade secret). Showing how you plan to protect and perhaps even make additional profits 

from your intellectual property (e.g., through licensing patents or trademarks) strengthens 

the plan, as does talking about new ideas for increasing sales, which typically appears in the 

research and development section.  
●    Plans for a business with significant government involvement:  Some businesses de-

pend on government approvals to go forward. Examples include salvage yards, garbage 

dumps, companies using toxic chemicals, nursing homes, service stations, and even in 

many places, day care centers. When government gets involved in a major way, for ex-

ample, having to approve the business license, zoning, or environmental impact, delays 

are inevitable. You need to build a plan that anticipates delays and either works around the 

parts of the business requiring approvals or is able to go into a type of sleep mode, using as 

few resources as possible until approval arrives. Working around approvals usually hinges 

on selling services or products that are part of the business but do not require specific ap-

proval. For someone starting a service station, it may be possible to do minor car repairs 

such as oil changes, detailing, or tune-ups at the customer’s home or workplace. This helps 

spread word, build a customer base, improve skills, and keep cash flowing until approval 

for the service station comes.   

  Once you have written the complete business plan, you are positioned to create special-purpose 

versions of the plan to meet the needs of a wide variety of people important to your business. Usu-

ally these special-purpose plans use a subset of the total plan. In addition to the full business plan 

described above, there are seven other special-purpose types of plan: 26           

●   If you intend to send your plan to professional funding sources such as private banks, in-

vestment clubs, or venture capital firms, it is common to send what is called a  mini-plan  or 

a  screening plan . The idea is to give the basic overview of the firm and a detailed look 

at the financials. This is because funding sources typically start their decision process with 

clear ideas about the industry and the profit levels they want to pursue. Screening plans 

usually consist of the cover letter, title page, executive summary, and financials sections 

of the business plan. The only time any appendixes would be included is when it is im-

portant to prove the viability of contracts, intellectual property protection, or the product’s 

ability to be manufactured. A screening plan can also be a useful way to get into the plan-

ning process. Michael McMyne won one of the Global Student Entrepreneur Awards for 

his consulting business. When he started, all he used was his executive summary and the 

financials. 27   
●   You may find that the business plan has a lot of information you would like to share with 

potential customers or suppliers, but you do not want them to see your financials. One 

variant of the traditional business plan is called the informational plan.  Informational 

plans  typically consist of company and organization sections. The cover letter, title 

     screening plan  

 Also called a  mini-plan;  gives the 

basic overview of the firm and a 

detailed look at the financials.    

     informational plans  

 Give potential customers or sup-

pliers information about the com-

pany and its product or service.    
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page, executive summary, and table of contents are typically revised to reflect the differ-

ences. Relevant appendixes might also be included, such as detailed product descriptions 

or price lists.  
●   A special form of informational plan posted on the Internet is the  proof-of-concept 

Web site . This kind of site is designed to solicit information on customer interest. They 

are particularly useful for demonstrating a technology or service that is new or novel (see 

VividSky’s site on the Online Learning Center), or to reach a market that is very widely 

spread out, making conventional promotional techniques too expensive. The goal is to in-

form customers and partners about the firm and the product, so proof-of-concept Web sites 

consist of the vision and mission statements, the product/service description, and often an 

animated or interactive demonstration of the product or service. Short biographies of the 

key personnel replace résumés, and the site may also have price or product lists or testimo-

nials. The site itself tracks information about the viewers. Visitors are asked for feedback 

on the concept and are offered the chance to be kept up to date as the product nears the 

market.  
●   In seeking a marketing or joint venture partner or a key employee, you need to provide more 

of an idea about your market and approach to it. In the early stages of finding a partner, how-

ever, it is usually too soon to share your detailed financial information. As a result, a  key em-

ployee/partner plan  (also called a  summary plan,   concept plan,  or  idea plan ) can be drawn 

up to include all the materials of an informational plan, plus the market section and critical 

risks subsection of the regular business plan.  
●   An  invention plan  focuses on the market and operationalization of a new invention. Inven-

tions are typically licensed to others, so the organization section simply describes the inven-

tor and any business the inventor runs, to provide background. The product or service being 

invented is given a very detailed description, with diagrams or pictures to help the licensee 

understand it. While the plan helps to explain the market and competition to the prospective 

licensee, the marketing strategy is not typically included. Legal issues tend to focus on intel-

lectual property protection (e.g., patents, trademarks, etc.) instead of on the legal form of or-

ganization, and the financials are limited to the prospective deal and risks, since the invention 

does not come with a firm that creates sales.  
●   There are only two types of plans that actually add material to a full business plan.   Operational 

plans  are designed to be used as working documents within a business. So in addition to all 

the material typically included in a full business plan, an operational plan includes detailed 

specifications of the major techniques, methods, recipes, formula, and sources used by the 

firm to do its work.  
●   The other type of plan which adds to a business plan is a  private placement memo  or 

PPM. PPMs are the official version of a business plan offered to potential investors. As 

such, it is a legal document, and should be drafted by a lawyer. PPMs build on a business 

plan, using information about the company, products and services, strategy and opera-

tions, and competition. There are also sections on the risks facing the business, the people 

and partnerships, the deal being offered, the financial statements, and the planned use of 

the investment money, although these are often longer (for the risks section, much lon-

ger) than in a business plan. There are also sections unique to a PPM such as a plan for 

the description and distribution of shares, compensation of managers and officials, and 

even the articles and bylaws of the corporation. In short, PPMs are complex and exacting, 

and should be left to lawyers. However, the basis for a PPM is the business plan that you 

create.   

  Table 8.3 provides an easy way to compare the different types of special-purpose plans and the 

components they take from the full business plan. Even though the table shows the business plan 

sections and subsections usually included, it is important to keep the specifics of your business and 

your readers in mind. If sections of the business plan seem inappropriate for your type of business or 

for the specific readers who will see the plan, it makes sense to leave them out. The business plan is 

first and foremost a sales document, and tailoring the plan’s “pitch” to the specifics of your business 

and the readership is always a smart move.    

     proof-of-concept 

Web site  

 An Internet-based type of busi-

ness plan providing information or 

demonstration of a product or ser-

vice designed to solicit information 

on customer interest.    

     key employee/partner 

plan  

 Provides information on the com-

pany, product/service, market, 

and critical risks to prospective 

business or marketing partners or 

to prospective key employees.    

     invention plan  

 A business plan that provides in-

formation to potential licensees. 

Invention plans focus on the de-

tails of an invention, including in-

tellectual property rights.    

     operational plan  

 Business plans designed to be 

used internally for management 

purposes.     

     private placement 

memorandum  

 A specialized legal form of busi-

ness plan crafted by lawyers for 

the purpose of soliciting formal 

investments.    
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  The Most Common Critical 
Risks in a Plan   
 Every business faces  risks  in the real world, so every business plan needs to spend some time ad-

dressing them.28 The exact issues raised by business experts, bankers, lawyers, and investors are 

often specific to your plan, but the themes they consider in assessing risks are actually quite com-

mon. Knowing these risk themes, you can go through your business plan, identify the risks, and 

determine how you want to handle them, the way Dan Watkins of DigitalFirst Productions did (see 

Small Business Insight box on page 236). Each of the risks can be handled, but the best test is to 

have people in your target audiences give you feedback on your plan.  

 1.    Overstated numbers:  Examples include sales or profits that are too optimistic, owner salaries 

above the minimum needed to live.  

 2.    Numbers that are wrong:  Examples include balance sheets that do not balance, numbers in 

the financials that do not flow from one section to the next (look at Figure 13.1 to see which 

numbers “flow” from one of the financial reports to another), no assumptions given for the 

financials, and ratios that do not match RMA or other standards (Standard & Poors, BizMiner), 

with no explanation given for the differences.  

 3.    Inadequate cushion:  The number one killer of young firms? Not enough money. Having 

enough cash to survive three months goes a long way to avoiding this risk.  

 4.    Inadequate payback:  There are always opportunities out there; is yours worth someone’s 

time, energy, and (maybe) money? Any plan that does not clearly specify the key paybacks to 

readers will fail to sell them on the idea. Don’t offer an investor a 10 percent return when cor-

porate bonds offer nearly that with little risk of default.  

 5.    Narrative and financials do not fit : If you have a plan that calls for a large marketing cam-

paign, but financials do not show costs for one, there is a problem.  

 6.    No direct customer connection:  If it sounds like you have not actually talked to potential 

customers about your product/service, readers will consider that a major problem.  

 7.    Uncertain sales (especially conversion rates):  You need to prove your sales estimate. The 

best way is to know your  conversion rate  (alias  hit rate ), which is the percentage of people who 

buy out of the total population of people you approach. You get this from test marketing or pre-

selling (introducing your product to potential customers and taking orders for later delivery).  

 8.    Overlooked competition:  You do not want to overlook a major player in your industry. If a 

search on the Web or in a phonebook can turn one up you could be in trouble. Also be broad in 

your search for competitors. For example, a student claimed there was no competition for his 

wireless cell phone headset because he didn’t use Bluetooth, but the Bluetooth headset makers 

could quickly change radio types if it made business sense. Recall Porter’s five forces (rivals, 

substitutes, etc.) to find competitors.  

 9.    Experience deficits:  Do you (or someone else in your firm) have experience in (a) the line of 

business, (b) the industry, (c) the locality, (d) managing? 29  Have it, find it, or say how you’ll 

learn it.  

10.    “What” problems:   For the product or service, make sure it is explained clearly enough so 

anyone could understand it. Also make sure the plan (or cover letter) is clear about what is 

being asked of the reader (e.g., invest, make a loan, give feedback, partner, etc.).  

11.    Deadly aggravations:   Looking and sounding professional is key. A plan with misspellings 

looks amateurish. Lacking a table of contents or page numbers in the plan makes life harder for 

people you want to impress. Selling instead of summarizing in the Executive Summary comes 

across as hucksterism.   

  Ideally, you should have a circle of advisers who can review the plan and help identify the criti-

cal risks and your coverage of them. This circle might include successful entrepreneurs you know, 

lawyers, or accountants. Other good resources include the free consultants from the Service Corps 

of Retired Executives (SCORE), available via   www.score.org  , or your local Small Business De-

velopment Center (  www.sba.gov/sbdc  ). There are even Web sites that make it possible for you to 

get a preliminary analysis of your plan. One of the most complete is Ibis Associates checklist at 

LO5
  Identify the major risks 

to business plan success.

     risks  

 The parts of a business or busi-

ness plan that expose the firm to 

any kind of loss—profits, sales, 

reputation, assets, customers, 

and so on.    
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  http://www.ibisassoc.co.uk/business-startup-analysis.htm  . To get a quick check of your major 

financial measures, you can use the BizStats Web site (  www.bizstats.com  ). The key is to get as 

much feedback as possible before sending it out in hopes of money, sales, or people.      

  Presenting Your Plan   
 When it works, a written business plan is the way to get on the schedule of someone who can pro-

vide the money, the expertise, or the markets you seek. In such cases, the written plan is followed 

by a chance for you to make a formal presentation of your plan and answer questions about it. The 

LO6
  Master presenting your 

business plan to others.

SMALL BUSINESS INSIGHT

Award winning photographer Dan Watkins of DigitalFirst Productions (www.digitalfirstproductions.com) 

started two businesses in the last decade—one succeeded, and one failed. In that first business, sales never 

seemed to take off, and the financial health of the business was not as clearly known as it should have been. Dan 

feels the major difference between the two was the presence of what he called “a good solid business plan” for 

the second business. Dan argues that a thorough business plan can turn great ideas into reality because it forces 

you, the prospective entrepreneur, to take a close 360-degree look at your business ideas. For Dan the plan 

became a basis for evaluation as his business grew, with detailed sections on the market, how to sell to them, 

and the financial projections those sales should generate. He knew he was getting the hang of business when the 

second business venture became profitable in the exact year, quarter, and month that his original business plan 

had forecast it would. The one element of the plan Dan credits with the most importance was the critical risks 

section. Dan claims, “If I hadn’t considered some of the potential pitfalls associated with my original business 

ideas, my business venture probably wouldn’t have been successful or profitable at all.” For Dan, the plan made 

all the difference, and the critical risks section made the plan.

Analyzing Risks at Digital First Productions
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business plan presentation, like the plan itself, has a very clear tradition about how it is supposed 

to be done. Knowing this tradition can help you quickly learn what is expected when presenting a 

plan to others. 

  A business plan presentation usually lasts 10–15 minutes, followed by 15 or more minutes for 

questions. Usually the presentation provides an overview of key points of the business plan—a 

chance to sell your ideas and, most of all, a chance to sell yourself. 

  A major part of any business plan presentation is a chance for the listener to form an opinion 

about you as an entrepreneur. The key things an influential person looks for in you are: (1) your pas-

sion for the business, (2) your expertise about the business and the plan, (3) how professional you 

are in your work, and (4) how easy it would be to work with you. How do you show these?  

●    Passion for the business:  When presenting, do not read. Think of yourself as telling a story—

a fascinating story—about your business. Help listeners understand why you are excited about 

the business, proud of it, and ready to stake your reputation and assets on it. Learn your 

presentation so well that it comes out as an often-repeated, beloved story, not as a prepared 

statement.  
●    Expertise about the business and the plan:  Practice answering questions about the plan. Ex-

pect really tough questions. Assume people do not trust your assumptions when they first read 

them. Be ready to explain where you get your assumptions, your numbers, and your ideas. 

Be ready to mention sources. Be ready with comparisons to competitors and their offerings. 

Know how every number in the plan came about and what it means. For example, it is not 

uncommon for a banker to ask, “In your cash flow statement for April in the first year, you say 

you will be spending $1,140 on sales promotion expenses. How did you get that number—and 

isn’t it a bit high?” It is better to have less material and know it backwards and forwards than 

to have material in the plan you do not totally understand.  
●    How professional you are in your work:  Your plan should look professionally done. It 

should be neat and orderly, with perfect spelling and grammar. When you present it, you 

should be in business suit or dress, clean and pressed. Carry copies of your presentation slides 

to give the listeners. And have copies of your slides on acetates and on disk so that you can 

present no matter what technology is available. Have business cards ready, and bring a couple 

extra copies of the plan in case someone unexpected comes to the presentation. Meet all those 

attending the presentation with a smile and a firm handshake. Give them your card and take 

theirs if they offer one in return. Make sure you know the names of all the people in the room, 

and their position, so if there is a part of the plan you think might be of interest to them, you 

can mention it.  
●    How easy it would be to work with you:  Typically when you are presenting a business plan, 

you are doing it with the goal of establishing an ongoing relationship with the listener. All 

relationships carry an element of liking. It is easier to see yourself establishing a relationship 

with someone you like than with someone you do not like. Part of the goal in the presenta-

tion is to get the listeners to like you. How? The techniques are simple—use eye contact, use 

peoples’ names, remember what they might be interested in or in what they have shown an 

interest before, smile, and above all, be honest. When they ask tough questions, try not to get 

nervous, upset, angry, or defensive. If you do not have the answer, tell them so honestly, make 

a note about their question and name, and tell the person you will get back to him or her with 

the answer. Recognize that tough questions are the listeners’ way of making sure they—and 

you—are protected from risks.    
  Typically the presentation follows the content of the business plan. For different audiences, for 

example, potential partners or customers, you delete slides—just as you delete sections in the busi-

ness plans for partnering or customer information plans. 

  Business, and the understanding of business you get from business plan writing, changes. Some-

times it changes quickly as you achieve new things or learn new things (including errors that crept 

into the plan you just finished). This means that parts of your plan may change from week to week. 

You handle this by creating handouts with the new information. These can be mailed to people read-

ing your plan, or handed to them at the presentation. Both approaches are common. If there are de-

tailed parts of your plan that you have left out, such as a market survey or a detailed cost breakdown, 



238 PART 2 Small Business Paths & Plans

it makes a lot of sense to make copies to use as handouts during a presentation or question-and-

answer period. 

  Dwight Eisenhower was not only the 34th U.S. President, but he was the general who planned the 

most daring effort in all of World War II, the D-Day landing. A master planner, Eisenhower said, “I 

have always found that plans are useless, but planning is indispensable.” The best way to think about 

the business plan is as a way to get yourself to think through your entire business. Some parts will be 

so easy that you can instantly know how everything works. Things in the business you imitate from 

others are classic examples. For other aspects of the business, planning may become the way you get 

a handle on the complexities and risks you face. 30  Some results of the planning process you will write 

down. Other parts will be kept in your head, ready to be used or amended as circumstances require. 

Many of the parts of the plan will quickly become outdated or need to be changed or adapted as the 

business is in operation. 31  In fact, the Eisenhower quote makes sense in another way too—business 

planning is a process you continue throughout your firm’s life. Plans, once done, get revisited. Some-

times this is done formally, but more often you informally compare reality with the plan.  

  However you approach it, the idea of business planning is a powerful one, helping you imagine 

and then realize the business the way you want it to be. The techniques that contribute to creating a 

business plan—forming vision and mission statements, elevator pitches, financials, and marketing 

plans—can be used as stand-alone activities that help you meet the many demands you face as an 

aspiring entrepreneur. Whether you become an avid business planner or not, the process of business 

planning goes a long way to helping firms survive and prosper.    

 Over the past two years, those of us teaching at Saint Louis University have asked for short takes from students 

after the smoke clears from their business plan presentations. Here are some of the most memorable observa-

tions and thoughts: 

 I nailed my numbers, but this entrepreneur failed my plan because I misspelled his name in the cover letter! 

 It is a lot like playing poker for the first time, but you’re playing against pros (for this student, bankers and 

angels) that have been doing this for years. You’ve got to bring your “A” game or it’s all over! 

 Before you start pitching, walk over, look them in the eye, smile, and introduce yourself. It makes them 

more like regular people. 

 You don’t have to have everything in the plan, just as long as you have it with you when you present. (This 

student’s partner added—“And have it where you can find it. Tell your students, USE TABS!”) 

 When they challenged me and I knew I was right, I stood my ground, but I was polite about it. I think that 

got me their respect. 

 After awhile, the judges could figure out which member of our team wasn’t “into” the plan and they just 

kept hounding that person. 

 Passion pays! If you don’t come across as totally believing in your plan, nobody will. Pitch it like your life 

depends upon it. My grade did! 

 How can an inexperienced kid stand up to those old guys? I figured I’ve got energy. I’ve got fresh knowledge. 

I’ve got a world of supporters I can get to on the Web, and nobody knows my business or cares about my 

business more than me. If they don’t like it, I’ve got years to go find someone who does. 

 The best plan is one where you’ve already got sales. If you’ve got sales, you’ve proven everything. If you’ve got 

sales, you’ve got cash and you’ve got real financials, not financial projections. I got sales, so I had it made. 

 Like my mom always says, where there is a will, there is a way. 

 Wisdom from the Front Lines 

 THE THOUGHTFUL ENTREPRENEUR 
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 While 15 minutes sounds like a lot of time to talk, when summarizing a 40-page business plan, the time can go 

very quickly. From watching winning presentations in business plan competitions and in the real world, it is clear 

that a superior business plan presentation is usually built around seven slides. 

 1.  Introductory slide:  Has your firm’s name and the names of the owners and presenters. While showing this 

slide, you thank your listeners for the opportunity to present and explain the purpose of the business plan 

(e.g., financial, partnering). Introduce your firm by name, as well as yourself and any other people from your 

firm that you have brought with you. (1 minute) 

 2.  Product/service slide:  This slide demonstrates the product or service in terms of the benefit it provides 

customers or the problem it solves. Often a picture is included. Your talk describes the product or service in 

detail. The slide also gives the size of the target or overall market. Although you mention this, spend more 

time showing how the market has already accepted your product/service or ones like it. (3–4 minutes) 

 3.  People slide:  Investors invest in people as much as in ideas. This slide presents the key people with the 

one or two skills they have that are most persuasive in proving their expertise or their contributions to the 

business. If you have partnerships or alliances with names the listeners would know and respect, these can 

be included (often as corporate logos) and briefly mentioned. (1 minute) 

 4.  Strategy slide:  This focuses on a one or two line explanation of your strategy as it relates to your making 

profits (your overall strategy). The slide also has one or two lines explaining how you plan to make the 

majority of your sales (your sales strategy). For both, think about specifics rather than general jargon. Saying, 

“We will get business because we offer faster service than anyone else,” for your strategy sounds more per-

suasive than, “We leverage time-sensitivity in a manner superior to our competitors.” (2–3 minutes) 

 5.  Risk slide:  Admit to the two or three greatest risks or challenges facing your firm, and for each, explain 

how you are preventing, insuring, repairing, or monitoring the situations. Your goal here is to head off the 

most threatening questions by showing you are working on the problems. (1–2 minutes) 

 6.  Financial slide:  Here you give the sales, breakeven, and profit projections for the firm for the period cov-

ered in the plan. Mention the worst-case scenario projections, but explain why you think the numbers on 

the screen are the most likely ones. (1–2 minutes) 

 7.  Summary slide:  This gives a one-to-two line summary of the firm in a positive, upbeat manner (“PROmote 

Advertising’s quality service and large potential market will lead to excellent sales and profits”). Give this 

line in your most confident and sales-oriented manner and mention that you believe you have shown this 

in today’s presentation. Include a line on the slide with the request from the listener (“Loan of $25,000,” 

“Line of Credit of $100,000,” “Investment of $50,000”). In covering this, explain briefly what the money’s 

use will be. There is also a line on the slide for what is offered in return (savings moved to a bank, pledged 

securities, stock in the firm for investors). You conclude with a repeat of thanks, and then ask for questions. 

(2 minutes) 

 The Seven Slides of Classic Business Plan 

Presentations 

 THE THOUGHTFUL ENTREPRENEUR 

  CHAPTER SUMMARY  

  Understand why and when to develop a business 

plan.  

●   Plans are done for external legitimacy and/or internal 

understanding.  

●   Plans are sometimes essential, and are often linked to 

improved firm survival.  

●   Different audiences seek different goals when reading busi-

ness plans.    

LO1
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 KEY TERMS 

   business plan, 214  

  external legitimacy, 214  

  internal understanding, 215  

  vision statement, 216  

  tagline, 216  

  mission statement, 216  

  elevator pitch, 217  

  executive summary, 218  

  cover letter, 221  

  proprietary technology, 225  

  preselling, 226  

  research and development, 226  

  pioneering business, 230  

  test marketing, 230  

  new entrant business, 230  

  screening plan, 231  

  informational plans, 231  

  proof-of-concept Web site, 232  

  key employee/partner plan, 232  

  invention plan, 232  

  operational plan, 232  

  private placement memorandum, 232  

  risks, 235     

  Know how to tell the business plan story.  

●   The business plan is a story you write about your firm.  

●   The story gets told in different ways and lengths, from vision 

statements, to mission statements, to elevator pitches, to 

executive summaries, to full business plans.  

●   The one-page business plan can be used to help organize the 

classic business plan.    

  Learn the major sections of the classic business plan.  

●   The full business plan gives the complete story of the firm and 

its major elements: the company’s product/service, market, 

competition, marketing strategy, organization, key personnel, 

service providers, location, and financials.  

●   It is a maximum of 25 pages long, with up to 15 pages of sup-

porting material.  

●   Plans for simple businesses can be shorter than those for inno-

vative types of firms.    

  Focus business plan sections to meet specific needs.  

●   A full business plan is often modified for special circum-

stances the firm faces, such as pioneering technology, new 

markets, established operations, or significant government 

involvement.  

●   Parts of a full business plan are often combined to create 

shorter plans for particular audiences such as investors, part-

ners, or others.    

  Identify the major risks to business plan success.  

●   All business plans face risks; part of the role of the business 

plan is to explain how the firm will handle these risks.  

●   The risks come from numbers or assertions that are not ade-

quately explained or supported.    

  Master presenting your business plan to others.  

●   Most business plans are presented to others using a seven-

slide show.  

●   Listeners check presentations for the presenter’s passion, 

expertise, professionalism, and potential as a colleague.       

LO2

LO3

LO4

LO5

LO6

 DISCUSSION QUESTIONS 

1.    What are the reasons to write a business plan?  

2.   Imagine you were presenting your plan to a consultant who 

specializes in your industry. Your goal is to get her help. Using 

the ideas in Table 8.1, what kinds of issues do you think would 

be of interest to her as she reads your plan?  

3.   You are going to attend an after-work gathering sponsored by 

your local chamber of commerce. Which of the types of short 

business plan presentations (vision statement, mission state-

ment, elevator pitch, executive summary) will you prepare for 

use, and when will you use them?  
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 EXPERIENTIAL EXERCISES 

1.     Evaluating a Business Plan  The goal of this exercise is to 

help you get used to scoring business plans the way bankers 

and investors do in the real world. Most financial professionals 

have checklists and scoring sheets that convert their accumu-

lated wisdom into the factors that make a difference. Knowing 

how this scoring works can help entrepreneurs to bulletproof 

their plan, identifying problems before outsiders see them. 

    One of the best business plan scoring systems is available 

to everyone for free on the Web. It comes from France’s Ibis 

Associates. Originally built from a test of 57 firms, today it has 

been refined and is used on thousands of businesses, mostly 

from the United States and Western Europe. 

  a.     Go to Ibis Associates New Business Plan analysis page at 

  http://www.ibisassoc.co.uk/business-startup- analysis.htm  .  

  b.   Print out the checklist and familiarize yourself with it.  

  c.    Now read through the  MyLibros.com  business plan in-

cluded in Appendix B of this chapter. When you see some-

thing that relates to the scoring checklist, mark it.  

  d.    After reading the plan, fill in ‘no’ for those items missing.  

  e.    Go to the Web site and fill in the questionnaire for the 

 MyLibros.com , and check the score received.  

  f.    Be ready to discuss your findings (and defend your scor-

ing) in class. Give some thought to what could be done 

better in the plan to achieve a higher score.   

    Your score will vary from those of others in the class. You 

will find that some of the difference comes from how closely 

people read the plan and the checklist. But there will be times 

when everyone will agree on what was read, but disagree on 

the meaning or score. That happens in business too. That is 

why it is important to try your plan out repeatedly. Just be-

cause one person or firm or bank said no does not mean that 

every one will see it or score it the same way. (Scoring site 

used with permission of  alan.west@ntlworld.com  for Ibis As-

sociates, January 25, 2004.) 

  2. Business Plan Archives  See if you can find a plan for your 

business at one of the business plan archive sites, because 

there is no shortage of business plans available for review on 

the Internet. For example,   www.businessplanarchive.org   pro-

vides plans from the dot-com boom and bust, including some 

plans of businesses still operating today. The commercial 

site behind Business Plan Pro offers a number 

of example business plans on its site,   http://www.bplans

.com/sample_business_plans.cfm  . This is the site the SBA 

refers people to when they seek example plans. The key aca-

demic archive comes from the Moot Corp competition, which 

pits MBA students against one another in an international 

competition. Their archive is at   http://www.businessplans

.org/businessplans.html  , although the site is sponsored 

by another commercial company, Business Resource 

Software.     

www

www

4.   What is the most important part of a business plan in general? 

Considering the way you plan to use your business plan, what 

will be the most important part of it?  

5.   What are the differences in a business plan for a start-up pizza 

business and for an existing pizza business?  

6.   Students know people, including some who might invest in 

your business. What kind of business plan (e.g., informational, 

screening, key employee, full) would you give to other students?  

7.   For a business plan being put together by a student in his late 

teens or early 20s, what are the most likely risks?  

8.   Passion is clearly important in the business plan presentation. 

How can you display your passion for the business during the 

presentation?  

9.   What can you do to make the business plan easy to read and 

understand?     

 MINI-CASE 

  LOFT IN SPACE 32           

 A student at the University of Nebraska—Lincoln (UNL), Michael Cain, built a loft for his dorm room bed. 

Others asked him to build one for them, and he started to think about making a business out of it. He had 

put together his marketing plan in his head and had even begun to think about operational details that would 

help make his business more efficient. He knew he needed to get some sort of official approval, since his 

(Continued)
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 SUGGESTED CASES AND ARTICLES 

 ●   The Early Stages of Paint Check Services     Available on Primis:  

●   Electrical Distributors, Inc.      

 Video Case:  

●   Financing for Entrepreneurs, p. VC-4     

 eClips Videos:  

●   Anita Stephens Discusses What a Good Business Plan Should 

Look Like  

●   Andrea Michalek Shares Hints for Creating a Strong Pitch     

 SBTV Videos:  

●   Business Plan Roadmap  

●   What to Worry About When Investors Come Calling     

 STVP Videos:  

●   Change the Business Plan in Response to a Changing 

Environment  

●   Tips for a Good Pitch  

●   Don’t Write a Mission Statement, Write a Mantra     

 Your Business Videos:  

●   Elevator Pitch: Calendar Girl  

●   Elevator Pitch: Blow Dry Bar      

 SUGGESTED VIDEOS  

business would be on campus. So he started checking with university officials about setting his business up, 

but it was here that he started hitting problems, such as: 

●   He could not run the business out of his dorm room.  

●   He couldn’t use his UNL telephone or e-mail account for the business.  

●   His firm needed a $1 million liability policy to work on campus.   

He needed to be able to address these problems and make sure the solutions would leave him with a profit-

able business.  

 CASE DISCUSSION QUESTIONS 

1.    If he was going to build a business plan to present to the university administrators, what type of 

plan should he develop (following the types mentioned in Table 8.3)?  

2.   What parts of the plan should he make sure are included?  

3.   What solutions would you suggest for his three problems?      



APPENDIX A

 Example Cover Letter and Résumé   
  Example Cover Letter   

 Mr. Michael Hansen  

Vice President for New Accounts  

Bank New Narwhal  

1234 Main Street  

Anchorage, AK 99501 

 Dear Mr. Hansen, 

 I am Abe Zabrowski, the founder of a new painting inspection company, Surety Inspections, LLC. I have been doing 

my personal banking at BNN for several years, and so you were the first people I thought about when considering es-

tablishing a business line of credit. 

 Surety Inspections evaluates the completeness and quality of commercial painting projects for the clients of painting 

companies. Because commercial painting is difficult to evaluate, we offer an objective evaluation to painting custom-

ers to make sure everything was done according to specifications, or industry standards. Our clients are industrial 

plants, commercial firms, and government organizations that buy major painting projects. We are the only full-time 

professional painting inspection business in Alaska, with most of our competition consisting of painting firms that 

work between jobs. As such, we offer a more consistent and higher-quality evaluation, and we are always available for 

inspections. 

 While we have funded our initial equipment and operations, it is possible that we will need a line of credit to draw 

against when we must rent or buy equipment specific to particular contracts, or to pay for travel and lodging for contract 

work away from Anchorage. Since work in our industry is paid for after the report is delivered, we could incur costs 

early in a project and need credit. We are looking to secure a $10,000 line of credit. We can offer the firm’s equipment 

as collateral, and we would be willing to discuss other forms of collateral or conditions that would make this workable. 

You will see that my credit rating and bank history are very solid. 

 Thank you for your consideration. I am available to answer any questions you have. Please call me at 907-555-1213. 

I will call you later this week to schedule an appointment to discuss my business and what BNN can do to help me 

grow it. 

 Sincerely, 

 Abe Zabrowski, CEO 

 Surety Inspections, LLC    
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 Example Résumé 33  
 

  DANIELLE SHERWOOD  

 123 University Drive 

 St. Louis, Missouri 63101 

 (314) 555-XXXX 

 dsherwood@ggg.com  

 SKILLS  

●   Able to plan and organize self, others, and operations.  
●   Exceptional sales ability.  
●   Capable leader and team member.  
●   Excellent presentation and communications skills.     

 EDUCATION 

 Saint Louis University, St. Louis, MO, May 2005 

 Bachelor of Science in Entrepreneurship, Minor in Marketing, GPA: 3.6/4.0   

 WORK EXPERIENCE 

 Owner, CardinalAngelSales, St. Louis, MO, 2004–Present 

●   eBay Gold level reseller specializing in St. Louis Cardinals memorabilia and logo wear.  
●   Grew sales to over $15,000 in year one, with a 99.8 percent customer approval rating.    

 Student Intern, Saint Louis University, St. Louis, MO, 2003–Present 

●   Partner with program director in writing and editing brochures and advertisements on leadership.  
●   Trained 10 new student employees and facilitated orientation on job duties.  
●   Generated new ideas to update department’s Web site.    

 Sales Associate, May Company, St. Louis, MO, 2001–2003 

●   Sold merchandise to clients, increasing monthly sales by 25 percent.  
●   Resolved customer complaints and problems in a positive manner.  
●   Implemented customer service questionnaire which helped improve buyer satisfaction.    

 Sales Consultant, J. C. Penney Co. Inc., St. Louis, MO, 1999–2001 

●   Made suggestions and sold clothing items to customers.  
●   Developed customer service procedures and training program for staff.  
●   Assisted in training new employees on store procedures.      

 HONORS/ACTIVITIES 

 Collegiate Entrepreneurs Organization 

●   Vice President, Membership (2004–present)  
●   Textfile Shift Manager (2003–2004)    

 Alpha Delta Pi 

●   President (2003–Present)  
●   Philanthropic Chairperson (2002–2003)          



APPENDIX B

 Example Business Plan  

 Team Members 

Jordan Koene    jordan@ MyLibros.com  

  Kevin Antes  

  MyLibros.com  

 999 North Cumberland Ct. 

 Saint Louis, MO 63108 

 (555) 555-5555 

 sales@ MyLibros.com  

 March 2006 

 This document contains confidential information belonging exclusively to   MyLibros.com   LLC and its owners. Do not 

quote, copy, or distribute without permission.  



246 PART 2 Small Business Paths & Plans

  Table of Contents   

 [Note to students: Even though we could not put the page numbers in this Table of Contents, your Table of Contents 

should have page numbers. Also note that the typical layout for your plan will be single column.] 

 Executive Summary 

  I.  MyLIBROS.COM —THE COMPANY 

 A. Company Description 

 Mantra 

 Vision 

 Mission Statement 

 Company Background 

 Positioning of  MyLibros.com  

 B. Product and Industry 

 Book Distribution 

 Book Inventory 

 Service Description 

 Pricing 

 Business Model/Revenue Model 

 Retail Book Industry Analysis 

   II. THE MARKET 

 A. Target Customer 

 Customer Description: Hispanic versus Latino 

 Customer Demographic 

 B. The Competition 

 Our Competitors 

 Our Competitive Advantage 

 Barriers to Competition 

C.  Marketing Strategy 

 Focus 

 Internet Marketing 

 Search Engine Optimization (SEO) 

 Pay-per-Click (PPC) 

 Web Press Releases (PR) 

 Analytics 

  Mylibros.Com  Risks and Threats 

 Growth Plan 

 III. THE ORGANIZATION 

 Legal Structure 

 Management Team 

 Partnerships and Publishers 

 Partners 

 Publishers 

  Advisory Team  

 Tim Hayden 

 Kevin Schulte 

 Trey Goede 

 Mark Bonnetti 

 Thomas Koene 

 Susan Noordyk 

 Frida Adrian 

 IV. FINANCES 

 Exit Strategy 

 Critical Risks 

 Financial Plan Assumptions 

 Overall Assumption 

 Revenue Assumption 

 Expense Assumption 

 Financial Statements 

 Income Statement—Year 1 (monthly) 

 Income Statement—Years 2–3 (quarterly and 

annual) 

 Cash Flow—Year 1 (quarterly and annual) 

 Cash Flow—Years 2–3 (annual) 

 Balance Sheet—Year 1 (monthly) 

 Balance Sheet—Years 2–3 (quarterly and 

annual) 

 Appendix 

 Product Display Detail 

  MyLibros.com  Categories/Categorías 

 U.S. Census Figures 

 Jordan T. Koene’s Résumé 

 Kevin McAntes Résumé 

 [Note to students: You will notice not every heading given in the chapter is used here. If a section does not fit with 

your plan, it can be acceptable to leave it out. You should check with an expert though, to make sure you don’t leave 

out a section important in your industry or to your readers.]   



 Business Plans: Seeing Audiences and Your Business Clearly CHAPTER 8 247

  EXECUTIVE SUMMARY  

 Hispanics are a force on the move in the American market. 

Today there are many frustrated, underserved, and dis-

satisfied Hispanic consumers seeking books.  MyLibros

.com , a start-up Internet book seller based in St. Louis, 

MO, will target this vibrant market with a truly bilingual 

Web site and customer service capability, and back it up 

with an active program of enhancing Hispanic culture 

through educational and informational activities. 

 Our brand, our company, and the value we provide will 

ensure that we are the preferred online source of books, 

periodicals, and media for Spanish speakers. We will 

achieve this through a completely bilingual Web catalog 

and e-commerce shopping basket, a completely bilingual 

customer service staff, one of the most complete catalogs 

of Spanish-language books available anywhere, fast ship-

ping, reasonable prices, and an unwavering support of 

the Hispanic communities and cultures of America. Our 

market are all Hispanic Internet users, projected to hit 

16 million by 2007, with a particular emphasis on those 

with college education and higher. Special efforts will 

be made to foster sales of Hispanic books and music to 

institutions. 

 We will appeal to this customer group through our 

professional and secure Web site design, our product se-

lection, pricing, and delivery features, as well as our bi-

lingual site and staff. We have designed our site with the 

principles of Search Engine Optimization, link building, 

advanced analytics, pay-per-click and Web-based press 

releases underpinning our marketing efforts. MyLibros 

will also undertake an active awareness-building cam-

paign in Hispanic communities to promote not only our 

brand, but Hispanic culture in general. 

  MyLibros.com ’s CEO Jordan Koene, a bilingual 

Hispanic with a background in e-commerce, has brought 

together a team with the requisite skills in bilingual sales, 

Internet design and operations, and financial management. 

MyLibros has formal partnerships with major suppliers 

such as Ingram and Baker & Taylor, as well as distri-

bution arrangements with publishers such as Osmosis, 

for which MyLibros will be their exclusive distributor. 

MyLibros’ advisory team includes experts on Internet op-

erations, education, book sales, and small business. 

 Started in 2005 and bootstrapping our move into 

e-commerce,  MyLibros.com ’s second-generation Web 

site is being readied for business and the company 

 projects third-year sales of $401,299.  MyLibros.com  is 

entirely self-funded. For this informational business plan, 

we only seek your feedback and involvement. We believe 

the time is right for a better site for Hispanic books and 

music, and that  MyLibros.com ’s design for its Web site 

and customer and community relations will give Hispanic 

consumers the kind of recognition, respect, products, and 

services they miss, they want, and they deserve.    

 I.   MyLIBROS.COM —THE COMPANY   

 A.  Company Description  

 Mantra 
 “Autorizando Español” (Empowering Spanish)   

 Vision 
 Our vision is to deliver premium, online Web resources 

to the Hispanic/Spanish-speaking community.   

 Mission Statement 
  MyLibros.com ’s mission is to distribute educational and 

enjoyment products through the Web, focused primarily 

on products for Spanish speakers and readers. Through 

thoughtful and engaging consideration of both culture 

and language, we can deliver services and products that 

Hispanics request. Our company focuses on listening to 

the educational and advancement needs of the Spanish-

speaking population within the United States and abroad. 

 MyLibros.com  delivers more than just products but also 

a wealth of knowledge, service, and continued attention 

to the Hispanic community. Our team seeks to bring 

Hispanic business to the Web from a Hispanic point of 

view.   

 Company Background 
  MyLibros.com  is a start-up company born in the sum-

mer of 2005. Jordan T. Koene, passionate about both 

entrepreneurship and his Hispanic background, was de-

termined to find a way to unite these passions and de-

velop a strong business. An earlier attempt had left him 

empty handed. But as his college years neared an end, he 

realized there must be something for which the American 

Hispanic population would be looking. Most importantly, 

they would be looking for it from other Hispanics. These 

thoughts evolved into selling something over the Inter-

net. After much thought, it came down to selling books, 

apparel, or electronics. As Jordan reviewed the options, 

it became clear that it would mean more to sell a valu-

able product that helped the development and influence 

of other Spanish readers.  MyLibros.com  was born. 

 In early fall 2005, the development of the Web site 

began. Jordan enlisted the help of friend and current co-

worker Robin Rath, owner of Turino Design, to build and 

create the logo and professional design of the Web site. 

Shortly after this, Jordan and Robin established a busi-

ness relationship with  MonsterCommerce.com , the pre-

mier online e-commerce software. This set the stage for 

the future of  MyLibros.com . 



248 PART 2 Small Business Paths & Plans

 The most recent developments in the company have 

improved our cash flow and helped us determine the di-

rection for  MyLibros.com . First, we completed major 

book sales totaling over $2,500 with public school dis-

tricts. This has provided us with more incentive to focus 

on the education and development sectors rather than pri-

marily individual consumers. Also, in the last two months 

we have seen an increasing demand for improvement to 

our Web site, thus we have temporarily disabled it in 

order to update it and provide a more manageable inven-

tory. This may seem like a foolish milestone, but in real-

ity it is a building block to the future of the online Spanish 

book market that we plan to capture.   

 Positioning of  MyLibros.com  
  MyLibros.com  is positioning itself to be the premier 

brand among Hispanic book retailers in North America. 

We will accomplish this goal by creating the first His-

panic user-friendly Web site supporting both languages. 

We will also solidify our brand name through grassroots 

involvement in the Hispanic community and where the 

Spanish language persists. Our community involvement 

programs will emphasize both books and computers, 

connecting the ideas of education and technology. Posi-

tioning our products in this way will allow for the ad-

vancement in both the Spanish language and the use of 

technology. This positioning of  MyLibros.com  fosters a 

need for Spanish materials. Examples of how we position 

our brand include: 

  Connecting with local Web sites:   MyLibros.com  

provides a monthly book review which outlines 

books for local communities. You can see an example 

of this at   www.hispanicstlouis.net   (see Appendix 1.1 

for a screen shot). We have partnered with this local 

Hispanic information provider to both increase our 

visibility and provide valuable information on the 

titles that are important to this community. 

  Spanish language outreach program:  “Empowering 

Library Staff to Meet the Technology Needs of 

Spanish Speakers” was a workshop held in Burr 

Ridge, Illinois, with the Metropolitan Library System. 

This is another way in which  MyLibros.com  reached 

the community. The goal of this meeting was to learn 

how to build stronger community partnerships and 

collaborate with the Spanish-speaking community 

in order to increase access to public computers and 

resources. Techniques were taught for reaching out 

and marketing the public library and public computers 

to the Hispanic community. 

  Delivering much needed support through learning 

materials:  This past year  MyLibros.com  has helped 

many organizations, churches, and event mission 

trips to expand their reach and connection to the 

Hispanic community.  MyLibros.com  has offered 

discounted and incentive programs so that these 

groups could bring the written language on their 

journeys into the Spanish-speaking world.    

 B.  Product and Industry 

 We are a full-service Hispanic bookstore. Our products 

range from children’s books to reference materials. We 

carry a vast selection of books from classical literature 

to the newest releases. Our products are carefully placed 

into categories. The product detail includes all the fol-

lowing key information: Image, ISBN, EAN or ISBN 13, 

binding, author, publisher, price, size, and description. 

For the convenience of our customers, we offer these de-

tailed descriptions in both Spanish and English. Combin-

ing this information with our service, we aim to provide 

an experience that is unparalleled in the industry.  

 Book Distribution 
 Rapid, but professional book distribution is critical to our 

success. Books will be shipped as fast as within 24 hours 

of when the customer has placed an order. This is made 

possible through the use of partnerships with Ingram 

Book Company and Baker and Taylor. Both Ingram 

Book Company and Baker and Taylor are described in 

the partners and publishers section below. 

  MyLibros.com  has also chosen UPS to be our ship-

ping partner. UPS Internet Shipping is the fastest and 

most convenient shipping solution on the Web. With UPS 

we will be able to ship as many packages as necessary, 

store thousands of addresses online, access shipping his-

tory for customer service, and even arrange for a pickup. 

UPS will allow us to run our shipping program with ease 

and efficiency. Using Quantum View Manager, it is pos-

sible to view, download, and share shipment status infor-

mation from any computer connected to the Internet. The 

ability to work with both UPS and our book partners and 

publishers provides for the ideal and professional distri-

bution system that customers expect.   

 Book Inventory 
 Our book inventory will be based on quarterly figures 

dealing with the top 100 Spanish books purchased. We 

will increase our inventory on a per sales basis. Decisions 

on inventory increase will be determined by the indi-

vidual books that are sold most frequently through our 

affiliate network. This way we capture the market for the 

most demanded books allowing us to maximize revenue, 

minimize cost, and capitalize on profit. This inventory 

method will allow for exponential growth as time and 
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resources permit. Once a stability point is reached with 

the top 100 books, expansion into more inventory can be 

made possible.   

 Service Description 
  MyLibros.com  expresses the highest regard for customer 

service and believes it will be the key to our success. In 

the past few years, the Hispanic market has begun to de-

mand services in Spanish, ranging from call center recep-

tionists to government documents. Today many cities and 

businesses are providing their Spanish customers with 

tax forms, applications, and insurance programs in their 

native language. This development has been adopted by 

 MyLibros.com . We are committed to bringing the best 

customer service in Spanish, providing our shopping cart 

in Spanish and, more important, creating a Web site that 

is formatted in both English and Spanish. We will stay 

committed to the native language of our primary market. 

Customer service in the Hispanic culture is the key to 

success. For instance, some banks have attempted to cap-

ture the Spanish-speaking market but do not service it in 

Spanish. That is why larger banks like Bank of America, 

who provide tellers, phone support, and even their Web 

site in Spanish, are successful while others are being left 

behind. Hallmarks of  MyLibros.com ’s service include: 

●   Fluent Spanish / English customer service 

representatives.  
●   Bilingual access by phone and e-mail.  
●   Spanish / English Web site—including shopping 

cart.  
●   Product descriptions and characteristics in Spanish.  
●   Friendly and open to cultural changes.  
●   Embracing the Hispanic community through 

involvement.  
●   Recognizing the need for simplicity and ease in 

Spanish e-commerce.   

Our commitment to meeting the service needs of the 

Hispanic community is critical to our success. This is more 

than just a competitive edge; it is the foundation of the 

company. Involving the Hispanic community will become 

crucial as more and more Hispanics become educated. The 

representation of Hispanics in higher education has grown 

dramatically—202 percent between 1976 and 1996. Our 

focus is on meeting the needs of this growing population. 

To do so, we will have to deliver the best customer service 

in the industry. We will accomplish this through our com-

mitted goals to operations and excellence.   

 Pricing 
 Considering our position as a premier brand for Span-

ish books, our pricing structure will tie closely with 

publishers’ recommended pricing. Price control will 

vary depending on many factors. The book market is 

very competitive and the need for control can at times 

be lost. Many of our larger competitors offer significant 

discounts; however, it is not our goal to compete on this 

level. Our primary pricing policy will be to minimize and 

limit discounting and if necessary provide a discount for 

visual appearance not as an incentive for price shoppers. 

This will provide us with a competitive edge over discount 

book vendors. The anticipated average price of a book is 

about $23.75. This is a weighted average price of the top 

50 Spanish books sold last year. The books are weighted 

to reflect our expectation of sales. This small sampling is 

a reflection of an average book price. In this model the 

top 15 titles will account for 80 percent of the sales in that 

given year. The next 15 titles will account for 15 percent 

of sales and the last 20 titles will account for 5 percent of 

books sold. There will be a significant amount of books 

that are sold outside the top 50 list, but this should not 

alter the average price per book. The anticipated average 

price of a DVD/CD is about $17.50. This is an average 

price of the top 25 Spanish CDs taken from Billboard’s 

top 50 Latin list. The top 25 DVDs are taken from a mix-

ture of the Billboard’s top 10 DVD list and the highest 

selling 50 DVDs on  Amazon.com . We anticipate a sales 

mixture of about half CDs and half DVDs. There will be 

a small amount of CDs and DVDs which are sold outside 

the top 50 list, but should not significantly alter the aver-

age price per CD/DVD. The anticipated average price of 

a periodical is about $39.50 per year. This is an average 

price of the top 50 Spanish 12-month periodicals taken 

from  Amazon.com ’s top selling list. The weighted aver-

age is similar to that of the weighted average calculated 

for our book price. There will be a small amount of peri-

odicals that are sold outside the top 50 list, but this should 

not significantly alter the average price per periodical.   

 Business Model/Revenue Model 
  MyLibros.com ’s business will be dependent on the num-

ber of hits the Web site receives and the percentage of 

those hits that result in sales.  MyLibros.com ’s revenue 

will come from a variety of sources. The primary source 

of revenue will be the sale of books to online customers. 

The company will keep an inventory of the highest-selling 

books so that it may increase its margins with little risk of 

not selling all inventory. Those books that the company 

does not keep in inventory, the company will sell through 

affiliation which provides an 8 percent margin. The second 

form of revenue will derive from the sale of periodicals 

through affiliation. The company should receive about a 

10 percent margin on the sale of periodicals. A third rev-

enue stream is the sale of DVDs and CDs. The company 
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will keep a small inventory of the highest-selling music 

and video at that time for increased margins. The rest of 

the sales of DVDs and CDs, approximately 90 percent, 

will be sold through affiliation. Another revenue stream 

is that of online advertising. The advertising should not 

comprise a significant portion of revenue and will mostly 

be used to promote sales of selected products. The last rev-

enue stream is the additional charge added onto the ship-

ping charge to offset the packaging and other costs.   

 Retail Book Industry Analysis 

 The retail book-selling industry (NAICS 451211) is a 

$15.5-billion-a-year industry (2002 U.S. Economic Census). 

According to the 2002 Economic Census, there were 21,166 

booksellers in the United States, with about half owner-only 

businesses and half firms with employees. 

 Globally the retail book industry has seen major 

change over the last decade. This industrial transfor-

mation stems from two major phenomena: the Internet 

and corporate mergers. Prior to the Internet, the retail 

book industry primarily consisted of publishers selling 

to wholesale suppliers who distributed books at a sig-

nificant markup to small isolated book chains scattered 

throughout North America. In addition to these small iso-

lated book chains were mom and pop specialty stores and 

coffeehouses which typically specialized in specific areas 

of the literature world. However, as the Internet came of 

age, customers began to purchase their books online. This 

not only allowed customers to shop from the convenience 

of their home, it also allowed them to buy the books for 

less since Internet companies had lower overhead and op-

erational costs than the traditional bookstores. 

 This forced book chains to merge, meaning instead 

of having a lot of medium-sized fish in the pond, you 

had a few large-sized fish in the pond. This created the 

larger conglomerate book sellers like Barnes & Noble 

Inc. and Borders books. The mergers allowed companies 

to reduce overhead costs and allow each small store ac-

cess to a more comprehensive inventory stored in one 

or more larger warehouses. The birth of the new small, 

yet global, competitor came because of the Internet. As 

many small retailers began to disappear, the Internet 

gave life to a new set of specialized book retailers. Ac-

cording to BizMiner, many of these small independent 

booksellers are typically making $300K to $400K a year, 

with a profit margin around 6.31 percent. One difference 

between bookstores and Internet booksellers is that the 

former has considerable money sunk into their inventory, 

while Internet-based businesses have smaller invento-

ries, but more cash on hand to cover purchases from the 

wholesalers.  MyLibros.com ’s way of operating will fit 

the Internet business approach. 

 The retail book industry has faced many challenges in 

its long history. Today, with a growing minority popula-

tion, they once again face new challenges. The gradual in-

crease of minority buying power has given birth to unique 

niche retail book vendors. Although the market is not yet 

fully captured, there are some competitors in the Spanish 

book trade. (See section, “The Competition,” below.)      

 II.  THE MARKET   

 A.  Target Customer  

 Customer Description: Hispanic versus Latino 
 The use of the term  Hispanic  refers to people whose ori-

gin is Mexican, Puerto Rican, Cuban, Central or South 

American, or other Hispanic/Latino regions, regard-

less of race. Although it is a debate between which term 

should be used in identifying this group both on a federal 

and social level, the term Hispanic is appropriate. Our 

customer description focuses on Hispanics and targets 

them in America. Thus it would be reasonable to say that 

they are Hispanic Americans, many of whom have been 

here for many generations. Our customer is an educated, 

employed, and enrichment-seeking individual; one who 

embraces his culture and is engaged by the future of his 

culture. Our customer has a disposable income and un-

derstands the importance of relaxation and enjoyment. 

 OUR CUSTOMER IS AMERICA’S LARGEST 

MINORITY  ! 

 Customer Demographic 
 Our customer demographic focuses on the literate His-

panic population in the United States. For this reason, we 

are primarily looking at data on the population, education 

levels, and buying trends of Hispanics. (This should not 

however be taken to imply that we are excluding Spanish 

readers of non-Hispanic descent or those of more limited 

income.) 

 With 41.3 million people, Hispanics accounted for 

14 percent of the total U.S. population as of July 1, 2004. 

Nearly all Hispanics (99 percent) belong to one racial 

group. Our population demographic tends toward south-

ern locations, primarily in the heavily influenced regions 

of the southwest. Across the country, a growing Hispanic 

population is having a profound impact on the economy. 

According to the University of Georgia business school, 

“Hispanics will control $926.1 billion in total disposable 

income by 2007. The Hispanic market is ‘hot,’ which 

is merely another way of saying that demography is 

destiny—online, as well as off.” 

 The critical component of our target market is their 

education level. The higher their education level, the 

more congruent their ability and desire will be to pur-

chase books and other Spanish materials. In 2004, there 
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were more changes for Hispanics than becoming the larg-

est minority population. Strong support for secondary 

education is apparent as more than 2 million Hispanics 

received bachelor degrees and more than 4 million more 

attended some college, but received no degree. These 

figures are from the U.S. Census. All of the figures in-

dicate a strong tendency toward education and a growing 

income level. Between the four major races in the United 

States, Hispanic incomes have the largest percentage 

growth and an average income of $33,884 to $34,214. 

These statistics on the growing Hispanic market may not 

be startling, as media and business have already jumped 

on the bandwagon. 

 The statistics on Hispanic Internet use are both inter-

esting and reassuring. Forty-six percent of Hispanic im-

migrants said their household has a personal computer, 

yet a far higher 70 percent said they use online computer 

services. In contrast, 76 percent of native-born respon-

dents have a computer in their household while 78 per-

cent say they go online at some location. (Native-born 

refers to Hispanics born in the United States.) 

  In the eight years from 2000 to 2007, the number 

of Hispanic Internet users will nearly double from 

8.7 million to 16.0 million, according to eMarketer. 

As with other segments, Hispanics online represent a 

sweet spot for e-tailers (online sellers/e-commerce), 

a desirable target with growing incomes and greater 

levels of education than before.  

 Although the ability to go online can be a compel-

ling reason to purchase a home computer, clearly a sub-

stantial number of Hispanics are doing so through other 

means. Public-access computers, such as those at librar-

ies or even Internet cafés, enable people to go online 

without having a computer at home. There are, however, 

inconveniences in doing online business this way, such 

as limited hours of access. Despite the difficulties, the 

desire to use online services is highly demanded by the 

Hispanic population. This trend will only grow as our 

target market’s disposable income and desire for online 

resources expand. 

 All figures unless otherwise stated were gathered at 

 census.gov . It is important to remember that the reports 

are for legal citizens. Undocumented immigrants are not 

taken into consideration in these reports. Although they 

are not a part of our target market “per se”, their im-

pact should be taken into consideration. We recognize 

that many undocumented immigrants are illiterate and 

have low-income jobs, which makes this demographic 

difficult to examine. We are not insistent on creating 

revenue from undocumented immigrants, but we are 

aware of their presence and ability to purchase Spanish 

materials.    

 B.  The Competition  

 Our Competitors 
  MyLibros.com  has five major competitors. They are  Libros 

Latinos, SBD Spanish Book Distributor, Inc., Barnes & 

 Noble.com ,  Amazon.com , and  Abebooks.com . 

  Libros Latinos  (  www.libroslatinos.com   )  

 Libros Latinos is an independent bookstore specializing 

in Spanish books for Latinos and Central Americans. 

The company was founded in 1955, making them the 

pioneers of importing foreign-language children’s books 

from around the world. They showcase some of the finest 

literature available to children, handpicked from around 

the world. The books they offer are often unknown gems, 

which make for highly desirable reading, both in story 

and pictures. Supplementing all of this is their vast selec-

tion of reference and nonfiction books. The intent of their 

Web site is to provide a resource for teachers, librarians, 

children’s book authors and illustrators, children, and 

parents. They welcome articles and book reviews of mul-

ticultural or bilingual/Spanish–language children’s books 

currently in print. 

 Despite their focus on Spanish books for Latinos and 

Central Americans, their Web site is primarily available 

in English. An exception to this is that Spanish books are 

listed with the Spanish book title. 

  SBD Spanish Book Distributor, Inc.  (  www.sbdbooks

.com   )  

 SBD is a premier distributor specializing in bringing cus-

tomers the newest books in the Spanish language for the 

U.S. market and abroad. Since their beginnings in 1988, 

they have provided and continue to provide their custom-

ers with culture, entertainment, and the pleasure of read-

ing in Spanish. Since 1994, their customers have enjoyed 

high-quality books and excellent service from their In-

ternet store. SBD provides an extensive selection of new 

books and has established itself in the Spanish market. 

 SBD has created a bilingual platform for selling books. 

All of SBD’s text is offered simultaneously in Spanish 

and English, including book titles, book descriptions, 

book categories, and the shopping cart. 

  Barnes &   Noble.com  (  barnesandnoble.com/espanol   )  

 Barnes &  Noble.com  is a wholly owned subsidiary of 

Barnes & Noble, Inc., a publicly traded company listed 

on the NYSE under the symbol “BKS.” Barnes &  Noble

.com  leverages the power of the Barnes & Noble brand to 

offer online customers a comprehensive destination for 

books, music, DVDs, video games, and related products 

and services. 

 Barnes &  Noble.com  offers a “Libros en Espanol” 

page linked from their home page. The Web page lists 

book titles in Spanish, includes Spanish descriptions, 

and provides a question-and-answer section in Spanish. 
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However, it is not a completely Spanish site; the rest of 

the text remains in English. 

   Amazon.com   

  Amazon.com  was incorporated in 1994 in the State of 

Washington and reincorporated in 1996 in the State of 

Delaware. Their principal corporate office is located in 

Seattle, Washington. They completed their initial public 

offering in May 1997 and their common stock is listed 

on the NASDAQ National Market under the symbol 

“AMZN.” 

 Their business strategy is also focused on the customer 

experience, offering them low prices, convenience, and a 

wide selection of merchandise.  Amazon.com  has a net-

work of existing sellers as well as a sustaining inventory. 

This mix has brought in retail giant Borders books and 

today they are the official online sales vehicle used by 

Borders books. They have a strong commitment to tech-

nology, search ability, and limitless access to Spanish 

books due to their vast number of products. 

  Amazon.com  offers a “Libros en Espanol” section; 

however, it does not offer Spanish book descriptions, 

only occasional Spanish book titles and Spanish book 

categories. The Spanish version of  Amazon.com  would 

not assist Spanish speakers in finding and purchasing 

books online. The Web page uses basic Spanish and most 

of the products are displayed in English. 

   Abebooks.com    Affiliate Site—   Iberlibro.com   

  Abebooks.com  is a private company based in Victoria, 

BC, Canada, with European offices in Düsseldorf, Ger-

many, and Oviedo, Spain.  Abebooks.com ’s mission is to 

help people find and buy any book from any bookseller 

anywhere.  Abebooks.com , the world’s largest online 

marketplace for books, lists over 80 million new, used, 

rare, and out-of-print books from more than 13,500 book-

sellers. This great selection delivers value for all: readers 

find best sellers, collectors find rare books, students find 

textbooks, and treasure hunters find books they’ve been 

seeking forever. Booksellers love Abebooks for provid-

ing the tools to help them succeed online. 

  Abebooks.com  was incorporated in 1995 and the Web 

site was launched in 1996. Booksellers pay a subscription 

fee to list their books on the Web site. Monthly subscrip-

tion rates range from $25 to $300 U.S. dollars, depending 

on the number of books listed. By creating a secure and 

easy-to-search database and maintaining high standards, 

 Abebooks.com  has established a dynamic online market-

place for books, and a community that book lovers return 

to again and again. 

  Abebooks.com  was named one of the top e-business 

sites by the United Nations at the 2003 World Summit 

Awards in Geneva. In November 2005,  Abebooks.com  

acquired  BookFinder.com , a leading price comparison 

shopping service dedicated to books.  Abebooks.com  is 

changing how books are found, sold, and shared with the 

world. All  Abebooks.com  transactions occur between 

the buyers and sellers, who never see the books (a “low-

touch” model similar to eBay). Revenue comes from 

three sources:

1.    Monthly subscription fees that booksellers pay to list 

their books on  Abebooks.com  (i.e., a bookseller with 

0–500 titles pays $25 a month).  

2.   Commissions of 8 percent on each book sold.  

3.   Credit card processing fees for booksellers who elect 

not to process their own credit cards (5.5 percent on 

each book sold).   

 Abebooks.com  offers a range of services including 

dedicated support, HomeBase inventory management 

software, and five international sites to reach global mar-

kets ( Abebooks.com ,  Abebooks.co.uk ,  Abebooks.de , 

 Abebooks.fr ,  Iberlibro.com ). They also have book titles, 

descriptions, shopping cart, and all other text in Spanish.   

 Our Competitive Advantage 
  MyLibros.com  is an image and a brand that is fully ca-

pable of penetrating this market. We have established a 

standard of service, selection, and appeal that no other 

competitor can match. Although many competitors could 

develop our strategies, we are the first to market with a 

full service Spanish-focused Web site. Our advantages 

can be seen in how we do business. We believe in a bi-

lingual format and command the presence of an evolv-

ing culture within the United States. Our understanding 

of this concept is even found in the simple construction 

of our name: My (Mi) Libros (books), demonstrating our 

understanding that the growing American/Spanish com-

munity is bilingual. Our advantage is in recognizing the 

needs and tailoring to a culture that is not only Hispanic 

but also North American. Our advantage is found in the 

ability to capture the largest minority in the United States 

not by diversification of current business but through 

dedication from the ground up to this community. 

 “Within the Hispanic culture, much emphasis is 

placed on maintaining Hispanic traditions and 

upholding values.” (Ketchum PR and Communica-

tions Agency) 

 We bring value, we focus on products, we service our 

customers’ needs, and we deliver results. This is not cre-

ated with words, but in what we have established as a 

foundation. Visit our Web site, browse our products, and 

“check out” with the ease of knowing that you are on a 

safe network.  MyLibros.com  is hitting an unfulfilled 

market not because they cannot find what they want but 
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because they are looking for the right place to shop, cus-

tomization, and comfort. The ability to choose is in the 

hands of the buyer. 

 “Our solemn promise is that we are committed to 

not just filling a void but creating an experience 

for Hispanic shoppers.” (Jordan Koene, Owner 

 MyLibros.com )   

 Barriers to Competition 
 Although there are not many barriers to developing 

and launching a Web site, there are multiple barriers to 

e-commerce and media selling. We have established many 

security and competitive contracts to entice exclusivity 

rights. Many products that we will carry will only be avail-

able online through  MyLibros.com . This will provide 

many publishers with access to Hispanic consumers and 

give us a competitive edge on the competition. We have 

also created and secured our site so that customers and 

buyers are protected from fraudulent activity. The follow-

ing competitive barriers will enhance our business value: 

●   Exclusivity as online seller for particular publish-

ers and authors, i.e., Osmosis.  
●   Full HTTPS/SSL 128-bit security.  
●   Complete bilingual format including shopping cart 

and check out.  
●   100 percent professional design and confidence in 

perception.  
●   Bilingual customer service.  
●   Full selection of products and topics (no limita-

tions to selection).  
●   Top search engine rankings.       

 C.  Marketing Strategy  

 Focus 
 We will provide the most flexible, bilingual, Hispanic 

customer experience in our industry. Alecia Jones, presi-

dent-elect of the Hispanic Chamber of Commerce in Col-

orado Springs, knows that businesses that want to attract 

the Hispanic population should keep two things in mind. 

“The most important thing is to always have a bilingual 

person on staff,” she said. “Many Hispanic people now 

speak English as well, but they are more comfortable 

speaking in their native tongue. It is always a good idea 

to have someone who can speak Spanish, especially for 

the people who have trouble with English. The second: 

Don’t assume that all Hispanics will respond to adver-

tisements and marketing in Spanish,” Jones said. Bearing 

this in mind,  MyLibros.com  will establish a progressive 

approach to building both our staff and brand. At first 

Jordan T. Koene will be the primary bilingual contact 

and representative for the company. His background of 

growing up in a bilingual home and the ability to speak 

the native Spanish language will satisfy the start-up’s 

initial needs. As development and expansion take place 

the need for additional bilingual associates will be im-

plemented. Currently our financial structure provides 

for one additional customer service representative per 

8–12 months.   

 Internet Marketing 
 To construct a great content-rich Web site takes planning. 

A competent designer uses online architectural design 

principles, carefully combining information delivery and 

intuitive navigation to satisfy the visitor’s needs (why 

they visited), yet still accomplishing their own business 

goals for fame or fortune (why the Web site was created). 

Having a proper architecture is vital to the online Internet 

marketing of a site that will attract and also satisfy visitors. 

Simply put, designing an award-winning Web site is not 

enough. The site needs to be placed in front of potential 

visitors or they will not know you exist. It is the integra-

tion of Web design, development, and Internet marketing 

with focused traffic-generation tactics that is vital to the 

success of your site. Without smart marketing great Web 

sites will fail. Thus, marketing through Web site design, 

search engine optimization (SEO), search engine market-

ing (PPC), submission and branding (PR), analytics, and 

e-mail will enable  MyLibros.com  to achieve high traffic 

which will convert to revenue.   

 Search Engine Optimization (SEO) 
 Search engine optimization is the act of optimizing a Web 

page and/or Web site to perform well in the search en-

gines. The objective is to increase Web visitor counts by 

ranking very high in the results of searches using the most 

appropriate keywords describing the content of your site. 

This will successfully reach customers that utilize search 

engines to find our products. Search engine optimiza-

tion or SEO for short is the most advanced and profitable 

form of advertising online; it is also considered the most 

effective way to drive traffic to a Web site. In order to 

achieve successful SEO, the content within the Web site 

must be presented in a spyder friendly way. Spyder’s are 

automated programs that follow links to visit Web sites 

on behalf of search engines or directories. Robots then 

process and index the code and content of a Web page 

to be stored in the search engine’s database. At this point 

individuals would be able to find any particular site with 

the correct keyword search. Once this step is complete 

there are three other major steps to augment your ranking 

to the top. These steps include search engine placement, 

link building, and tagging. Search engine placement re-

fers to the action of submitting a Web site to a specific 

search engine or directory. A good placement can help 
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the progress and the rankings and eventual sales driven to 

the Web site. This will happen by contacting and register-

ing with search engines and directories like: 

●   Google  
●   Yahoo! Search  
●   MSN Search  
●   DMOZ  
●   Ask Jeeves  
●   Many more!!!    

 Following this critical step is link building. Link build-

ing allows you to identify and choose possible sites that 

you will want as link partners once your site is content-

rich and optimized. The number and authority of the links 

to your site is a factor in determining how well  MyLibros

.com  will rank with some search engines. 

 Meta-tags and other tags within a site page are infor-

mation inserted into a “head” area that are not seen by 

those viewing your pages in a browser. These tags di-

rectly communicate information to spyders and other 

crawlers on  MyLibros.com . This will allow us to show 

search engines critical information about what our prod-

ucts and services are. 

 Simultaneously we must identify what works best for 

our site. This is called Web analytics. Our team and in-

vestors will want to know if  MyLibros.com  is attracting 

visitors and whether or not their investment is paying off. 

With Web analytics, you can identify Web site trends. 

You’ll also understand how visitors interact with the Web 

site. You can identify the navigational choke points that 

prevent visitors from completing their conversion goals. 

What it comes down to is whether or not the SEO cam-

paign is performing to maximize our return on invest-

ment (ROI).   

 Pay-per-Click (PPC) 
 Pay-per-click (PPC) accounts allow  MyLibros.com  to 

pay for advertisement listed on the major search engines. 

They are the sponsored links you might see when you 

perform a search in a search engine. Typically they ap-

pear at the top, bottom, or right side of the search engine 

results page and are identified as Paid Listings, Spon-

sored Links, Sponsored Listings, or Featured Listings. 

Pay-per-click (PPC) search engines call for you to pay 

to have advertisement listed on the major search engines. 

This payment method is complete by allowing you to 

bid on keywords that are related to your business. These 

keywords are selected by the individual purchasing the 

service. Some of the imperative keywords that  MyLibros

.com  must bid on are: 

●   Spanish books  
●   Books in Spanish  

●   Children’s books in Spanish  
●   Spanish-language books    

 The rank or relative positioning of PPC campaign 

ads are based on an open bidding system. The higher the 

bid, the better placement you would receive for your ad 

or keyword. The bid amount is paid by the advertiser, 

 MyLibros.com , when a visitor clicks on the ad. Hence, 

this is also known as a “cost-per-click” program. It is 

critical that we maintain a low-cost policy where we es-

tablish and find a foundational need but do not become 

dependent on the pay-per-click marketing. This tool will 

not only enhance all other forms of advertisement but will 

also create an initial amount of traffic to the site.   

 Web Press Releases (PR) 
 Just like traditional companies, Web-based firms must also 

issue press releases and information about current devel-

opments and the future of the company. Submission and 

branding is the use of traditional public relations strategies 

and tactics to garner coverage for a company or Web site 

via online media. The media outlets include e-zines, online 

publications, newsgroups, blogs, threaded forums, and chat 

rooms. We are focusing on professionally researched, writ-

ten, edited, and optimized for the search engines releases. 

When facilitating this function we will be submitting our 

press releases to online media outlets like: 

●   Google News and MSN News Inclusion  
●   PR Web and eMediawire Distribution  
●   Industry targets “ Univision.com ”    

 One of the best ways to jump-start our business is to 

create search engine optimized press releases fashioned 

for  MyLibros.com  and distributed onto the Web’s indus-

try leaders in public relations.   

 Analytics 
 By segmenting visitors, you can find out how profitable 

our search marketing campaigns are across search engines 

and/or search strategies like Search Engine Optimization, 

pay-per-click, and press release advertising. Through this 

examination we will be able to obtain a balance between 

all of the possible online marketing tools. This can only 

be developed with time and statistics that will enable the 

company to manage marketing as it matures. By prepar-

ing a marketing mix of all the online tools,  MyLibros.

com  will be able to attract and infiltrate the online market 

for Spanish books.   

  MyLibros.com  Risks and Threats  
●   Consumer receptiveness  
●   Inventory model and execution  
●   Differentiation among competitors  
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●   Low-tech customers  
●   Affiliate network approach  
●   Search engine marketing efforts  
●   Trust and confidantes in online commerce  
●   Control of bilingual format     

 Growth Plan 
  MyLibros.com  has numerous opportunities for growth 

and expansion.  MyLibros.com  has the chance to be the 

first major Web site that is designed to satisfy the needs of 

the Hispanic audience, through a complete Internet-based 

book company. The site also has the opportunity to con-

nect with other businesses, such as nonprofit organizations, 

churches, inner-city schools, and immigrant organizations. 

In addition,  MyLibros.com  can develop educational and 

Hispanic outreach programs in its targeted areas, thus es-

tablishing personal relationships with various Hispanic 

communities. This is one of the most important cultural 

and custom habits for Hispanics, keeping, building, and 

reinforcing relationships. This is  MyLibros.com ’s great-

est opportunity to build a rapport and connection to all 

Hispanic shoppers.  MyLibros.com  has numerous oppor-

tunities to reach Hispanics. This type of project requires 

networking, openness, and constant communication. This 

is our first priority and our most valuable marketing tool.      

 III.  THE ORGANIZATION   

 Legal Structure 

  MyLibros.com  is formed as a limited liability company 

(LLC) in the state of Missouri. The owner, as well as 

other members of the management team, currently work 

part time for  MyLibros.com .   

 Management Team 

 Our management team is comprised of individuals with 

skills in the three critical areas of the management, fi-

nancial, and operational functions of a company. The 

management team is Jordan T. Koene, Kevin Antes, and 

Chris Wallace.  

 CEO “Jordan T. Koene” 
 Jordan T. Koene began to develop  MyLibros.com  in the 

summer of 2005 in St. Louis, Missouri Jordan is a first-

generation Hispanic American and grew up in a bilingual 

household. His father, who is an English as a Second 

Language (ESL) instructor, provided Jordan with the 

knowledge and importance of education in the Hispanic 

community. He has spent over three years working with 

online companies including  Ditalia.com  and currently 

with Monster Commerce. His experience as a member of 

the Hispanic community began at birth and will forever 

be a part of his life.   

 CFO “Kevin Antes” 
 Kevin has been a critical asset to the company. His expe-

rience with small business financials has influenced our 

expected growth and future outcome. Kevin’s ability to 

see our inventory and cash flow will impact our ability 

to return capital to investors and is why he is a part of 

this management team. Kevin has a bachelor of science in 

business administration from Saint Louis University with 

a concentration in finance. His two years of experience at 

Kennedy Capital is what truly rounds off Kevin’s techni-

cal and analytical skills.   

 COO “Chris Wallace” 
 Chris Wallace has a background in design and develop-

ment starting with his own firm  Walmedia.com . This 

St. Louis–based business developed his knowledge and 

skills to construct brand equity and Web presence. Chris 

offers many operational skills that are critical to his posi-

tion. As an e-commerce Web site it is vital to position our 

operations officer as a Web-savvy pioneer. Chris truly 

encompasses this role with his experience and dedication 

to Web solutions that fit our business needs.    

 Partnerships and Publishers  

 Partners 
 Partners are a vital component to any successful business. 

Just like a local market depends on local farmers, book re-

tailers depend on partners and publishers to provide and 

supply them with great selections of books. Today, we 

work with a network of over 10,000 publishers and print-

ers of Spanish titles through our partners. These partners 

have the capability to supply us with over 1 million titles in 

Spanish from classical out-of-print books to the latest issue 

of Harry Potter. Our primary partners in the wholesale book 

market are Ingram Book Company and Baker & Taylor. 

  Ingram Book Group  is a wholesale distributor of 

books and audio books to booksellers, librarians, and 

specialty retailers. Through its OneSource partnerships, 

Ingram also distributes music, DVDs, videos, Spanish-

language titles, medical-reference titles, and used and 

out-of-print books. They currently carry the most titles 

of any book distributor in the United States. Their direct 

discount for most titles is 35 percent and can be as high 

as 50 percent of the retail value. Ingram is aware that with 

more e-tailers coming to the forefront, they must become 

the leader in customer service to create loyal, repeat cus-

tomers for e-tailers. Ingram Fulfillment Services provides 

these needed services with a direct-to-home (drop ship) 

shipping option; companies can place orders online and 

have them sent directly to their customers. Additional 

services such as gift wrapping, customized packing slips/

shipping labels, inserts, gift tags, line-level messaging, 

marketing messages, imprinting of bibles, and logos are 
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also available. Ingram provides the high level of service, 

distribution, and selection needed for  MyLibros.com  to 

succeed. 

  Baker & Taylor  is a leading full-line distributor of 

books and video and music products to libraries, retailers, 

and other resellers. Baker & Taylor has been in business 

for over 176 years. They developed long-term relation-

ships with major suppliers, including book publishers, 

movie studios, and music labels. They have the ability to 

ship more than 1 million unique ISBNs (SKUs) annually. 

Baker & Taylor provides superior service with larger dis-

counts than Ingram and free shipping for orders of 10 or 

more books. This is shipping to our office only. However, 

with both Baker & Taylor and Ingram Book Group as part-

ners, we have a double layer of selection service. Baker & 

Taylor currently does not offer a drop ship option; how-

ever, they are a critical resource in supplying our products 

when other sources have decreasing inventory levels. 

 Our partners can deliver a significant amount of stabil-

ity for the company. When a book is demanded, they can 

provide the critical supply for our customers on demand. 

However, for our profit margins to spread, it is necessary 

that we utilize the many Spanish publishers in the U.S. 

market. When purchasing from a publisher, it is critical 

to have a strategy in place. When using publishers, you 

can capitalize on new releases. Although 80 percent of 

our shipments will be filled by our partners, when using 

publishers we can increase our margins to 50 or as high 

as 70 percent off the retail value of the book. 

 The strategy, which  MyLibros.com  currently adopts, 

is based on the expected or current sales of a title. When a 

title becomes popular the demand for it can create a stream 

of orders. This consistent stream can be monitored and uti-

lized to make bulk purchases from publishers. Having the 

high-demand titles on hand at our disposal will create two 

major benefits. The first advantage is the ability to deliver 

quickly and effectively to our target market. Many of these 

titles will go out of stock at other retail locations; however 

we will carry them in stock independent of our partner’s 

ability to hold enough inventory. Second, inventorying 

the most-demanded titles creates a larger profit margin in-

crease in the company’s bottom line with ever-successful 

effort. This balance between partner and publisher is criti-

cal as we minimize the risks and effects of inventory. Over 

time and as our brand becomes more known in the market, 

 MyLibros.com  will control, and is capable of controlling, 

a larger inventory, which will increase margins and profit.   

 Publishers 
  Lectorum and Scholastic Publishing  

 Lectorum Publications was established 45 years ago as 

Librería Lectorum, a trade bookstore, catering to the needs 

of the general public and college students in the New 

York Metropolitan area. Lectorum soon became a nation-

wide distributor serving public schools, public libraries, 

universities, and bookstores primarily for Spanish titles. 

It was acquired by Scholastic in 1996 and has grown to 

become the largest Spanish-language book distributor in 

the country with over 25,000 titles from more than 500 

domestic and foreign publishers. 

  Osmosis—The Bilingual Learning Company  

 Osmosis provides a group of new products for bicultural 

upbringing which is intended to help rear children with 

a bilingual vocabulary instilled from birth. Because of 

the small number of videos and books currently avail-

able for bilingual learning, Osmosis is working to provide 

a full range of videos, books, coloring books, and toys, 

creating relevant language tools that children and parents 

alike can use to full advantage in learning both English 

and Spanish. Osmosis and  MyLibros.com  have become 

major partners and currently we are one of the few retail-

ers that offer access to this select and premier product. 

  Coughlan Publishing  

 Coughlan Publishing is a family-owned company that 

supports the reading needs of pre-K–12–grade students 

through Capstone Press, Compass Point Books, Picture 

Window Books, and Stone Arch Books. Coughlan Pub-

lishing is an excellent resource for school and library 

products offering a full range of titles in “library bind-

ing.” Finding publishers that create both niche and high-

demand products is the primary way in which  MyLibros.

com  can successfully tap and hold the market. 

  Santillana USA  

 Santillana USA, based in Miami, Florida, is one of 21 

subsidiaries of Grupo Santillana, the largest educational 

publisher in the Spanish-speaking world. Their offices 

throughout Europe and Latin America collaborate to offer 

the very best culture and creativity from the Hispanic 

world. Also, the international presence has strengthened 

their expertise and dedication to second-language educa-

tion. Santillana USA Publishing is dedicated to the dif-

fusion of the Spanish and English language by offering 

quality second-language instructional materials and chil-

dren’s literature for K–12 education. Santillana also offers 

the largest selection of popular adult titles in both fiction 

and nonfiction. Their wide scope of products makes them 

a suitable partner in the Spanish-language market.    

 Advisory Team 

 An advisory team is being developed for the support and 

leadership of the company and the management team. Our 

board of advisers will be comprised of technical, educa-

tional, and business specialists that will enhance the welfare 

of the company. The background and support capability 

these advisers can offer is what makes them a valuable 
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asset to our company. All of these individuals have agreed 

to assist in the progress and guidance of the company.  

 Tim Hayden (CEO and Founder—Vivid Sky, LLC) 
 Tim Hayden is the founder of Vivid Sky, which markets a 

handheld device software called the SkyBOX which brings 

the power back to the fan. His experience and background in 

both the IT and start-up world bring a pillar of strength to any 

management team. Mr. Hayden is also an adjunct instructor 

in Saint Louis University’s entrepreneurship program.   

 Kevin Schulte (Center Director—Smurfit-Stone 
Center for Entrepreneurial Studies, Saint Louis 
University) 
 As the founder of Impact Business Developers, Kevin 

played a vital role in focusing and promoting  MyLibros.

com . His background with business development formed 

into a leading role at  MyLibros.com . His passion and 

savvy business skills have allowed for both the improve-

ment and maturity of the company. Kevin also worked as 

a guiding force for Jordan and the management team; his 

ability to help entrepreneurs as a director is important to 

both his new career and business owners in St. Louis.   

 Trey Goede (Executive Vice President of Sales 
and Marketing for Primary Networks) 
 Trey Goede heads the experienced sales teams of Primary 

Networks. In 1999, Trey was recognized by Fast Forward/

St. Louis Business Journal as one of the publication’s “30 

under 30” businesspersons. He was a founding mem-

ber of Upstart Technology, which recently merged into 

Technology Gateway/Regional Commerce and Growth 

Association. He also served on Missouri Governor Bob 

Holden’s Information Technology Roundtable Commit-

tee. Trey also was cofounder and CEO of Primary Click. 

From there, he joined Primary Networks, moving up to 

vice president of sales. Trey holds two bachelor of sci-

ence degrees from Boston College in marketing and in 

business operations/strategic management.   

 Mark Bonnetti (Educator and Marketing Professional) 
 Mark is a mentor and past teacher of Jordan T. Koene. 

His influences led Jordan to his current passion for en-

trepreneurship. Mark worked as a marketing teacher for 

over 10 years; however, before this he worked in the mar-

keting department of Master Card International, primarily 

facilitating small businesses with credit card transactions. 

His experience and background bring a viewpoint that 

will help manage MyLibros’ expected growth.   

 Thomas Koene (Father and Spanish ESL Teacher—
Green Bay Public Schools) 
 Mr. Koene has over 25 years of experience teaching and 

working with Hispanic immigrants, students, and educators. 

His ability to inform and teach has not only transformed 

many students, but also businesses and individuals work-

ing with Hispanics. Thomas has created a bridge between 

educators and small business owners that are driven by his 

passion to help the Hispanic communities nationwide.   

 Susan Noordyk (Owner—“Bookheads,” Retail 
Bookstore) 
 Susan is the owner of a local retail bookstore. Her experi-

ence with the book industry allowed  MyLibros.com  to 

find its way. She has over 10 years of knowledge in own-

ing and operating “Bookheads,” and she was a critical 

component and resource for information. Susan invited 

 MyLibros.com  to join her and Bookheads at the next 

Book Expo America in Washington, D.C.   

 Frida Adrian (Avid Spanish Book Reader 
and Die-Hard Client) 
 Frida has been more than just a customer: she was the 

first to give feedback, the first to request new titles, and 

the first to open the door to other clients. Her willingness 

to embrace our business model and share the knowledge 

of our products with others is what makes  MyLibros.

com  attractive. Frida currently works for Appleton Public 

School District and has three children. 

 Our advisory team will continue to expand and de-

velop as our company pushes forward. It is our hope to 

embrace a wide variety of individuals for the well-being 

of the company.      

  IV.  THE FINANCES    

  Exit Strategy  

 There are two exit strategies for  MyLibros.com . The pri-

mary exit strategy for the company is to position itself to 

be purchased by an existing company wanting to lever-

age its own business as well as utilize  MyLibros.com ’s 

niche market.  MyLibros.com  will seek to become profit-

able by the end of year 2 of operations. By years 5–7, the 

company should be generating operating incomes in the 

$450,000–$750,000/year range. This, coupled with about 

five million unique hits per year and the continual grow-

ing market, will allow  MyLibros.com  to effectively pro-

mote itself to larger companies for a premium. The second 

exit strategy is to reinvest free cash to expand the business 

even further and to hire full-time employees to run the 

operations. At this point, the company will be generating 

enough cash and/or will be able to secure enough debt to 

provide future endeavor in the company’s growth cycle.   

  Critical Risks  

 The Company’s prospects must be considered in light of 

the risks, expenses, and difficulties frequently encountered 
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by companies in their early stage of development, par-

ticularly companies in rapidly evolving markets such as 

online commerce. 

 The Company expects to experience significant fluc-

tuations in its future quarterly operating results due to a 

variety of factors, many of which are outside the Com-

pany’s control. 

 Factors and risks that may adversely affect the Com-

pany’s quarterly operating results include: 

●   an evolving and unpredictable business model and 

the management of growth,  
●   the Company’s ability to retain existing customers, 

attract new customers at a steady rate and maintain 

customer satisfaction,  
●   the Company’s ability to acquire product, to main-

tain appropriate inventory levels and to manage 

fulfillment operations,  
●   the Company’s ability to maintain gross margins 

in its existing business and in future product lines 

and markets,  
●   the development, announcement, or introduction 

of new sites, services, and products by the Com-

pany and its competitors,  
●   price competition or higher wholesale prices in the 

industry,  
●   the level of use of the Internet and online services 

and increasing consumer acceptance of the Inter-

net and other online services for the purchase of 

consumer products such as those offered by the 

Company,  
●   the Company’s ability to upgrade and develop its 

systems and infrastructure and attract new person-

nel in a timely and effective manner,  
●   the level of traffic on the Company’s Web site,  
●   technical difficulties, system downtime, or Internet 

brownouts,  
●   the amount and timing of operating costs and capi-

tal expenditures relating to expansion of the Com-

pany’s business, operations, and infrastructure,  
●   the number of popular books introduced during the 

period,  
●   the level of merchandise returns experienced by 

the Company,  
●   governmental regulation and taxation policies,  
●   disruptions in service by common carriers due to 

strikes or otherwise, and  
●   general economic conditions and economic condi-

tions specific to the Internet, online commerce, 

and the book industry.   

The Company expects that it will experience seasonal-

ity in its business, reflecting a combination of seasonal 

fluctuations in Internet usage and traditional retail sea-

sonality patterns. Internet usage and the rate of Internet 

growth may be expected to decline during the summer. 

Further, sales in the traditional retail book industry are 

significantly higher in the fourth calendar quarter of each 

year than in the preceding three quarters. 

 Due to the foregoing factors, in one or more future 

quarters the Company’s operating results may fall below 

the expectations of investors.     

  Financial Plan Assumptions    

 Overall Assumptions  
●   Internet traffic on the Web site will grow from 

15,500 hits in month one, specifically driven by 

the exposure gained by bootstrapping up until this 

point in time.  
●   Internet traffic will have an exponential growth 

rate up to a certain point of growth saturation and 

will then take on logarithmic characteristics.  
●   There will be seasonal fluctuations of the number 

of people who purchase books in the three months 

leading up to the winter holidays.       

  Revenue Assumptions    

●   Revenue will be driven by Internet hits on the 

Web site.  
●   The percentage of customers to Internet hits that 

purchase a book is 1.60 percent and will decrease 

to 1.25 percent as the number of Internet hits in-

crease, as it will be more difficult to gain a larger 

sell through rate at much higher hits per month.  
●   The percentage of customers to Internet hits that 

purchase a book through affiliation is 1.00 percent 

and affiliation revenues should consist of 8 percent 

of the price of the books.  
●   Seasonality will generally increase the sell through 

percentage by 0.10 percent of Internet hits for the 

last three months of the year.  
●   The average price for a book will be $23.75. This 

is a weighted average price of the top 50 selling 

Spanish books. The weights are according to the 

volume we anticipate for each tier (approx. 15 

titles), with the top tier being the most heavily 

weighted.  
●   There will generally be an average of a 10 percent 

discount on the Web site, taking into account all 

items.  
●   0.40 percent of all Internet hits will result in a pe-

riodical purchase.  
●   The weighted average price of a 12-month periodi-

cal purchase will be about $39.50. This is a weighted 

average price of the top 50 selling Spanish or Spanish 

translated periodicals. The weights are according to 

the volume we anticipate for each tier (10 periodicals), 

with the top tier being the most heavily weighted.  
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●   The company will only realize about 10 percent of 

the final price, as all periodical sales will be com-

pleted through affiliation.  
●   The average sale of a DVD/CD will be $17.50 

based on an average price for a new DVD/CD.  
●   0.75 percent of all Internet hits will result in a mis-

cellaneous media sale.  
●   Sales of miscellaneous media will fluctuate with 

the winter holidays similar to the trend with books.  
●   The company will realize about 10 percent of the 

final price, as most miscellaneous sales will be 

completed through affiliation.  
●   For all items shipped, a $1.50 charge in addition to 

shipping will be charged to the customer to offset 

packaging costs.      

  Expense Assumptions    

●   Cost of goods sold for the books will be 58–60 per-

cent. This is a weighted average cost of goods sold 

based on a higher margin self-inventory system, 

affiliation revenues, and just-in-time inventory.  
●   Packaging for shipping the items will account for 

3 percent of cost of goods sold for books.  
●   The company will not have to ship the periodicals; 

it will use a third party seller.  
●   Costs of shipping will be passed onto the 

customer.  
●   The $1.50 added charge will be recorded as a 

negative shipping cost.  
●   We anticipate 100 percent of sales to be purchased 

by customers using credit cards. The cost of sell-

ing through credit cards will be about 2.8 percent 

of net sales on the Web site.  
●   Selling expenses will fluctuate and grow with the 

amount of Internet hits through pay-per-click and 

will be capped at $3,000/month.  
●   Selling expense is derived from pay-per-click with 

an average cost-per-click of $0.15.  
●   All Internet hits are assumed to be driven by pay-

per-click up until the $3,000/month ceiling.  
●   The company will begin its pay-per-click cam-

paign with 50–75 commonly searched words and 

phrases, specifically targeted to Spanish media 

purchasers.  
●   General expense includes utilities for the office 

space including on a per month basis: $150 for 

phone service, $100 for electric, $35 for water, 

$300 for an Internet connection, $75 for gas, and 

$175 for insurance.  
●   The company will lease its servers from a third 

party. This lease should cost about $200/month.  
●   Administrative & Wage expense will start in year 

one at $1,750/month and increase to $7,750/month 

in year 5. This increase will allow for growth in 

consulting as well as manual labor and customer 

service. This expense includes a simple living 

wage for the owner/operator, legal expenses, Web 

consultants and maintenance, and part-time help.  
●   Rent expense will be $1,500/month. The office will 

be roughly 750 square feet at $2.00/square foot. It 

will be relatively low rent because the company 

does not require a storefront or luxurious amenities.  
●   Other and general advertising budget expense 

will be $300.00/month, set aside for unforeseen 

expenses during the operation of the business as 

well as office supplies and grassroots and other 

advertising.  
●   The tax rate will be 30 percent. This tax rate is on 

the high side and can be adjusted accordingly. Any 

tax loss carry forwards will be reported as incurred.  
●   Technology capital expenditures will be $9,100 

in the first month. This includes three computers, 

backup batteries for each server and computer, one 

backup generator, and two phones.  
●   The computer equipment is expected to have a 

weighted average life of four years and will be de-

preciated on a straight-line basis.  
●   Furniture and fixtures capital expenditures will 

be $5,000 in the first month. This will be used 

to purchase desks, chairs, shelving, lighting, and 

miscellaneous.  
●   The anticipated useful life of the furniture and fix-

tures will be seven years and be depreciated on a 

straight-line basis.  
●   Other equipment capital expenditures will be $1,000. 

This will be used to purchase miscellaneous items 

such as a label printer, regular printer, and inventory 

management system, such as a bar-coding system etc.  
●   Tax loss carry forwards are not reflected on the 

income statement.  
●   Tax loss carry forwards should carry through 

the end of the third year. This will positively im-

pact net income in year three and four by about 

$35,000 and cash in year three and four by about 

$35,000.  
●   A debt service will not be available in the first five 

years of operation.  
●   All transactions will be collected and paid for in 

the month incurred.  
●   All sales are fully credited and no doubtful ac-

counts will result.  
●   Inventory is paid for and delivered in the month 

prior to sale.  
●   Inventory will be forecasted with general certainty 

for the forthcoming month.    

 Financial Statements 
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APPENDIX 1.1

  Product Display Detail         

Author
Binding

Short Description



APPENDIX 1.2

  MyLibros.com  Categories/ Categorías   
 Nonfiction/ No-Ficción   

  Arts/Arte  

  Biographies & Autobiography / Biografías  

  Business & Economics / Negocios y Economia  

  Computers / Computadores  

  Children ages 1–13 / Niños anos 1–13  

  Young Adult /Adultos Jóvenes  

  Cooking / La Cocina  

  Drama / Drama  

  Education / Educación  

  Family & Relationships / La Familia y Relaciones  

  Fiction / Ficción  

  Health and Fitness / Salud  

  History/ Historia  

  Humor/ Humor  

  Learn Spanish / Aprenda español  

  Literary Criticism / Crítica Literaria  

  Mathematics / Matemáticas  

  Nature / Naturaleza  

  Performing Arts / Artes Interpretativas  

  Poetry / Poesía  

  Political Science / Ciencia política  

  Psychology / Psicología      

 Reference/ Referencia   

  Religion & Theology/ Religión y Thologia  

  Science & Mathematics/ Ciencia y Matemáticas  

  Sciences/ Ciencias  

  Social Science /Ciencias Sociales  

  Self Help / Salud y Autoayuda  

  School Guides & Test Preparation / Exámenes 

y guías de escuelas y universidades  

  Travel & Geography/ Viaje y la Geografía  

  Hobbies & Leisure/ Pasatiempos  

  Language & Culture/ Idiomas y Cultura      

 Fiction/ Ficción   

  Science Fiction / Ciencia Ficción  

  Mystery / El Misterio  

  Add more . . .       
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U.S. Census Figures

TABLE 2. Educational Attainment of the Population 15 years and Over, by Age, Sex, Race, and Hispanic Origin: 2004 

(Numbers in thousands. Civilian noninstitutionalized population)

Hispanic (of any 

race) and Both 

Sexes

Educational Attainment

Total None

1st-4th 

Grade

5th-6th 

Grade

7th-

8th 

Grade

9th 

Grade

10th 

Grade

11th 

Grade

High 

School 

Graduate 

Some 

College 

no Degree

Associate 

Degree 

Occupational

Associate 

Degree 

Academic

Bachelor’s 

Degree 

Master’s 

Degree

Professional 

Degree

18 years and over 26,570 474 1,370 2,726 1,411 1,596 1,150 2,201 7,497 4,075 740 605 2,010 480 142

15 to 24 years 6,942 16 83 300 576 858 892 1,154 1,539 1,226 85 95 118 2

25 years and over 21,596 458 1,292 2,450 1,231 1,307 840 1,408 5,977 2,861 656 510 1,892 478 142

15 to 64 years 26,458 309 1,031 2,451 1,589 2,088 1,649 2,451 7,104 3,939 711 585 1,905 441 132

85 years and over 2,080 165 344 299 218 77 84 110 412 148 29 20 105 38 10

A dash (-) represents zero or rounds to zero.

Source: U.S. Census Bureau, Current Population Survey,

Internet Release Date: March 2005

TABLE 1. Income and Earnings Summary Measures by Selected Characteristics: 2003 and 2004

(income in 2004 dollars. Households and people as of March of the following year)

Characteristic

2000 2004

Percentage Change in 

Real Median Income 

(2004 less 2006)

Number 

(thousands)

Median Income 

(dollars)

Number 

(thousands)

Median Income 

(dollars)

Estimate

90-percent 

Confidence 

Interval (±)Value

90-percent 

confidence 

Interval’ (±) Value 

90-percent 

confidence 

Interval’ (±)

Households

 All households .......................................... 112,000 44,482 318 113,146 44,389 922 −0.2 0.92

Type of Household

 Family households .................................... 76,217 55,442 422 77,010 55,327 926 −0.2 0.79

  Married-couple ..................................... 57,719 64,092 397 58,109 63,913 472 −0.4 0.79

  Female householder, no husband 

   present ............................................

13,781 30,095 512 14,009 29,926 519 −0.9 1.93

  Male householder, no wife present ....... 4,717 43,097 872 4,993 44,929 1,122 4.3 2.72

 Nonfamily households .............................. 35,783 26,433 316 36,136 26,176 255 −1.0 1.24

  Female householder ............................. 19,647 21,888 345 19,792 21,797 319 −0.4 1.71

  Male householder ................................. 16,196 32,786 369 18,344 31,967 377 −2.5 1.29

 Race2 and Hispanic Origin 

 White ........................................................ 91,982 46,857 302 92,702 46,697 901 −0.3 0.73

  White, not Hispanic .............................. 81,148 49,061 380 81,445 48,977 358 −0.2 0.97

 Black ........................................................ 19,629 30,442 652 13,792 90,134 499 −1.6 2.14

 Asian ........................................................ 4,040 57,196 1,848 4,140 57,518 2,000 0.6 3.85

 Hispanic origin (any race) ......................... 11,693 33,884 775 12,181 34,241 790 1.1 2.17

Language Spoken at Home

Population 5 years and over........................................262,375,152 100.0

 English only .................................................................215,423,557 82.1

 Language other than English .........................................46,951,595 17.9

 Speak English less than very well? ..................................21,320,407 8.1

Spanish ......................................................................... 28,101,052 10.7

Speak English less than very well? .................................. 13,751,256 5.2

 Other Indo-European languages .......................................10,017,989 3.8

 Speak English less than very well? ....................................3,390,301 1.3

 Asian and Pacific Island languages ....................................6,960,065 2.7

 Speak English less than very well? ....................................3,590,024 1.4
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JORDAN T. KOENE

 9999 NAMELESS Blvd. St. Louis MO 63199

 P: (314) 555-5555 E: jordan@MyLibros.com

SUMMARY OF QUALIFICATIONS

  Self-directed and motivated leader seeking opportunity to grow in the field of technology. Experiences and 

background range from developing marketing initiatives to creating and financing small businesses. Founder 

of MyLibros.com which currently operates online. Native Spanish speaker with business confidence in 

e-commerce and marketing. A creative problem solver and excellent team player. A sales background which is 

focused, energetic, and goal orientated.

EXPERIENCE

  Network Solutions (Monster Commerce) Belleville, IL April 2006–Present

 Online Marketing Account Executive

 • Create and manage accounts for leading online services firm, specializing in online marketing.

 •  Advise small to mid-sized businesses on product selection, including search engine optimization, online 

press release services, and pay-per-click programs.

 •  Negotiate sales with prospective clients both in-bound and out-bound calls.

 • Gross revenue sales in excess of $250,000 for 2006.

 Ditalia.com Saint Louis, MO 2004–2006

 Director of New Venture Development

 •  Expanded new product lines and adjusted procedures to increase efficiency for online Italian gourmet food 

vendor.

 •  Developed a new wine division, the first new product line since the company’s launch in 1997, which drove 

new customers to the Web site and resulted in a 15% increase in company revenues.

 •  Improved company’s fiscal responsibility by measuring and altering current click-through and conversion 

rates to ensure responsible investments of pay-per-click and pay-per-inclusion campaigns.

 Smurfit-Stone Center for Entrepreneurship (Saint Louis University)    Saint Louis, MO    2002–2006

 Project Intern

 •  Founded the Collegiate Entrepreneurs Organization (CEO) at Saint Louis University, one of two self-funded 

organizations on campus.

 •  Created and managed teXtfile®, a student-run business at Saint Louis University that generated program-

ming funds each year.

 •  Coordinated the Global Student Entrepreneur Awards expansion to Spain, and engineered a funding process 

that included corporate sponsorship for the country’s program.

ENTREPRENEURIAL EXPERIENCE

 MyLibros.com Saint Louis, MO 2005–Present

 Founder and Owner

 • Creator of a fully bilingual Spanish online bookstore.

 • Director of all marketing efforts: pay-per-click, pay-per-impression, and offline efforts.

 • Personally bootstrapped company which currently provides products to over 300 visitors per day.

EDUCATION

 Saint Louis University Saint Louis, MO 2002–2006

 • Bachelor of Science in Business Administration

 • Concentrations in Entrepreneurship and Finance

INTERESTS AND SKILLS

 • Business plan writing and development (online marketing, e-commerce, and technology)

 • Skilled in all major computer applications including Microsoft applications

 • Community commitment: Hispanic Chamber of Commerce, Delta Sigma Pi, and Beta Theta Pi
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Kevin M. Antes

9998 Nameless Ave • Saint Louis, MO 63199 • Home 314.555-5556 • Mobile 314.555-5557

OBJECTIVE:

 To acquire an entry-level job with the opportunity for advancement in the field of finance and/or management employing analyti-
cal, administrative, and problem solving skills.

EDUCATION:

Saint Louis University, Saint Louis, Missouri
Bachelor of Science in Business Administration, May 2006
Double Concentration in Finance & Leadership and Change Management
Cumulative GPA: 3.93/4.0 while working 20 hours per week

WORK EXPERIENCE:

Kennedy Capital Management, St. Louis, Missouri
Financial Analyst Intern, August 2004 to Present

 •  Conducting and presenting industry, sector, and company specific research to portfolio managers, stock analysts, traders, and 
administrative executives

 •  Gathering and analyzing data from a variety of sources including company documents, SEC filings, publications conference 
calls, site visits, and one-on-one management meetings

 •  Preparing and creating reports, including pro-forma financial models, cash balances, and broker commission 
allocations

 •  Screening and evaluating new buy ideas making recommendations on possible equity purchases resulting in 
5 purchases

 • Training at least 8 new interns on software, research techniques, and report & presentation development
 •  Indirectly helping company receive Equity Manager of the Year 2004 from “The Money Management Letter” and grow to 

$4 billion of assets under management

Sharper Image, Saint Louis, Missouri
Sales Associate, February 2004 to Present

 •  Personally responsible for over $325,000 in commission based sales while handling over 2,750 transactions including 4,500 items 
sold as well as a number of returns, exchanges, and complaints

 • Progressively learning an expanding and changing product line that has grown to include more than 300 products
 •  Recipient of the Sales Associate of the Month award and top individual Replacement Service Guarantee sales percentage

AWARDS AND LEADERSHIP:

Beta Sigma Chapter, Delta Sigma Pi Professional Business Fraternity

Founding member, September 2003 to Present
 • Elected Chancellor and Ritual Chair, presiding over 60 chapter meetings while utilizing Roberts Rules of Order
 • Composed and executed the original chapter by-laws, the governing document of the chapter
 •  Helping to direct the chapter toward achieving goals such as receiving Outstanding Scholastic Development, Outstanding 

Service Award, and Outstanding Collegiate Chapter Award for the region
 • Member of the Fundraising Committee, raising over $1,500 from September 2004 to Present
 • Recipient of Delta Sigma Pi Undergraduate Scholarship and Beta Chapter Scholarship (one of two in the nation)

Beta Gamma Sigma Business Honor Society, Saint Louis University

Member, March 2005 to Present
 • Honor society serving business programs accredited by AACSB International

John Cook School of Business, Saint Louis University

Scholarship and Award Recipient, August 2002 to Present
 • Dean’s Scholarship; Vision Scholarship; Pep Band Scholarship
 • Dean’s Honor List every semester at Saint Louis University

Saint Louis University Campus Kitchen

Volunteer, January 2005 to January 2006
 • Cooking meals for the elderly and less fortunate as well as tutoring elementary aged children once a week

COMPUTER SKILLS:

 •  Proficient in Reuters BridgeStation, Factset, Microsoft Word, Excel, Outlook, PowerPoint, and research and portfolio 
management Web sites including but not limited to ThomsonOneAnalytics, Moody’s online, and Streetevents

 • Experience in Axys, Bloomberg, Factset Marquee, Baseline, Microsoft Access, and NE2 database management
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C H A P T E R

9    Small Business 
Marketing: 
Product and 
Pricing Strategies 

     ● How has the pricing strategy 

most likely changed for Beyond 

Fleece as the company has 

expanded? What might be the 

future challenges in terms of 

pricing and continuing to deliver 

customized products to its 

customers?   



LO

  Focus on Small Business: 

Scott the Seamstress 1  

 This chapter will help you: 

 LO1 Know the characteristics of goods and services. 

 LO2 Define the total product. 

 LO3 Learn the stages of new product development. 

 LO4 Learn the product life cycle. 

 LO5 Understand why pricing is an important but difficult task for small business. 

 LO6 Understand price elasticities, pricing psychology, and other price influencers and 

their impact on pricing. 

 LO7 Understand different pricing strategies.  

  Scott Jones was a junior at the University of Oregon when he discovered that he had a problem. Eugene, 

Oregon, is cold and wet much of the year and Jones wanted a fleece jacket like those he saw popping up all 

over campus, but he couldn’t afford one. So Jones went to the campus Craft Center, bought a pattern and 

two yards of fleece, and sewed his own. At that time, Jones said, “I didn’t know the seams had to line up. . . . 

The whole thing was pretty mismatched, but everybody seemed to like it. All my friends were saying, ‘Hey, 

I want one, too.’ So I kept making them.” 

  With that, Beyond Fleece was born. Beyond Fleece began in 1996 in Jones’s room where he would 

sew every morning from 5:00 A.M. until 8:00 A.M. before his morning classes. Jones experimented with vari-

ous patterns from the Craft Center, and each jacket was custom-made for his individual customer. At first, 

pricing was pretty easy. Scott needed to cover the costs of his materials plus a little extra for mistakes and 

enough profit to be worth the time he put in. 

  After graduation in 1998, Beyond Fleece’s first Web site www.beyondfleece.com went live, and Jones 

began to sew full time while he coached in the University of Oregon’s rowing program. The Web site began 

generating hundreds of orders, each one still individually customized, and Jones became a busy man. After 

he finished 20–40 jackets, Jones would load them into a large backpack and set off on his bike to ride the 

five miles to the embroidery shop. 

  Now Beyond Fleece offers dozens of basic pants, jackets, vests, and pullovers in fleece for both male 

and female weekend warriors. Jones allows customers to customize the product by offering several options. 

For example, the Classic Women’s Jacket offers 5 colors and 16 feature options including armpit zippers, 

internal and external pockets, a hood, reinforced elbows, and thumb loops. Jones puts his target market 

between the ages of 25 and 45, estimates that about 70 percent are male, and says that they have to be 

comfortable buying online. Most orders come from the colder climates of the East Coast, although, ironically, 

he has noticed many from Texas and Georgia. 

  An effort with Navy SEALs in 2001 to design a new cold weather coat morphed into another line of 

custom cold weather gear for military and emergency service workers, called Beyond Tactical. 

  The company began to regularly do over $1,000,000 in sales, and pricing the product now meant cover-

ing overhead, including equipment such as laser cutting tables and computerized sewing machines. Also, as 

the popularity of his product has grown and customer loyalty has increased, Scott found that he did not have 
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to be the cheapest product around. In fact, from March to June 2007 Scott was able to cease sales while the 

company retooled into a full-line cold weather clothing company, adding items like custom designed long 

underwear. In order to accommodate these expanded lines, he renamed the company Beyond Clothing, or 

simply, Beyond, at their new Web site, www.beyondclothing.com. 

  DISCUSSION QUESTIONS 

   1.   How would you describe the pricing approaches used by Beyond Fleece when it started and as it 

grew?  

  2.   As Beyond continues to grow, Jones will face several challenges. First and foremost, how can he con-

tinue to offer a unique, customizable product while he produces dozens of types of garments?  

  3.   As more companies offer custom sizing, will consumers continue to pay higher prices for Beyond’s 

clothing?  

  4.   What directions do you see Beyond moving as a provider of custom clothing and how will the business’s 

prices be affected?       

  The story of Scott and Beyond Fleece’s clothing shows the power of marketing in the entrepreneur-

ial small business. While Scott’s first sales were inadvertent, just friends asking for a coat like his, 

Scott made a business out of his personal passion by some very shrewd marketing decisions and 

efforts. What exactly is marketing? Marketing is the process of planning and executing the factors 

of product, price, promotion, and placement to satisfy the goals of the entrepreneur and the organi-

zation. It is often confused with selling. Selling is the actual effort to pitch a product to a customer. 

It is essential to the business, because sales are the major way any business makes money. But 

marketing’s goal is to lay out the best way to get sales, and set up the conditions so selling will be 

as successful as possible. The selling act and the marketing process need each other for the small 

business to be successful. Product, price, promotion, and placement mentioned above are called the 

 4 Ps of Marketing.  The next section of the book covers these 4 Ps as well as marketing plans, 

starting with product. 

  Product  
  Goods versus Services 
 A  product,  in general terms, is anything that is offered to the market to satisfy consumer wants, 

needs, and demands. This can include goods (like Beyond Fleece’s clothing, a car, a can of 

green beans, a CD), services (haircut, divorce), people (political candidates, celebrities), and 

ideas (a political platform, an environmental message). Most people’s first thoughts are to think 

in terms of goods or services, but these days, most of the things sold are combinations of the two 

(see Figure 9.1)     

  Let’s talk autos for example. If you need transportation customized to your needs, you could 

start with buying a car. That seems at first to be a pure good, but it is not likely to be. The car has 

 tangibility ; it is something you can touch, but your check also covered the cost of a warranty on 

the car, which is a service, and something intangible. If you included a satellite radio, or a cell ser-

vice like OnStar, or an extended warranty, you have bought more services. Still the vast majority 

of what you are paying will go for the car itself, so most car purchases would be an example of a 

 good-dominated product.  

     4 Ps of Marketing  

 The four major components of a 

marketing effort—product, price, 

promotion, and placement.    

LO1
  Know the characteris-

tics of goods and services.

     tangibility  

 An item’s capability of being 

touched, seen, tasted, or felt.    

FIGURE 9.1

 Goods-Services Mix 

Pure Good

A Good-

Dominated

Product
Hybrid

A Service-

Dominated

Product
Pure Service
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  But what if, instead of buying the car, you lease it. Then the leasing company owns the car and 

you are getting the use of it (a service). While you have the car you are responsible for gas and main-

tenance, so you are taking care of the tangible product, but it is in the context of the lease. Leasing 

a car is an example of a  hybrid  good and service combination. 

  Taking this a step further, think about renting a car. The rental company takes care of mainte-

nance and may even take care of the gas. You just pay and drive. New hourly rental car businesses 

like ZipCar.com and WeCar.com rent you a car for 1 to 24 hours at a time, and include all services, 

including insurance. With this model, the car becomes something more along the lines of a mobility 

service you control, or what marketers would call a  service-dominated product .       

  At the other extreme, there is the pure service of a cab. You get it and get transported to the 

destination of your choice. A car is involved, but it is in no way your car. You pay for the service 

only. The cab driver is responsible for everything else. This is something close to a  pure service  

and since when you have paid for the service you have nothing physical, that 

service you bought was an intangible product, where buying the car gave you 

a tangible product. Looking at these different types of personal transportation, 

you can probably see differences in how you would market these to customers. 

You may recall how these different products have been marketed to you (leas-

ing versus buying, renting versus taking cabs, etc.). 

  There are also other differences among the five types of product. Car rent-

als show the problem of the  perishability  of services. If a cab goes without 

a fare for an hour, that is one hour of revenue that is lost forever—it liter-

ally perished. For the car sitting on the dealer’s lot, whether it sells today 

or tomorrow, the dealer will recoup pretty much the full value of the car. 

These cars are nonperishable goods. That cab ride is also an example of the 

 inseparability  of services. The service you bought, the cab ride, can only 

get delivered when you get in the cab. The service, and your consumption 

of the service, happen at the same time so they cannot be separated. On the 

other hand, goods have separability of production and consumption. The car 

you bought could be a week old or six months old. For goods, production and 

consumption can be separated in time.       

  The fourth characteristic differentiating goods and services is  heterogeneity . 

Products are generally thought of as homogenous or consistent. They should 

have the same quality every time you buy one. Services, however, can be more 

heterogeneous. The quality of your haircut depends on which shop you visit 

● ZipCar autos for rent include all 

related services, like insurance, 

making these cars a service-

dominated product.

● This restaurant is 

making money from the two 

businesspeople eating, but the 

other two empty tables are 

not earning any money for the 

restaurant. Those empty tables 

reflect the perishability of service 

businesses. Those lost meals can 

never be made up. What other 

services do you see as highly 

perishable?
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and which stylist you use, and may even vary day to day depending on the mood of the stylist, how 

busy the day has been, whether you are the first or last client, and a hundred other factors. To solve 

this challenge, service firms use employee training, identical—or nearly identical—store layouts, 

employee uniforms, services offered, prices, automation, and the like to reduce heterogeneity. 

  Those combinations fall between pure goods and pure services and have names, shown in Fig-

ure 9.1. The combinations also differ in how much they have of each of four characteristics. For 

most businesses, like Beyond Fleece, there are elements of both goods and services in nearly every 

offering. You can test out your ability to handle these issues by trying Skill Module 9.1. For almost 

every industry, there are ways to offer your customer a good, a service, or a mixture of the two. In 

reality most of what we buy, and what small businesses make, are combinations of goods and ser-

vices. Knowing, understanding, and playing around with the particular blend of goods and services 

in your particular offering helps you find your product’s differential advantage and communicate 

it better to customers.   

     perishability  

 A service exhibits perishability in 

that if it is not used when offered, 

it cannot be saved for later use.    

  inseparability  

 A quality of a service in which the 

service being done cannot be dis-

connected from the provider of the 

service. 

heterogeneity 

 A quality of a service in which each 

time it is provided it will be slightly 

different from the previous time. 

 Facing Intangibility and Perishability 

 Because service industry businesses are so diverse, there can be no hard-and-fast list of characteristics to use 

in facing intangibility and perishability. For example, we want a quick service restaurant (like McDonald’s or your 

local small business equivalent) to provide a meal in a couple of minutes, but at a premium restaurant (like Ruth’s 

Chris Steakhouse or your local small business equivalent), we expect more leisurely service. Similarly, most of 

us want that meal at pretty much the same time, so restaurants often are their busiest around noon or 6:00 P.M. 

That time sensitivity means that restaurant sittings are perishable. If you had an empty table at lunch, you’ll never 

make that money up again. 

  So put on your thinking cap and work in a team to come up with some ways to handle the problems of intan-

gibility and perishability in one of the following service industries:

   A restaurant specializing in soup  

  A Web site specializing in self-recorded music  

  A bookkeeping firm  

  A housekeeping service  

  A rooftop cell-phone tower rental service  

  An online sporting goods retailer  

  An 800-number health advice service  

  A home-based child care service  

  A house-sitting service  

  A business consultancy specializing in tax advice    

  For intangibility, what kinds of symbols would help make your service seem more tangible to potential cus-

tomers, and what kinds of qualities would help strengthen the customer benefit or value of the service? Test 

these out with other groups in class. 

  For perishability, identify if there are times of peak demand for the service, and if there are limits to how 

many customers you can serve at once. If there are peak times or customer service limits, explain how you would 

organize your business to get the largest sales possible. Test these out with other groups in class. 

SKILL MODULE 

9.1

  The Total Product Approach 
     Most products are combinations of goods and services. They have differing degrees of perishability, 

tangibility, heterogeneity, and inseparability. Understanding these characteristics of your good or 

service will help you better match it to your customers’ needs and differentiate your product from 

those of competitors. But there can be aspects of your product that even you as its creator or distribu-

tor do not know about. 

  In marketing, this is the difference between the total product and the augmented or core products. 

The  total product  includes the entire bundle of product and services that you offer, but is based not 

LO2
  Define the total product.

     total product  

 The entire bundle of products, ser-

vices, and meanings of your offering; 

includes extras like service, war-

ranty, or delivery, as well as what the 

product means to the customer.    
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only on what you as the small business owner thinks about the product, but also about how custom-

ers think about it. An Alabama bottle-making company discovered that one of the top 10 reasons 

customers liked their 16- and 20-ounce screw-top plastic bottles was because, when filled with water 

and a enough rocks to sink the bottle, it makes a safer toilet tank space filler than bricks, which can 

break down when left in water for years. People learned about this on several green living blogs. 

  We often know less than we think we do about customers, co-workers, or even those close to us. 

Try Skill Module 9.2 to test this out.  

SKILL MODULE 

9.2

 Learning about the Total Product of You 

 Marketing is all about getting people to like your product enough to buy it. In a way, we market ourselves to oth-

ers, doing a little bit of selling of ourselves in the hopes of getting another person to like us. When they do end up 

liking us, is it for the reason we pitched to them? 

  This one is simple. Pick your spouse, boyfriend, or girlfriend and make a note to yourself why they like you 

or love you. You can put down as many reasons as you want. This by the way is your augmented product. Put 

the note away, and when you have a chance, ask them why they like you. If they give you more than one reason, 

there is a very good chance it will be one not on your list. Those unlisted items are what distinguish the total 

product of “you” from the augmented product you described in your note to yourself. When you have a product 

for your business, repeat the procedure, this time asking customers why they like it. You will likely see the same 

thing happen. 

  The total product is how your customers describe your good or service, but there are two other 

ways to describe your product. What you describe as your product or service is your  augmented 

product  and has features that differentiate it from the  competition. These features can include 

brand names, quality levels, packaging, and specific features of your product. In practice, it might 

sound like this when you are asked “What do you do?” “I run the Happy Housekeeper, a housekeep-

ing business in the greater Chicago area.” 

  Underneath the total product and the augmented product lies the  core product,  which is the 

basic description of what your company does. It is a variation of the NAICS code or industry de-

scription we discussed in Chapter 7. Beyond Fleece’s core product is clothing, the bottle maker 

makes bottles, and the Happy Housekeeper is in the house cleaning industry. It is the most general 

description of your business, and the one which captures the smallest amount of what is special 

about your business. 

  Why is the total product in particular important for you as a small business owner? First of all, your 

product means more to a consumer than just the core component. Sure, a housekeeper will clean your 

house, but this will give the consumer additional leisure time, might be a status symbol, and probably 

has other meanings for your customers. Merry Maids sends its personnel to your house in a distinctive 

van with the company’s name plastered all over it; when your neighbors see the van in your driveway, 

they know that you are important/rich/busy enough to be able to afford this service. 

  Second, as a small business owner, using the total product approach can help you get inside your 

customers’ heads and figure out the most cost-effective “bundle” of value and cost benefits (see 

Chapter 7) to give your  target market . Last, when you’re designing the rest of your marketing 

plan, knowing what your product really “means” to consumers will help you set an appropriate price 

(Would driving a BMW mean as much if it cost only $10,000?), design effective advertising (“We 

give you valuable free time” versus “We clean your house”), and select the distribution chain that will 

successfully carry out some of your service components (such as delivery, installation, repairs, etc.).  

  Branding 
 Your brand sets the product personality and helps separate it from competitors. 2  For some small firms 

the brand name and the company name may be the same—especially if you are a service (Speedy 

Dry Cleaning) or have a limited product line (e.g., Beyond Fleece). There are certain guidelines for 

     augmented product  

 Core product plus features that 

tend to differentiate it from the 

competition.    

     core product  

 The very basic description of what 

a product is—a bar of soap, a 

house-cleaning service.    

     target market  

 The group of people on which a 

marketer focuses promotion and 

sales efforts.    
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coming up with a company or brand name, but there are many exceptions. Here are some things to 

keep in mind:

   ● The first thought for many entrepreneurs is to name the firm after themselves. While that is 

not necessarily a problem, it is also not very clear to potential customers what it is that you do. 

What is the Smith Company? What products can I find at Brown’s Emporium? Consider add-

ing another descriptive word to your name—Smith Machining Company will attract a whole 

different clientele from Smith Beauty Supply. This isn’t usually a problem with a product 

because we usually add the product category: Smith Dishwashing Detergent.  
  ● Another issue with using your name concerns how to handle the name if you decide to sell the 

company. The new buyer of Smith Machining Company will become tired of explaining that 

there is no longer any Mr. or Ms. Smith with the business. If you decide later to reenter the 

business (or any business), your name is now on someone else’s business; while “Smith” is 

common enough, customers may wonder why Mr. John Cuttlebrink doesn’t work at John Cut-

tlebrink Machining Company. In addition, should the new owners have a bad reputation, it’s 

your name that will be smeared.  
  ● Is your name appropriate? If your name is Payne, you might not want to use it for a dental 

clinic. How many other firms are using the same name (with or without additional descrip-

tors), and will that cause confusion? (City or place names can get overused as well.) Maybe 

you are the only Srivhantinivasthian in the phone book, but will your customers remember 

your name or be able to spell or pronounce it? Maybe you should consider a nickname or a 

first name, or forget vanity for now and go with something else.  
  ● Be careful about infringing on trademarks. Even names relatively close can cause you trouble. 

Dr. Peter wouldn’t work for a soft drink, but it could be used for other products.  
  ● Something that describes your firm or product and is easy to remember is ideal. While plain 

old “Discount Furniture” certainly fills that bill, “Cheap Seats” is a little more catchy and 

memorable. Be careful, though: This technique isn’t appropriate for every type of business. 

“Divorce Depot” or “Bankruptcy Barn” probably won’t convince potential clients that you’re 

a serious, competent attorney.  
  ● Creative spellings are eye-catching, but don’t go overboard; “Myk’s Otto Groj” is certainly 

different, but Mike’s customers won’t have an easy time finding him in the phone book or on 

the Internet when they need their cars repaired. Product brand names, too, are often evocative 

of the benefits they offer—Vaseline Intensive Care—but they may also be simple names—

Dove, Zest, and so on. The same guidelines about being relatively easy to spell (not too cre-

ative) and to pronounce apply here as well.  
  ● Beware of selecting a name that’s too narrow to allow your firm to grow. “Just Jams and Jelly” 

might work right now, but what happens when you expand into candy, juices, pies, and the like?    

 Of course, many firms use one name for their company and a separate brand name for 

their products. Procter & Gamble doesn’t use its company name on a single item. Kraft uses 

its name on some products (cheese, for example) and not others (Jell-O). The nice thing 

about separating your company name from your brand name is that if you have a product 

that doesn’t take off—or fails catastrophically—you can drop that product line with minimal 

impact to the company image. Dropping New Coke was a bigger problem for Coca-Cola 

than dropping the Edsel was for Ford Motor Company. The same basic rules apply here as 

well: catchy, easy to spell and pronounce, and descriptive are usually the best options. 3   

 Remember that as the entrepreneur, owner, and founder, to many people you are the 

brand. What would Dyson vacuum cleaners be without the on-screen presence of inventor 

James Dyson? If chef Emeril left his restaurant, wouldn’t you feel something important was 

missing? For small businesses, the entrepreneur and the business often start out as one and 

the same. As the business adds employees, the importance of the owner declines, but realize 

that the brand you have created will always be dependent on you. When Vince Shlomi, the 

pitchman for the ShamWow towels, was arrested for a hotel room brawl in Miami, his mug 

shots made the celebrity TV shows and magazines. Can you imagine how the ShamWow’s 

target market reacted? Remember, for your small business, you are part of the brand, even 

when you have been careful not to put your name on the business.     

● James Dyson’s face, voice, 

and identity as the founder of 

Dyson, Inc. are as much a part of 

his firm’s brand as Dyson, Inc.’s 

innovative products.
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  New Product Development Process 
 An old  Far Side  cartoon describes an early (as in the cave dweller era) business failure. The product? 

Porcupine on a stick. Although meant as a joke, it should remind any entrepreneur that every product 

idea needs to go through the development process (illustrated in Figure 9.2) before it gets introduced. 

This process may take a few hours for simple products that are similar to existing products (commonly 

referred to as  me-too products ) or may take years and years of preparation and testing, such as in-

troducing a new pharmaceutical product. For me-too products, steps may even be skipped.     

  Regardless of the pace you are able to move at, this is a necessary process; the U.S.   Patent Office 

issues about 100,000 patents a year, but only about 0.1 percent of those are profitable. 4  In a typical 

year, over 50,000 new products will be introduced in the U.S. market. Of those introduced by big 

businesses, the survival rate is between 20 and 55 percent after two years, while for small businesses 

the survival rate is estimated at closer to 5 percent. Marketing and new product experts believe that 

most of the small business failures could have been avoided by following the new product develop-

ment (NPD) process. 5  

  As discussed in Chapters 4 and 7, most businesses are imitative in nature, so the vast majority 

of new ideas for such businesses will be me-too products. If people are already using white ear 

buds for their music players, might they buy other colors? Probably, and the most likely colors 

are ones that match their clothes or their already-purchased music player cases. Does this require 

a lot of testing? Probably not. 6  Most of the testing has already been done and public acceptance 

is pretty much assured. Your me-too product needs to have a differential advantage over your 

competition—otherwise, why would you introduce it?—and this advantage may be the only thing 

you need to test. Customers are familiar with the product category, and some of them may already 

have been thinking about what they’d like to see different about the product or service. Much of 

the up-front testing can simply be polling existing users of the product and suggesting to them 

what you might see as an improvement. “I see you are using XYZ; what if I was able to sell you 

the same thing, but deliver and install it (or add or change features, etc.)?” Open-ended questions 

(If you could change one thing about XYZ, what would it be?) might confirm your potential im-

provement, might point out other new ideas, and won’t necessarily tip off the competition as to 

what you are planning to do. 

  For goods, there is a cost for design and manufacturing as well as a delay, so trying out new prod-

ucts is more of a gamble. For service firms, it can be easier. Should a restaurant offer low-carb pasta? 

The cost is probably a case of pasta, or an even smaller amount of soy flour (used instead of the regular 

seminola flour) to make your own fresh. If no one likes it, it vanishes from the menu and blackboard. 

Cost? Twenty dollars for the case of pasta and reprinting the menus to drop low-carb pasta. 

  For small businesses planning to pursue an NPD effort for a highly innovative product, the steps 

start with the process described in Chapter 4; let’s review them briefly. 

  Idea Generation 7  

 Behind every great product is a great idea. The difficult question is where do you get the ideas? The 

traditional first idea generator—and often what gets an entrepreneur started—is something they 

need or want themselves and either can’t find or can’t find the way they want it. The new way to 

find opportunities is through the use of the SCAMPER approach as discussed in Chapter 4. Skill 

Module 9.3 provides you with an example of how to implement a simple SCAMPER application.   

LO3
  Learn the stages of 

new product development.

     me-too products  

 Products essentially similar to 

something already on the market.    

FIGURE 9.2
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 Creating Your Idea Notebook 

 There are many products and services out there that we use regularly and often think that there’s got to be a bet-

ter way. Even with products and services we like, we can often think of improvements that we’d like to see:

   1. Make a list of about 10 products or services you believe could be improved.  

  2. Specify exactly what it is about each one of them that you do not like.  

  3. Select three or four of them and think of ways that would “fix” the “defect.” (Assume you have relatively 

unlimited money and technology.) Use the SCAMPER approach.  

  4. Talk to several friends and brainstorm to see if they have similar opinions about the product or service. Ask 

their opinion of your solutions and if they have any other ideas.  

  5. Add all these to your “idea” notebook—and who knows?    

 Many new products or services are “invented” because someone was unhappy with the available alternatives. 

Sometimes the technology isn’t there yet; sometimes the solutions are too expensive to implement or make the 

product too expensive. Others are just waiting for someone to do something. 

SKILL MODULE 

9.3

  Idea Screening 

 Idea screening is the process of selecting the most promising ideas to be further evaluated for fea-

sibility. Chapter 4 introduced the six areas which are important to consider when screening ideas 

to find the most promising ones. From the Idea To Product (I2P) model the initial three areas are 

(1) product—innovativeness and uniqueness, (2) market—customer need and market size, and 

(3) intellectual property. Even with promising results in all three areas, in order for your firm to be 

able to take the idea all the way, you need to assess three additional areas: (4) the people behind 

the idea, (5) the additional resources needed to bring the idea to market, and (6) the profitability 

of the idea. 

  Typically, the smartest idea is to generate multiple ideas and compare them head-to-head to help 

clarify what characteristics are important and which idea has the greatest potential. This comparison 

approach is shown in Exhibit 9.1 and is very simple. The ideas are listed across the top of the grid, 

and the important factors are listed vertically. Each idea is given a numerical score for each of the 

factors, and the scores are totaled. While you are likely to be one of the screeners, it is fine to let 

others in on this. One model that the World Innovation Network (www.wini2.com) uses has been 

to have purchasing managers look at a product. You can have friends with business expertise, or 

people in the target market look and offer their opinions. Done this way, it is possible to screen out 

the less promising ideas and identify the ideas you want to take to the next stage, idea evaluation.    

    Idea Evaluation 

 Idea evaluation is an exhaustive process of specifying the details of each idea’s technological feasi-

bility, its cost, how it can be marketed, and its market potential. Additionally, you should consider 

how the idea fits with the mission and goals of your business. A basic tool for idea evaluation is 

the feasibility analysis introduced in Chapter 4. Recall the components of a feasibility analysis: 

(I) Business Description, (II) Product/Service Description, (III) Industry and Market, (IV) Basic 

Financial Projections, (V) Future Action Plan. These topics follow on those you considered in the 

Idea Screening, but cover them in greater depth, based on library and Internet research, as well as 

discussions with experts and potential customers. As we saw in Chapter 4, while the hoped-for re-

sult is that the idea can be profitably produced and sold to a large and eager market, the more typical 

outcome of a feasibility analysis is one of these three: 

   1.   The idea cannot be economically made into a product or service.  

   2.   The resulting product or service works, but does not appeal to a large enough market (or is not 

worth enough to them) to make the effort profitable.  

   3.   The product or service works, has a market, and could be profitable, but you need to get addi-

tional people, funding, or other resources to make the idea into a successful business.    
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Factor Scale Idea 1 Idea 2 Idea 3 Idea 4

Product—Innovative 1(Low)– 2 3 4 5

 5(High)

Product— 1(Low)– 4 2 1 4

Uniqueness 5(High)

Market—Customer 1(Low)– 5 2 5 5

Need 5(High)

Market Size 1(Small)– 3 2 1 3

 5(Large)

Protectable Intellectual 1(No) &  1 2 5 2

Property 5(Yes)

Product Team 1(Low)– 1 2 2 5

Quality 5(High)

Other Resources Count of 2 2 1 2

Needed? Res. Types (financial,

 Needed materials)

Profitability 1(Low)– 5 2 2 5

 5(High)

Total  23 17 21 31

EXHIBIT 9.1

 Idea Screening 

Comparison 

 Feasibility analysis is an essential step in the new product development process because it precedes 

a potentially large investment of your time and money into the creation of the key product or service 

of your business. Making sure the underlying concept is financially and competitively feasible is an 

important safeguard of your precious resources, and an important double-check of your own initial 

positive impression of an idea.  

  Product Development 

 Concepts that survive to this stage are ready for formal development. The first versions are called 

 prototypes  and are used in further consumer testing. 

  If you are just starting out (rather than adding a product to your product line), you may need to get 

a prototype made. Prototypes can be expensive, but there are a few shortcuts you can try. Study the 

manufacturing process necessary to make your product and see if you can’t come up with a simpli-

fied “desktop” version. This is especially useful if you need to go through several iterations to debug 

your process. Jorge Lahens did just this to prototype a fragrance tab that hooks onto dog collars. He 

used Thomas Register ( http://www.thomasregister.com/ ) to find companies dealing with scented 

plastics and learned all he could from them. He perused  Inventor’s Digest  ( www.inventorsdigest

.com ) and found information about how to set up a small-scale manufacturing model for just a few 

hundred dollars. Other sources of information include local inventor’s clubs which are listed at the 

United Inventor’s Association’s 8  Web site ( www.uiausa.org ) and  The Inventor’s Handbook  which 

is available online for free from the Lemelson-MIT Program (http://web.mit.edu/invent/ ).

  For many, getting a prototype or sample built is the toughest hurdle. One suggestion is to rough 

something out using products from home, or a craft or art store. Seen at a distance, it will help 
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customers visualize, without having full details. Also, more 

and more universities have rapid prototyping equipment on 

campus. These machines can turn out a 3-D model of your in-

tended product from a set of drawings. Today there are free pro-

grams for 3-D drawing such as Google’s SketchUP (sketchup

.google.com), Art of Illusion, Blender, and Wings3D that can 

produce the drawings necessary for a rapid prototype to be built. 

Often universities offer the services at low cost, especially for 

students.     

 If a university approach is not workable, some manufactur-

ers may be interested in developing your prototypes in exchange 

for a portion of your business. 9  Try the Job Shop Technology 

Web site ( www.jobshoptechnology.com ) to find local services, 

or try posting a request for a bid on eLance ( www.elanceonline.

com ). The Internet also makes it easier to find companies willing 

to bid on and build prototypes. Examples include  emachineshop

.com, protonow.com,  and   redeyepm.com , or sites that represent 

multiple prototyping and manufacturing firms like  mfg.com, 

alibaba.com,  and  xpress3d.com.  When searching using Google, 

the terms to use are “rapid prototyping” or the more general 

“contract manufacturing.” 

 Once the prototype is developed and tested, the product is 

ready for test marketing. Test marketing involves selling the 

prototype in either a real or simulated market environment. 

Standard test marketing introduces the product and the market-

ing strategy in the actual environment. Small businesses, for 

financial reasons, primarily choose smaller local markets and 

conduct fewer tests than their larger counterparts. While test 

marketing can reduce the potential for failure and can identify 

weaknesses in the product, advertising, price, or distribution 

method, there are also opportunities for astute competitors to 

“steal” your ideas and launch before you do. More recently, sim-

ulated test markets have also been computer-generated. While 

this is relatively safe from competitive interference, the biggest 

problem with simulations is that they are artificial and do not 

always reflect actual buying behavior. Also, for small businesses, simulations may be expensive—

especially the traditional method. 

  Depending on your product, giving samples to friends and family may be a convenient option 

for getting a test market type of feedback. They are less likely to tell your competitor, but they may 

try to spare your feelings if they don’t like your product. If appropriate for your product and if you 

are patient, you could pass out samples to friends and family and then wait to see if they come back 

asking for more; that’s a sure sign they liked it. Then see if they’ll pay you the next time they want 

a replacement. 

  You may also be able to find (or belong to) a group that is willing to try your product and report 

back to you about how it works. 10  Sometimes nonprofit groups (a church’s Ladies Aid, Friends of 

the Library, or something similar) might be willing to be a test market in order to gain a small do-

nation toward one of their causes. Maybe the product would be appropriate for use at one of their 

activities, such as trying out your environmentally friendly detergent at a series of church suppers. 

Be sure to select one that represents your target market as much as possible. 

  With a service idea, this stage is necessarily different. If you are already in a similar busi-

ness, you can offer your new idea as a supplemental service—for example, in St. Charles, Illinois, 

McDonald’s restaurants are now testing an automated self-serve kiosk. 11    A customer can try this 

new system or stick with what is familiar—the waitperson at the counter. If the customer starts with 

the automated system and runs into problems or difficulties, the old system is right there beside the 

new. The customer can get help from the counter staff, but better yet for the business, this same staff 

● Rapid phototyping machines, 

like the one pictured, can create 

a wide variety of products to help 

potential customers and investors 

get a clear sense of what the 

entrepreneur is marketing.
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can be asking questions about what the customers like or don’t like about the new system, how likely 

they are to try it, what other features they would like to see, and the like. 

  If you’re not in business—or if you are in a very different business—prototyping and test market-

ing services are very difficult. Simulations work in some cases. Focus groups and concept testing, as 

discussed in Chapter 12, work in others.  

  Commercialization 

 Commercialization is the process of making the new product available to consumers. In reality, 

most businesses creating a new product will not face problems with this step. If a rapid prototyping 

model can be developed, the molds for manufacturing can be made inexpensively by most modern 

manufacturers. However, if your product requires a truly innovative manufacturing process, you are 

looking at what is likely to be a multimillion dollar undertaking. This is relatively rare. 

  When the technology underlying the product comes from a university or government funded re-

search effort, the small business may be able to get government financial assistance for commercial-

ization through the Small Business Innovation Research (SBIR) and the Small Business Technology 

Transfer (STTR) programs. Even adding qualifying intellectual property from a government-backed 

project to an existing technology you are developing might qualify your business for SBIR/STTR 

funding. Find out more at www.sbir.gov. 

  Even with support commercialization is a risky process. Many weaker ideas have dropped out of 

consideration by the point of commercialization, but still only about 60 percent of all new product 

launches are successful. 12  To play in this league, a small business may need to rent or purchase 

manufacturing space and equipment. Large companies may spend between $10 million and $200 

million for advertising, promotion, and other marketing efforts during the first year of a product’s 

introduction. 13  A small business, especially a young one, cannot afford to spend that much money. 

That does not mean, however, that a small business cannot compete. (See the Small the Business 

Insight box, “The Story of Kryptonite”). By using contract manufacturers (see  www.mfg.com  for 

an extensive listing) or sales agents like Inventor’s Universe ( www.inventorsuniverse.com ) you 

are utilizing the consignment approach discussed in Chapter 5, so look at the advice on making the 

most of these sorts of arrangements. 14   

  If you are doing it all yourself, know that smaller firms generally introduce their products city 

by city or region by region in a gradual fashion until their potential market is covered—a limited 

rollout. Mistakes made in earlier markets can be addressed before rolling out to additional markets. 

However, limited rollouts also have the problem of allowing competitors to anticipate your move-

ment into their markets and to counterattack. 

  Before leaving commercialization, think about the augmented product idea introduced earlier 

in the chapter. Whatever your new product is, me-too or radically innovative, the key is going to 

be having something unique about it that separates it from everything out there. The Innovation 

Index 15  shows that since 1990, innovative products ran well under 10 percent of all new products 

introduced—and the index includes as innovative things such as reaching an unmet market, repo-

sitioning of a product, or even creative new uses. The point is that you can do—and probably will 

do—a me-too product, but it better have something unique about it that separates it from everything 

out there or you won’t even get it on the store shelves. 16    

  Product Life Cycle 17  
     Chapter 7 introduced the idea of the industry life cycle. Just as industries go through life cycles, so 

do the products and services within them. The car industry may be very mature, but a new line of 

cars gets introduced, and it starts at the bottom and works its way up. Since the stages for products 

are very similar to those for industry, we will quickly review the four stages (Figure 9.3) in terms of 

sales, profits, marketing, and competition.     

  Stage 1—Introduction 

 Most small businesses can only afford to launch a product on a small scale, so naturally the sales 

are low and profits not likely. In fact the marketing techniques described next will depress profits at 

the start more than they will at later stages. For all the marketing money being spent, the risks from 

LO4
  Learn the product life 

cycle.
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FIGURE 9.3
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 SMALL BUSINESS INSIGHT 

 How do you build a strong brand on a small budget? The Kryptonite Lock 

Company  (http://www.kryptonitelock.com/)  has found the answer and 

now owns more than 60 percent of the North American bike lock market. 

  Back in 1972, Michael Zane founded Kryptonite and created a unique 

“U-shaped” lock which changed the face of bicycle locks forever. By mid-

1972, Kryptonite was so convinced of its product’s superiority that it began 

offering the first antitheft guarantee to protect against bike theft caused by 

lock failure. 

  In the early 1980s, the U-shaped locks were gaining acceptance as 

a strong security measure. Additionally, with its commitment to creating 

high-quality products, Kryptonite rose to become the leader of bike security 

technology. Competitors then began to aggressively target the company 

and captured the low-end market. Kryptonite’s response was to introduce 

the lower-cost KryptoLok in 1988, again increasing market share. The 

KryptoLok helped offer a wider range of products at different price points. 

  In 1989, with the increased popularity of mountain bikes, Kryptonite 

introduced the ATB (all-terrain bike) model, further diversifying its product 

offerings. In 1992, the Evolution 2000 was introduced with a stronger Kryp-

tonite steel. 

  In 1994, in response to a new method New York City thieves were 

using to break locks, the New York Lock was introduced with a flurry of 

hype. Zane locked up his own bike on the streets of New York and sat in 

a surveillance van for 48 hours with a  New York Post  reporter.   Together 

they watched as several would-be thieves tried unsuccessfully to steal 

his bike. 

  Now known for product innovation and attention to customer needs, Kryptonite continues to add new prod-

ucts. In addition to bike locks, Kryptonite offers a complete line of security devices for motorcycles, sporting 

goods, skis, and snowboards, and it sells these products in over 50 countries. Attention to detail and to changing 

customer needs has earned Kryptonite the reputation as the number one bike lock brand in the world. Not bad for 

a bearded kid who started with only a VW van and a big idea.     

 The Story of Kryptonite 18  

 ● Kryptonite’s rise from idea 

stage to its current status of 

multimillion dollar market leader is 

a story of consistently innovative 

product development, competitive 

pricing, and creative marketing. 

How does Kryptonite’s story reflect 

product development and pricing? 
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competition in the introduction stage are generally low since most competitiors will wait to see if 

your product is a threat and has staying power before they act. 

  From a marketing standpoint, the more innovative the product, the slower the sales, because 

fewer customers are comfortable with such products. Me-too products have an easier time gaining 

customer acceptance. Either way, the best sales method is to focus on the  relative advantage  your 

product has over the competition. When possible show how easy the product is to use, and how 

easily or well it co-exists with the other products the customer owns. For people with taped music, 

moving to an MP3 player was a major hassle, and sales of the MP3 players didn’t take off until 

download sites and tape to MP3 converters were cheap and easy. Providing samples or demonstra-

tion opportunities will also help seed the product during this phase. 19  

  A variant of this is lining up any  intermediaries,  still often referred to as middlemen, that you 

plan to use as distributors or resellers of your product. Powermat is a desk pad which can recharge 

batteries in electronic devices without cables or plugs. Developed in the United Kingdom, it was 

hailed as one of the top products at the 2008 Consumer Electronics Show. It immediately went 

about looking for a distributor in the United States so that the two biggest markets (the EU and the 

U. S.) were covered. The “hot product” rating made it easier to sell the powermat to prospective 

retailers. Otherwise, to convince a retailer to carry your product, you may need to grant special price 

discounts, help with advertising expenses, or pay a  slotting fee  (a fee to get shelf space). You can 

offer to make more frequent deliveries (so that intermediaries don’t have to use as much shelf or 

warehouse space) or to place your goods with them on consignment. These last three offers are also 

the ones likely to work best when you are offering a me-too sort of product. These marketing costs 

often run double to what you’ll pay for your consumer advertising. If you are introducing a me-too 

product, it’s not so much of an educational process for your customers or intermediaries, but more 

one of convincing them why your product is preferable. 

  It should be noted that not all products survive the introduction phase of the product life cycle. 

Some products may take too long to begin making a profit because of high marketing expenses. 

Other products simply never catch on with consumers and never sell enough to cover their costs. 

Products that are successful move on to the growth stage.  

  Stage 2—Growth 

 Like its industry counterpart, during the growth stage acceptance of the product (whether innovative 

or imitative) increases rapidly. Think about Twitter. Although founded in July 2006, it had about 

500,000 visitors by the end of 2007, 4.5 million visitors by December 2008, and almost 20 million 

visitors by May 2009. While Twitter doesn’t charge for products that are sold, sales and profits dur-

ing this stage grow at higher rates than at any other part of the product life cycle. Prices tend to drop 

as production becomes more efficient and competition increases. 

  From a marketing standpoint, consumers are aware of your product and know how it will make 

their lives better. Products nearly fly off the shelf. During this stage, advertising and promotion are 

much less critical than in the introduction stage, but keeping up with production and ensuring good 

distribution become more critical. Often a particular toy becomes “hot” and production has a tough 

time keeping up with demand. At times like that, a $20 doll can go for $200 on eBay. Other market-

ing goals during this time are to maximize your market share and keep ahead of competitors, so this 

is when you try to get into  all  the markets you can nationally (or internationally).  

  Stage 3—Maturity 

 Once the rapid growth begins to slow down, the product enters the  maturity stage.  

  During this stage sales will level off, and profits follow suit, but remember, both should be at 

fairly high levels. Keeping both at that fairly high level is the challenge the small business faces. 

Since there are few new users for the product, most gains in market share are made by stealing 

customers from competitors. So you’ll focus on defending the market share you have. As weaker 

competitors start to leave the market, you’ll have opportunities to take their “leftover” customers. 

  For example, think about docking/charging stations with expansion speakers for iPods. The first 

ones came out in 2007. By 2008, different ones were being proclaimed “hot products” by industry 

experts. The growth phase came then, and with the growing opportunities, so came competitors. 

Today a quick check of Amazon.com shows over 460 products. There is probably no room for more 

     intermediaries  

 Firms (also known as middlemen) 

that assist in getting your product to 

your end customer—distributors, 

retailers, and so forth.    

● iPod docking stations with 

speakers went through a fast 

3-year sprint from introduction 

to maturity due to rapid adoption 

and rapid innovation.
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competing products, and many of the 460 models—and their manufacturers—will drop out over the 

next year or two. This product is entering the maturity phase. The number of customers will prob-

ably remain flat for awhile, and the number of competitors will go down.     

  What can we expect for maturity-stage products? Price competition starts to rise, and manufactur-

ers find ways to cut costs or introduce new features to keep or gain market share. Something as simple 

as coming out with new speakers in colors may spark customer interest and keep or gain market share. 

But the truly smart companies already realize it is critical to have new ideas in the pipeline now and 

to get them ready for commercialization. Later in this stage, you will see products available through 

outlets and outlet sites like half.com. As of June 2009, half.com did not have any iPod docks yet. 

  Techniques used to bolster sales during this period include: 

●   Advertisements become reminder ads or extol new uses for the product, for example, Chex 

cereal being promoted as a party mix, rather than as a breakfast food.  
●   Promotions (coupons, rebates, multipacks, etc.) flourish.  
●   Companies reposition brands to appeal to new markets, for example, Rembrandt toothpaste 

repositioned its product from being a smoker’s toothpaste to a low-abrasion, whitening tooth-

paste for kids. 20     

 A product can stay in the maturity stage for a long period of time. While the technology of the prod-

uct may be older, the product is comfortable for the consumer. A quality product that inspires brand 

loyalty, such as Murphy’s Oil Soap, can remain in the maturity stage for decades.  

  Stage 4—Decline 

 Once a product begins its permanent decline, this decline can be slow or fast, steady or unsteady. 

This decline may come from the introduction of a new technology such as music CDs replacing 

vinyl records, or color televisions replacing black and white. The decline may also be caused by a 

shift in consumer preferences, such as bell-bottom jeans going out of style. 

  Whatever the reason for the decline, the characteristics of the decline stage remain the same. 

Both sales and profits fall during this stage. Advertising and promotion expenses are usually nearly 

eliminated at this point. Companies pare back their product lines and don’t market to less profitable 

segments in order to cut costs and squeeze as much profit out of the final stage as possible. Tab, 

a popular diet soda in the early 1980s, is now available in only certain locations with highly loyal 

consumers, such as Cincinnati, New York, Atlanta, Phoenix, and Houston. 21  

  Some products’ decline is permanent. For example, with the switch in the United States to digital 

television in 2009, the analog television is pretty much dead as a product. On the other hand, many 

products go into decline, only to be resurrected in the future as styles come back to old standards, 

or when a company finds a new way to revitalize the product, as in the case of high school band 

instruments and Yamaha discussed in Chapter 7. For example, in music the 45 record was popular in 

the 1940s and 1950s because its price fit what teens could afford. By the 1960s the 45 had declined. 

The growth of the MP3 player and the creation of new retailers like iTunes and Rhapsody willing 

to sell individual songs revitalized that type of music retailing. Similarly, hot rods were popular 

in the 1950s, but became very much a niche product, carried along by that generation. But for the 

manufacturers of car customization and performance equipment, video games like  Grand Theft Auto  

and movies like  The Fast and the Furious  spurred a widespread renewal of their industry as “rice 

burners” or “rice rockets” became the hot rods of the new millennium.   

  Service Life Cycle 
 While services do in fact go through the same four stages—introduction, growth, maturity, and 

decline—it can be somewhat easier to extend the life cycle and to virtually eliminate the decline 

stage of a service. Primarily, this is because services are often much easier to change “on the run.” 

You can add and remove items from menus, change service levels, add additional services, and oth-

erwise modify your service bundle more quickly than those who are manufacturing products. You 

can go with a low-carb menu to accommodate the Atkins and South Beach diet fad, just about as 

fast as you can have new menus printed. You can attend a seminar or course to learn about adding 

new skills and offer that service to your accounting or legal clients. Service changes can be done 

relatively quickly and, if they don’t work out well, they can be removed just as quickly. 
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  This process of on-the-run changes means that your service is starting new life cycles with each 

tweaking of its existing offering. The curves will look more like those in Figure 9.4, where curve 1 

is the initial service bundle and curves 2–4 represent the incremental changes. While a major change 

(like from Italian food from Chinese) can bring a firm almost back to the starting point, in most other 

cases, the new service is on top of all existing services—has no impact on existing services—like 

adding a manicurist to your beauty salon.  

  Similar to products, new services will take a little time to attract customers, and initial advertis-

ing efforts will be to educate your clients as to the benefits of this service (or, perhaps, that you now 

offer this service). As sales seem to level off, continue to remind your customers that you offer the 

service and why it’s better than that of your competition. Eventually, as sales drop off, eliminate the 

service totally or perform it only for those “old time” customers who ask for it.  

  Using the Product Life Cycle 22  
 Many of the challenges in using the industry life cycle apply to using the product life cycle. It is 

hard to know exactly where in a cycle a particular product or service might be. Twitter’s visit num-

bers grew by 5 million a month in January and February 2009, but only by 1 million in March. Is 

Twitter reaching maturity or is it a minor slowdown in a meteoric rise? No one can tell for sure. 

A marketer must weigh many things before trying to decide what phase a product is in. Moreover, 

products often experience a “revival” as new generations discover them. Brands such as Oxydol, 

Fanta, Breck, and Ovaltine, after near extinction, are experiencing new popularity. 23  Tattoo shops, a 

service that was nearly extinct, have started a new life cycle as styles have changed. 

  At the other extreme, products like Murphy’s Oil Soap mentioned earlier, or Morton Salt, or 

Coca-Cola—have lasted for decades and show no signs of stopping. The bottom line is that you 

must be aware of the product life cycle and consider where your product might be and what that 

means, but you should understand that the determination can be imperfect and somewhat unpredict-

able. You should keep trying to decipher the life cycle stage because using the product life cycle 

gives you, as the entrepreneur, a way to think about your product, customers, and competition. If 

you follow the advice given above, it can help identify many of the likely issues and offer advice on 

how to handle these challenges in marketing your product.    

  Pricing  
 What exactly is a  price ? Just as a product is not just the sum of its features, a price isn’t just the cost 

of the item plus profit. Price implies value or worth. Why do you pay more for Coke than a store 

brand cola? Why are prices higher on clothing carrying certain designer labels than others? In order 

to properly set a price on your product or service, you need to take a little time to understand the 

psychology behind consumer decisions. 24  

LO5
  Understand why pricing 

is an important but difficult 

task for small business.
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  Why Price Is Important 
 There are four main reasons why owners of small businesses pay so much attention to the issue of 

price. Each of the ideas is so widely known, we use or hear them every day: 

1.     Price is a major factor in determining customers’ perceptions of quality and  desirability:  “A 

$500 set of speakers is better than a $50 set, right?”  

2.     Because of this, price is central to competitive strategy:   “We cost you less than Brand X!”  

3.     Price is directly related to your company’s gross revenue and sales volume:   “What we lack 

in price, we make up for in volume!”    

 There is a fourth reason, but really only the owners and managers talk about it. In the end, of all 

the marketing variables available, price is the easiest to change. That said, price is actually one of 

the most agonizing problems that many small business owners face. Unless your small business is 

a business format franchise that must use prices set by the franchisor, you will have the responsi-

bility of deciding what price is the “right” price. If your sales are less than you expect, you might 

ask yourself, “Are my prices too high?” On the other hand, if sales are exceeding expectations, you 

might ask, “Are my prices too low? Am I leaving money on the table?” 

  If your answer is “yes” to either set of questions, you need to change your prices, but exactly 

how much and in what direction? If you lower your prices, will sales really go up and offset the loss 

of revenue that came from your lowering the price? Or will your customers think that a lower price 

means that you have lowered quality? If you raise your price, will sales decline just a bit or will they 

tank? How will your competition react to your price changes? Will they simply match your new 

price, or will they use your price change to gain a competitive advantage? 

  “What to do?” Most owners of small businesses do not have any specific pricing strategy to 

answer this question. Rather, they set prices using some more or less arbitrary heuristic. In other 

words, they guess at what the best price should be using some formula such as “add 40 percent to 

what I pay for the product,” or “set prices such that the cost of food on the plate is no more than 

35 percent of the menu price.” As with any rule of thumb, sometimes the result of such price setting 

is satisfactory. Other times, such as in the case of Global Fromage at the start of Chapter 8, guesses 

lead to business failure. The problem for you is predicting which outcome will occur. A much better 

approach is for you to know what your business strategy is, to know what the effect of price changes 

will be, and to price your product or service in such a way that you meet your business goals.  

  Pricing from the Seller’s Point of View 
 Generally speaking, sellers wish to obtain the highest price possible for whatever they are selling. 

An example of this is when you decide to sell your house. The emotional attachments that you have 

to your house will often cause you to overestimate the house’s market value. In reality, a house is 

worth only what a willing buyer will pay. Houses that sit vacant with a “for sale” sign in the yard 

for months are clearly priced above the market. One of the greatest problems for real estate brokers 

is convincing the seller of the true value of the house. 

  A more rational way to come up with a price is to look for an optimum price. Optimum price 

refers to the highest price that would produce your desired level of sales (or revenues) in your target 

market. The optimum price is based on a mix of four important factors: 

1.     Demand for the product or service:   Where demand is high, you can charge a premium. Where 

it is low, you need to consider lowering prices to keep cash flowing into the business.  

2.     Value delivered to the customer:   You can buy hair-coloring kits at the supermarket for $8, 

and a single use of professional products would not cost more, but having a professional do the 

job with professional products and an expert eye can easily cost 10 times as much—and many 

people gladly pay it.  

3.     Prices set by competing firms:   If a liter of Coke costs a dollar, few are likely to pay $2 for a 

liter of Pepsi.  

4.     Your business strategy and product placement:   A company which prides itself on an envi-

ronmentally conscious approach to manufacturing probably would not choose to use cheaper 

unrecycled components, even if it helped profits.    
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  Let’s consider the example of Screaming Eagle wines from Napa Valley, California. This small 

business follows a strategy of deliberately remaining a limited producer of fine wines. The demand 

for high-end wines is such that the winery sells solely by subscription. Even at $500 per bottle for 

newly released vintages, there is a waiting list of people wanting to be placed on the customer sub-

scription list. There certainly is no pressure for the winery to reduce prices, as it currently sells its 

entire output before it is even bottled. In fact, there is pretty good evidence that Screaming Eagle 

could increase the winery price substantially and still sell its entire 500-case output before it is re-

leased. You only need do a Google search on the term “Screaming Eagle wine” to see that there is 

a very vigorous secondary resale demand. You will find individual bottles of older vintages of the 

wine priced over $3,000.  

  The value delivered to the customer is second in order of importance to the pricing decision. 

How can a boutique winery like Screaming Eagle charge $500 for a bottle of wine? 25  The answer 

is that the price customers are willing to pay is determined by their perception of value received. 

From the consumer’s point of view, top-flight vintners are selling much more than a mere bottle of 

fine wine. They are also selling exclusivity. Only a few, very rich, people can buy Screaming Eagle 

directly from the winery, and they can only buy it if, and only if, they have have been accepted to 

the subscription list. Also consider: “Would the wine have the very high demand that it currently 

enjoys if it were priced at a more ‘reasonable’ rate, say $50 per bottle?” Certainly it would not. The 

extravagant price is actually part of what creates and maintains the high demand. 

  In addition to demand and value provided, you must consider the prices set by your competi-

tion. 26  It is often tempting to set your price lower than that of your competitor in the hope that you 

can pull away some of her customers. This is often self-defeating for two reasons. First, if you lower 

your price, your revenue will decline as a percentage of your total sales. Often, the increase in sales 

is insufficient to make up for the lost revenue. Second, if your strategy works, it will not be long 

before your competitor realizes the drop in sales and lowers prices to meet yours. You both end up 

with lower prices, and no more volume than before the price cut. The issues of deliberately lowering 

prices for strategic reasons are discussed in detail later in this chapter. 

  The opposing temptation is to set your prices higher than that of your competition. For wines, the 

First Growth (Grand Cru) wines of Bordeaux actually sell for even more than $500, so why not raise 

the price of Screaming Eagle? For that matter, bottles for Screaming Eagle wine sell for more than 

$500 on eBay all the time. The problem with this reasoning is that it is backward: it is considering 

the firm’s competitive position from only the owner’s point of view. A much better approach would 

be to determine what features your customers are actually willing to pay for. Setting prices higher 

than the competition without providing customers with the perception of receiving greater value can 

only lead to lower overall volume. For Screaming Eagle’s connoisseur customers, a Grand Cru is 

an even better wine, so it should cost more. Some day, Screaming Eagle may have the vintage that 

makes the breakthrough in the world of wines, matching Bordeaux’s best, and it is then they could 

safely raise their prices and keep their customers happy.  

  Your Costs and Your Prices 
 Have you noticed that the pricing discussion so far has not mentioned your costs to deliver your 

product or service? To be fair, the experts do keep saying things like, “The firm’s costs in produc-

ing and marketing a product are an important factor in setting prices.” 27  And as a practical matter, it 

describes how many small businesses actually set their prices by adding a “markup” to the cost of 

their product or service. An example would be if you were to start selling silk-screened T-shirts on 

campus, like the costs and prices shown in Exhibit 9.2. 

  The problem with using your costs as the basis for setting your price is that focusing on your 

costs shortchanges your business from the value your product or service provides customers. That 

value is a more important indicator of what you should pay than a strict cost-plus-markup approach. 

If your T-shirts have designs or messages that customers think are great, you should be able to 

charge a premium for your work. The value that you add should not be determined only by the cost 

of your materials. Rather, the value you add should be a sum of all the things that your business 

provides: talent, artistry, skill, workmanship, experience, location, expertise, etc. Keep this in mind 

when we start looking at pricing strategies later in the chapter.  

●    Screaming Eagle sells their 

wines for $500 a bottle and 

sells all their wine before it is 

even bottled. How do you think 

they can do such a great job of 

convincing customers to pay a 

superpremium price? 
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  Price Elasticity 
 You may have heard of price elasticity in economics class and think that hearing about it a second 

time in your life is too soon. So let’s not talk about economics. Let’s talk about gas prices. 

  Do you remember when gas prices hit $4 a gallon? Everyone was complaining, and all but the 

rich had to start talking about cutting back their driving. A lot of us did too, but we all quickly 

learned a new lesson. No matter what the price of gas, there was a certain amount of driving—to 

work, to school, to the doctor, to shop for groceries, and always to come back home—that we simply 

could not get around. If we drove 200 miles a week normally, we might cut back to 175, or maybe 

150, but below that, something would have to change. We would have to carpool, or wait an extra 

week to do errands, or stay home instead of going out. And even at $4 a gallon, we still kept filling 

up. Families stopped going out for fun. The more hard-pressed among us had to decide about gas 

to go to work or food on the table. To keep the family going, we had to pay for the gas for our 150 

miles a week. That is what an  inelastic  situation looks like. And gas itself is an inelastic product. If 

your car runs on gas, using diesel or alcohol will not work; you are stuck buying almost as much gas 

as before. You can see what kind of curve that produces in Figure 9.5. 

  What would be the other end of the economic spectrum? Think hamburgers. You can buy a 

pretty good hamburger at a fast-food franchise for $2. And if you don’t like that price, there are all 

those competing places selling sandwiches, tacos, and other inexpensive foods. So when the mad 

cow scare was going around and the $2 hamburger went briefly up to $4, did people cut way down 

on their purchases? Yes, and to a larger degree than they pulled back on their driving. They went 

with smaller burgers or gave up on burgers entirely for awhile. This was an elastic situation and 

hamburgers are an example of a product with high  elasticity . Even a small change in prices could 

make a big difference in sales, which is shown in Figure 9.5.  

  So, to determine the impact of a price change—and to set the change appropriately—you need 

to know if your product is elastic or inelastic. An  inelastic product  is something people cannot, or 

will not, do without—gasoline, heating oil—or for which there are few substitutes. Inelastic prod-

ucts are fairly protected from economic downturns.  Elastic products  have lots of substitutes, or 

are not necessities. A candy bar is not a necessity, and if one brand raises its price, there are lots of 

other brands; if all candy prices go up, you can switch to fruit or chips or something else. 

  For an inelastic product, raising the price might get you more profits, but also anger your cus-

tomers and motivate them to try substitutes. Back in the days of $4 gas, people started buying more 

fuel-efficient cars as their revenge. For elastic products, adding a little to the price is more workable, 

as long as your competition doesn’t try to use your raised prices to hit back. Think about how Dish 
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  Understand price elas-

ticities, pricing psychology, 

and other price influencers 

and their impact on pricing.

     elasticity  

 From economics, the idea that the 

market’s demand for a product or 

service is sensitive to changes in 

its price.    

 You can easily purchase all-cotton T-shirts  

for a unit price of $  3.00

Equipment, ink, and your time to screen them  

will add perhaps another $  2.50

Marketing costs (mostly flyers and a couple  

of shirts given away) $    .50

If you then sell the shirts for $20.00

You have a markup of $20.00 − 6.00 = $14.00

Your markup as a percentage is the markup  $14.00/6.00

divided by the cost: or 233 percent

You have a margin on sales of the markup  $14.00/20.00

divided by the sales price:  or 70 percent

     margin  

 The amount of profit, usually stated 

as a percentage of the total price.    

EXHIBIT 9.2

 Computing Margin and 

Markup 

● Gasoline is a product with 

almost no substitutes. If you need 

to drive, you need gas, no matter 

how high the price. That makes 

gasoline an inelastic product. Even 

when expensive, you will buy it.
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Network advertises when cable companies raise their rates. For small businesses, the equivalent 

may be a stand-up sign on the sidewalk, but the idea is the same, “Shop here. Save big!” 

  Although it looks like science, elasticity curves aren’t quite as smooth as they appear in the il-

lustration. A curve could change between elastic and inelastic. For many products, the curve may 

be inelastic over certain ranges of prices and then become more elastic beyond a certain point. 

Here’s an example: Let’s say you want to buy a new pair of jeans, and you think you’ll pay about 

$30 for them. You find a pair you really like. Would you pay $32 for them? How about $35? 

Maybe $40 or $50? For most people, $32 or $35 would hardly make them think twice, and it’s 

possible that $40 and even $50 might be justifiable if the jeans are exactly what you’re looking for. 

Jeans would tend to be an elastic product in general, but not a very elastic one between $30 and 

$35. By a $50 price point, you are probably thinking about other brands or other types of pants, so 

$50 jeans may well be begging you to treat them as an elastic product. That range between $30 and 

$35, where you stick to the brand even with a slightly higher price is called the “sticky” part of the 

elasticity curve.  

  Pricing Psychology 
 When you shop for products, you look at a price and make a judgment as to whether this is a fair 

price or too low or too high. Where you shop and under what circumstances you shop can also 

influence this judgment. We expect different prices at different places. We expect to pay more for 

emergency plumbing repairs or for certain conveniences. If your needs change, your willingness to 

pay changes. A submarine sandwich has little value to you if you have just completed a five-course 

meal, but if you haven’t eaten in two days, you might pay almost anything for it. (Even though it is 

exactly the same sandwich.) 

  Consumers have what are known as internal and external reference prices. Basically these are 

expectations about what a price should be, based on their own knowledge ( internal reference 

pricing ) or from gathering information from outside sources ( external reference pricing ). Exter-

nal reference prices may come from looking at competitive ads, researching on the Internet, visiting 

several stores, or asking friends. Consumers will also pick up on external clues. If the product is sold 

at Walmart, they will expect to pay less than if it’s sold at an upscale department store (expectations 

based on where it is bought). A Rolex watch sold by a street vendor in Beijing should cost less than 

a Rolex at Tiffany’s in New York City (expectations based on perception of the likely quality and 

authenticity). You’d expect lower prices at a “going out of business” sale than at a “back to school 

sale” (perception of motivation of the seller—how eager he or she is to sell). 

  Consumers’ internal reference price may be based on the last time they purchased something, 

recollections of what they might have read or heard in the past, their understanding of how much it 

     inelastic product  

 Product for which there are few 

substitutes and for which a change 

in price makes very little difference 

in quantity purchased.    

     elastic product  

 Product for which there are any 

number of substitutes and for 

which a change in price makes a 

difference in quantity purchased.    

     internal reference price  

 A consumer’s mental image of 

what a product’s price should be.    

     external reference price  

 An estimation of what a price 

should be based on information 

external to a consumer, such as 

advice, advertisements, or com-

parison shopping.    
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would cost to make it (it’s made in China, so it should be inexpensive; it’s gold-plated, so it’ll cost 

more), or their perception of the value the product has. If the last time you went to the movies you 

paid $4 for a ticket and today you find out it costs $10, you might just wait for the video to come 

out. (You’re forgetting that the last time you went to the movies was 10 years ago.) 

  Perception of value varies from person to person. For example, if you can clean your apartment 

in two hours and figure your time is worth $10 an hour, you won’t want to pay someone else $30 to 

do it for you. On the other hand, if it takes you four hours or if you figure your time is worth $20 per 

hour, then $30 sounds like a good deal. It doesn’t need to be purely financially motivated either. 

If you find cleaning relaxing and a break from your regular job while other people rank it as their 

absolute least favorite thing to do, they are willing to pay something, while you may be willing to 

pay nothing at all. Skills may be involved: some people might be able to figure their taxes them-

selves; others may find any math involving more than three digits beyond their capabilities. 

  Expectations of future prices may be internal or external. The newspaper says interest rates are 

going up; consumers may decide to pay a bit more to get their new house now while rates are low. 

You’re going to the Bahamas next November; you’ll wait for the end of the season sales to buy your 

vacation clothes because you remember end of the season sales from past experience. 

  Consumers also have a price range of acceptability. Any price within this range is really okay 

with them. How wide the range is varies by product, by consumer, and by situation. This price range 

of acceptability tends to be the inelastic parts—the “sticky” parts—of the elasticity curves, like the 

$30–$35 range in the jeans example above. 

  Setting a price somewhat above the competitive midpoint has a psychological impact on buy-

ers. 28  If three sweaters appear to be identical but are priced at $30, $40, and $50 dollars, you are 

likely to feel that the more expensive one is of higher quality. 29  You can explore this in Skill 

Module 9.4.  

 Pricing Psychology 

 Customers often view pricing as a proxy for quality, especially when it is difficult for them to truly evaluate the 

products: 

1.   Tell your friends that you are conducting a taste test and provide three samples of the same product in 

containers marked A, B, and C. (Choose products for which brands are not easily visually detected, such as 

pasta, soft drinks, etc.)  

2.   Predetermine three price points: one that is about average for the product, one that is relatively high com-

pared to the competition, and one that would reflect the “discount” brand price.  

3.   As your friends sample each of the three, give them some data about the product. Include exactly the 

same data about each—in a different order—except for the suggested retail price. (For example, soft 

drink A might be sugar-free, vitamin-fortified, cola-based, only one calorie, manufactured in the United 

States, and available locally for 50 cents. Sample B sells for 75 cents and is cola-based, and is manufac-

tured in the United States as well. It has only one calorie and is sugar-free and vitamin-fortified. Sample C 

is an American, cola-based, vitamin-fortified, soft drink with no calories. It retails for $1.00 and is sugar-

free as well.)  

4.   Allow your friends to taste each product once, and do not permit them to go back and resample. Between 

samples, provide a sip of water or a cracker to remove any lingering taste—anything to separate the three 

samples slightly.  

5.   After tasting all three, ask them to discuss each one of them, stating what they did or did not like about the 

product.  

6.   If done in a classroom setting, provide a score sheet for each student to rate the product.  

7.   Often you will find that the more expensive product’s characteristics are rated higher.    

 Note: This test often works with similar results on other “quality indicators” such as the store where something 

is purchased—the item bought at Walmart versus an upscale department store—or country of origin—products 

from a country with a good reputation versus a less-developed country (e.g., wine from France or Bulgaria). 

SKILL MODULE 

9.4
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  How you define your product really determines your competitive advantage and affects your 

price. When you get right down to it, there are really only two competitive advantages: your product 

or service must be better (quality, features, distribution, etc.) or cheaper. Being better is sustainable, 

but someone else can always match or beat your price. 30  

  Customers who are attracted to low prices will not be loyal and will switch as soon as something 

cheaper comes along. 31  Customers will always pay more for a product or service that stands out 

from the crowd. Treehouse Cuts Salons is a children’s hair salon that has chairs designed as Barbie 

jeeps and other kid-friendly items such as televisions or Sony PlayStations at each chair. The salon 

charges about 30 percent more than the competition, but parents are willing to spend the money to 

make their child’s haircutting experience more pleasant. 32  Consumers perceive Treehouse Cuts as a 

better value—regardless of the actual price.  

  Price Setting 33  
 The discussion up to here has covered why pricing is so important and the major factors that deter-

mine prices. Issues of the effects of demand upon pricing and the basic irrelevancy of your costs to 

your price were analyzed. The psychology of customers, and how they react to prices was explained. 

All this is necessary information for you to be able to set prices. However, it does not explain the 

“nuts and bolts” of how to use the information to actually set a price. Of course, one reason that this 

discussion is necessarily general and not specific is that the details of determining the “right” price 

differs among industries and businesses. Still, some practices are valid across industries. 

  Your first task must be to decide what is the right price. This can be a very different number 

among similar businesses, depending upon specific business goals. If you are operating profitably 

near your business’s maximum capacity, the right price is most likely the one that maximizes the 

probability of a sale without leaving money on the table. For example, if your restaurant and lounge 

is the “in” place to be, and you cannot even begin to handle those Friday and Saturday night crowds, 

you just might want to impose a cover charge. Or if your business is the patent holder of a biophar-

maceutical that will grow hair on bald men’s pates, you will initially set the price so high that only a 

few can afford it. Then, as the patent approaches its termination, you will lower the price to capture 

the maximum market, and to establish a barrier to the entry of generic manufacturers. 34  

  If you are operating below capacity, the right price might be one that is low enough to fill 

your production capacity and keep your key employees working. If you could throw a bowling 

ball through your restaurant without hitting anyone on a Friday night, you will want to consider 

$10 pitchers of margaritas, or perhaps (if local regulation allows) a “ladies drink free.” 

  If you are trying to make your business grow, or if you are at the point that you are preparing to 

exit your business, the right price is the one necessary to capture a desired market share or to meet 

a specific profit target, given an anticipated level of sales volume. 

  Once you have decided what your pricing goals are, the next logical step is to examine the exist-

ing market prices for similar products and services. You should also make a comparison list of the 

similarities and differences among your competitors’ offerings. If at all possible, you should attempt 

to determine which features of your competitors’ products and services are actually desired by cus-

tomers. This process will provide you with a range of prices and features to which you can compare 

your own product. 

  Now is the time to consider your business costs. The question that you must answer is, “Can I 

make a profit at the price that will meet sales volume goals?” If the answer is yes, you have estab-

lished an acceptable base price. From this price, you can then experiment a bit. You probably should 

start by deliberately setting your price above the acceptable base. If your initial price needs to be 

adjusted, you will face much less customer dissatisfaction if your response is to lower your price 

rather than to raise it. If the answer is no, however, you are going to have to consider how you can 

lower your costs to the point that you can make a profit at the price that you have determined to be 

the “right” one.  

  Your Company Objectives 35  

 For most small businesses, the early years are survival years, and the tendency is to sell your product 

for whatever you can get for it. Sure, you’d like $5,000 per desk, but if someone offers you $3,000, 
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well, at least it’ll help you to meet this week’s payroll. While it may be a fact of life at certain times, 

it shouldn’t be your firm’s pricing objective. 

  More commonly, firms set prices to maximize profits or to increase market share. Increasing 

market share usually means pricing toward the low end of the competition in order to take market 

share from the competition. This strategy becomes more popular as a product reaches the maturity 

phase of the product life cycle. However, this shouldn’t be an objective for a small business for 

several reasons. 36  Bigger, better-established companies have deep pockets, and often more geo-

graphic diversity, and larger product lines than you do. They can match or undercut your price in 

a heartbeat—even sell below cost because they’re supported by sales of other products or in other 

regions. 37  Another reason why a small firm shouldn’t try to compete on price is that it probably 

won’t be working at full capacity for some time. Your building rent is the same whether you are 

producing at top speed or working only a few hours a week. If you cut your prices too low, you 

won’t be able to cover costs during your nonproductive times. When you are up to full speed, you 

could drop your prices, or you might find other ways to please your customers, such as including 

free delivery or other services, and leave your price alone. 38  

  Maximizing profits is a much better option for the small firm. This doesn’t mean that you have 

to have the most expensive product out there unless you’re worth it, but it does mean that your price 

should be above the average price. 39  First, this simply adds to your profit. If your business is profit-

able, a one dollar increase in price will add one dollar to profit. Second, as a small business, you do 

not have the volume of sales that would allow profitable operation with low margins. 

  Studies have also shown that companies that compete on product innovation and high quality 

achieve higher growth than those that try to compete on price. Firms that compete on price even tend 

to experience negative growth. 40  Another study of 1,000 firms shows that a 1 percent price increase 

 SMALL BUSINESS INSIGHT 

 Blue Water Boatworks is one of the business plans available on the Online Learning Center. The company, 

started by Saint Louis University student J. P. Keating, provided boat cleaning and detailing services to individu-

als, marinas, and boat dealers. One story which did not make the business plan arose when one of the biggest 

boat dealers negotiated a price for detailing dozens of boats in preparation for a boat show. With Bluewater in its 

start-up phase, J. P. was overjoyed to get the contract, and set a price based on his costs of materials and time. 

Being a student, he didn’t think his time was worth that much. He set the cost at $100 for a 15-foot boat, and 

adjusted it as boat length became longer. 

  The boat dealer figured that it cost him almost $300 to detail the 15-footer in his organization. A part of him 

wanted to lock J. P. in for a long-term contract to get a great deal. But the dealer also realized he would be taking 

advantage of J. P., and once J. P. realized he had massively underpriced his service, he would not be a willing 

contractor. 

  The dealer called J. P. over to the office and actually showed J. P. what it really cost to detail a boat. He 

worked with J. P. to come up with a more realistic price, one that would help J. P. stay motivated and grow his 

business. In the business plan, J. P. set the price at $350. He felt he could charge more than the in-house cost 

because as a specialist, he could do a better job. In addition, he offered boat owners convenience, doing the 

detailing on the owner’s schedule. For the boat dealer, this meant being able to do two things at once—a real 

help as the big boat show approached. He was glad to pay the $350, but J. P. gave him a discount price of $300 

out of respect for the dealer’s honesty and help. 

  J. P. was lucky to find such an ethical first customer. But from then on, he always worked through the me-

chanics of setting his prices before talking to customers. You can see his latest venture—a blanket for use in 

offices—at deskblanket.com. 

 Blue Water Boatworks 
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converted to a 12 percent increase in profitability, all else being the same. 41  There are times and 

places to compete on price, but exhaust all other strategies first. 

  One more example: J. David Allen, now the director of a large entrepreneurship center, once 

owned a company that sold dominoes. He barely sold any at $3 per box. Then, he added a design 

for the Texas Sesquicentennial and couldn’t keep them on the shelf at $19.95. 42  The product cost 

roughly the same—adding the design had minimal impact—but look at the difference in the profit. 

Be different, be better, but don’t be too cheap. And remember: it’s always easier to lower prices than 

it is to raise them. 43   

  Marketing Strategy 

 Your price must be consistent with the rest of your marketing strategy. If you are advertising high 

quality or prestige but price your product lower than the competition, your customers will be con-

fused at best, or at worst simply not believe your ads. If you’re trying to get into Walmart, you don’t 

want to have Rodeo Drive prices. If you package in a plain cardboard box, you’re hinting at a dif-

ferent price point from a silk-lined, leather case. If you are making custom desks, they had better 

be higher priced than the pressed board, assemble-it-yourself ones you find at the discount stores. 

Consistency is key.  

  Channels of Distribution 

 Everyone who handles your product will be expecting to make something from it. If you are using 

a traditional retailer, your product may go through several middlemen (see Chapter 11 for more 

information) before getting on the shelf. The end price to your customer might be four times from 

what  you  got. This is called  price escalation.  You need to make sure that once all those involved get 

their cut, your product is still priced correctly to reach your target market. If the distribution costs 

price you out of the market, you may want to sell direct. (More information is available in Chapter 

11 on this subject.)  

  Competition 

 We’ve talked a bit about pricing in relation to your competition, but you can’t just look at the com-

petition’s price ranges and pick something at, oh, about 75 percent of maximum. Just as yours is, 

your competitor’s products are a “bundle of satisfactions.” How does their product bundle match up 

to yours? You may make athletic shoes just as good as Nike’s, but you don’t provide the prestige of 

the Nike logo (at least not to start). What other “extras” do customers get from your competition—

additional service, brand recognition, prestige, bragging rights, comfort of knowing a big company 

will back up their product, and others? These intangible things are hard to price, but you need to 

really think about how your product or service matches up to theirs. 44  

  Dan and Russell Schlueter sell pet products, including Ultra Pearls and Crystal Clear Litter Pearls. 

This cat litter offers a significant benefit over ordinary litters. About 4 pounds of the Schlueters’ 

product lasts as long as 28 pounds of other litters. Competing brands sold 14-pound bags for $6 to 

$7, but the Schlueters priced their 4-pound bag at $14 to $16. Their 4-pound bag lasts a month—the 

same as two bags of the other litter. Still, they’re at a premium to the competition. Which would 

you rather carry from the store—28 pounds of the old stuff or 4 pounds of Ultra Pearls? Add some 

awards from  Cat Fancy  magazine and PetSmart Outstanding Technology Achievement Award and 

in less than five years, they have a $10 million plus business. 45    

  Legal and Regulatory Issues 

 There’s a plethora of items that can fall under legal and regulatory issues. There are laws, for example, 

against price fixing and other collusion among competitors. The government sometimes establishes 

“acceptable” prices or price minimums or maximums—especially if you are selling to the govern-

ment. Some forms of price discrimination are illegal. 46  It’s okay to lower your prices during happy 

hour (effectively discriminating against those who work during that time period), but you can’t charge 

different prices to customers of different races. You can offer a senior citizen’s discount, but you can’t 

charge a “skinny person” premium. In most states, you must collect sales tax for retail purchases. 

Usually, however, you are not required to do so for mail order and Internet sales. Sometimes there are 

●    Ultra Pearls, sold by Dan 

and Russell Schlueter, offer the 

ultimate in cat litter control. 

How does the Schlueter pricing 

strategy reinforce their product’s 

known benefits? 
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special taxes or fees that must be collected, such as deposits or hazardous waste handling fees. Talk to 

your accountant and your attorney about specific rules pertaining to your product or service. 47   

  Pricing Strategies 48  
 We have discussed all the “externalities” that can affect your price. These set the limits for what you 

are able to do with your pricing strategies. For example, if the government has set a price maximum, 

you may not be able to use a skimming or premium price strategy—strategies that mean setting 

prices relatively high compared to the competition. If you have determined that the price range 

of acceptability for a large pizza is between $8 and $15 and your costs determine that you need to 

charge $20, then the premium pricing route—with creating the correct mind-set through other parts 

of the marketing mix—is almost imperative. 

  To reiterate, it’s almost always a bad idea for a small firm to try to compete on price. Competing 

on price may lead to a price war in which you just don’t have the staying power of a big firm. Lower 

prices are “throwing away” profit you really need. They can signal your customers that your product 

isn’t as high quality as your competitors’. There are, however, plenty of strategies available to small 

businesses that you can use as successfully as the larger firms. 49   

  Skimming 50  

  Skimming  is charging the highest price the market will bear. This technique is usually only possible 

if you are absolutely the first product or service of your type in the market, and only if it’s something 

people really want. Companies sometimes use this strategy in order to recoup research and develop-

ment costs or heavy marketing expenses. If your product or service is truly innovative and at the 

beginning of the product life cycle (little or no competition)—for instance, plasma television—and 

if you can convince customers to try it through effective advertising, then skimming may be an 

option. This method will attract competition, so it’s not a long-term strategy. 

   Prestige or Premium Pricing 51  

 Just as setting your prices low signals low quality, having a high price can signal great quality and an 

item that is prestigious to own. 52  When a consumer has difficulty assessing the quality of the item—

for example, the first time he or she purchases a product in that category—price is used as a proxy 

for quality. Similarly with prestige. Consider average computer buyers: Do they really understand 

RAM and ROM and gigabytes and all those other terms or do they have the vague impression that 

“bigger is better”? The same goes for the price; that more expensive computer just  has  to be better 

than the less expensive, no-name brand. (If you needed a root canal, would you rather go to a dentist 

who says it’ll cost several hundreds of dollars or one who states he or she can do it for $49?) Cer-

tainly most everyone would agree that a Toyota Corolla is a good-quality automobile, but if you ask 

people to what kind of car they aspire to own, you’ll hear Jaguar, BMW, Mercedes. It’s a prestige 

thing determined partly by a higher price tag. 

  Generally  prestige pricing  is for an item considered a status symbol, such as a Rolex watch or 

a Mercedes automobile.  Premium pricing  is used for non-status symbol types of products, such as 

toothpaste, shampoo, or laundry detergent. The idea behind both is the same. 

  A few warnings. If you are going to go for the high-end market, remember what we say about 

marketing mix consistency: Make sure your product, packaging, advertising, distribution—in short, 

everything—matches your price. If your product or service quality isn’t appropriate, you’ll not only 

not get a second chance, but you’ll generate a lot of bad word of mouth as well. Also you may not 

want to be the very highest out there; a Lamborghini and a Jaguar are both prestigious cars, but the 

Jaguar market is much larger. Figure 9.6 shows a couple of ads that demonstrate a good use of pres-

tige and premium pricing.  

  Odd-Even Pricing 53  

  Odd-even pricing  simply means setting a price that ends with a 9, 7, or 5. For example, don’t 

charge $100; charge $99.99 (or $99.97 or $99.95). Numbers that are multiples of 10 are a psycho-

logical hurdle for consumers. Therefore, $9.99 seems much cheaper than $10, and the difference 

between $9.99 and $10 feels greater than the difference between $9.99 and $9.98. Consumers will 

LO7
  Understand different 

pricing strategies.

     skimming  

 Setting a price at the highest level 

the market will bear, usually be-

cause there is no competition at 

the time.    

     prestige or premium 

pricing  

 Setting a price above that of the 

competition so as to indicate a 

higher quality or that a product is 

a status symbol.    

     odd-even pricing  

 Setting a price that ends in the 

number 5, 7, or 9.    



 Small Business Marketing: Product and Pricing Strategies CHAPTER 9 297

set price limits in their minds; they’ll want to spend under a thousand for a new computer. They 

may spend $999, before taxes and other extras are added on, and they’ll feel that they’ve suc-

ceeded in meeting their budget—and will brag to their friends that they were able to buy “all this 

for under a grand.” 54  Does odd-even pricing work? A recent study showed that when an identical 

dress was priced at $34, $39, and $44, a third more dresses were sold at $39 than at either of the 

other two prices. 56   

  Partitioned Pricing 

  Partitioned pricing  is alluded to in the computer example above—setting a base price and charg-

ing extra for all other components. You set the price for the main component—a computer for 

$999—but just about everything else you need is extra. You need a printer? That’s another $100. 

How about cables to connect the printer to the computer? That’s $29.95. Did you realize you could 

increase your computer’s memory, add a read/write CD burner, or a DVD player? They cost more, 

of course. Extended warranty? $79.95. Don’t you want to scan photos, add a digital camera, and 

upgrade to a flat screen monitor? What about some ink cartridges for that new printer? And several 

different kinds of paper? Don’t forget to check out our excellent selection of software on your way 

up to the checkout. That $999 computer may end up costing twice that much (or more) before the 

consumer gets out the door. 

  Partitioned pricing works because once consumers make a decision that a certain product is the 

one they want, they are very reluctant to change their mind. It’s sort of like saying that they made a 

bad decision or decided too quickly. They don’t want to look stupid or cheap or settle for something 

less than they really “deserve.” A number of products are sold that way: shipping, extended warran-

ties, installation, training, additional services, and the like are not often included in the final price.   

  Captive Pricing 

 For certain products and services,  captive pricing  works well. In captive pricing, you sell some-

thing, usually a base system, at a relatively low price, but the expendables it uses are relatively 

expensive. Computer printers are usually priced low for the technology—sometimes even thrown 

in for free when you buy a computer—but the cost of the replacement ink cartridges is high. By the 

time you purchase three or four, you’ve spent more money for them than the price of the printer. For 

services, something you can offer a low price for, such as first time membership to a health club, 

can be a candidate for captive pricing. Any extra classes, sauna, massage, and the like can be higher 

priced and more profitable. Although it’s true that customers could get a massage elsewhere, they 

have already purchased this membership and it’s convenient.  

     partitioned pricing  

 Setting the price for a base item 

and then charging extra for each 

additional component.    

     captive pricing  

 Setting the price for an item rela-

tively low and then charging much 

higher prices for the expendables 

it uses.    

FIGURE 9.6

 Prestige/Premium 

Pricing Ads 55    
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  Price Lining 

  Price lining  is an attempt to appeal to several different markets. In this situation, you might have 

three models of your product or service price to appeal to the high-, mid-, and low-end market. You 

might have a computer with all the bells and whistles priced at or near the top of the competitive 

price range, a bare-bones, stripped down version priced at or near the bottom, and a third model at 

a midrange price with midrange features. This way you appeal to customers with different budgets 

and different needs. Even if it’s a product without a lot of features to add or remove, price lining 

can work. Next time you are at the store, find all the Procter & Gamble or Unilever products in the 

shampoo or laundry detergent aisle; they’ll have products at every price point with different brand 

names. For example, Unilever manufactures both Suave hair care products at the low price end and 

Helene Curtis products at the high price end. Procter & Gamble has Gain (low price) and Cheer 

(high price) laundry detergents. Figure 9.7 shows an ad that is an example of price lining, although 

the prices are only implied.    

  Price-Lowering Techniques 57  
 Even though all-out price competition is not usually the best strategy for smaller businesses, there 

are times when a company needs to reduce its prices in order to attract more business, smooth service 

cycles, build loyalty, move excess inventories, alleviate temporary cash flow problems, and the like. 

“Sale” is a powerful term. A recent study shows that even just the word “sale” can drive up demand 

by 50 percent without any actual price change.58 The following techniques can generally be used 

without starting price wars, or reducing the quality perception of your product or service. The com-

plete list is given in Table 9.1. Some of the less obvious techniques get a bit more coverage below. 

  Periodic and Random Discounting 

  Periodic discounting  refers to sales that happen regularly, such as the January White Sale or the 

special on Christmas cards on December 26. You may need to do one of these to keep up with your 

competition, since savvy customers often expect these sales. An alternative is  random discounting  

where you run a sale unexpectedly. Random discounts shouldn’t be too frequent because consumers 

begin to realize if they stock up in this sales period, they can probably wait until the next sales period.  

     price lining  

 The practice of setting (usually) 

three price points: good quality, 

better quality, best quality.    

     periodic or random 

discounting  

 Sales conducted at either predict-

able or nonpredictable intervals.    

FIGURE 9.7

 Price Lining by UPS   
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Pricing StrategiesTABLE 9.1

Pricing Technique Description Example

Secondary market pricing One price for the primary market and a different one for 

secondary markets

Computer priced at $2,000 for U.S. business markets 

and at $1,500 in Mexico

Periodic discounting Patterned or systematic price reduction Holiday sale, back-to-school sale

Random discounting Nonsystematic price reduction Sales without a discernable pattern

Price skimming Charging the absolute highest possible price due to 

inelastic demand

Prices of plasma televisions

Off-peak pricing Lower prices during off-peak periods in order to even 

out purchases

Happy hours or late night specials at restaurants

Loss leaders Selling a name brand at or near cost in order to attract 

traffic to a retailer

Toys R Us selling Pampers at cost and locating them at 

the back of the store, hoping a customer might pick up 

other items while in the store

Price discrimination Charging different prices to different groups, usually to 

attract a different demographic

Senior citizens’ discounts

Penetration pricing Setting a low price in order to get market share A later entrant into the market may set prices below all 

competition in order to steal market share

Limit pricing Extremely low penetration price to discourage 

competitors from entering a market

Instead of skimming, the first on the market may 

price just above cost until it feels the competition has 

given up on the market

Price signaling Setting a high price on a product in order to imply high 

quality or similar quality to a competitor

If I set my price the same as Levi’s jeans, people will 

assume they are the same quality

Going rate At or near industry average Competitors price from $5–$10 and your price is 

$7.50

Captive pricing Selling one item at a very low price (even below cost) 

when there are necessary supplies that you can sell for 

a high price

Low-price ink-jet printers, but high-priced 

replacement ink cartridges

Bait pricing Advertising an inexpensive product and placing it near 

better, more expensive models. The idea is to get the 

consumer to buy up. Sometimes the product will be 

intentionally ugly—unpopular color, etc.

The ad shows a $300 computer, but to see it you 

have to walk by all the other computers that have 

many more features, better quality, etc.

Reference pricing Two similar products displayed side-by-side in ad or 

at the store but at different prices. Implies the same 

product but at a better price

Walmart brand aspirin next to Bayer, but at half the 

price

Everyday low price Implying that the price stated is always low and it’s 

always a good deal

The Walmart strategy; even when its prices are 

higher than the competition’s, the consumers feel 

that they are not

Odd-even pricing Ending a price with a 9, 7, or 5 This book is $69.99

Customary pricing Prices based on tradition; it’s very difficult to raise 

above this limit

Penny gumball machines, 50-cent candy bars

Prestige/premium pricing Setting a high price to imply that this product is a 

status symbol and/or of much better quality than others

Pricing of luxury cars, the best perfumes

Professional pricing Fees set by doctors, lawyers, and other similar 

professionals that tend to be uniform in a geographic 

region

Lasik eye surgery runs about $499 at all eye doctors
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  Off-Peak Pricing 

 What do happy hours and using your cell phone late at night have in common? Both can be examples 

of  off-peak pricing.  Services have busy periods and slow periods. Restaurants give wait staff split 

shifts with time off between lunch and dinner, but not every service can do this. By putting on a sale 

during slack periods, you may cover part of the cost of staying open. Happy hours are designed to 

attract business in the late afternoon slump just before the dinner crowd arrives. The reverse of this 

is  peak pricing.  Hotels charge more during their busy tourist season for example. Movie tickets also 

cost more on weekends. When demand is higher, people are less concerned about paying a premium 

to get the service when they want it.  

  Bundling or Multiple-Packs or Bonus-Packs Pricing 

 This works equally well for services or products. Let’s say a haircut is $25 and coloring is $50. For 

this week, if you do both, you’ll pay only $60. The beauty salon has “  bundled  ” haircuts and color-

ing for a price lower than the two would cost separately. 59  This technique is particularly effective 

for promoting the sales of a second product or service that might not be doing as well or is newly 

introduced. 

  A variation of this is selling  multiple or bonus packs,  such as buying five bottles of hand lo-

tion for the price of three—the kind of packaging that has made Sam’s Club so famous. People are 

creatures of habit, and the more you can get them to use your product, the more likely they are to 

internalize it—it becomes their brand.  

  Coupons, Rebates, Loyalty and Referral Programs 

 These three related methods are used to reduce prices and promote sales. Most coupons are delivered 

in newspapers (80 percent), 60  but magazines, mail, on packages, handbills, door hangers, Internet, 

and in person are all other ways of delivery. The higher the value of the coupon, the more likely it is 

to be redeemed. But even so, coupon redemption runs only 2 percent in the United States. About 64 

percent of all Americans are willing to switch brands if they have a coupon. 61  Coupons are a great 

way to get people to try new products as well (reduces the risk). Even if coupons aren’t redeemed, 

they serve an advertising purpose. Consumers see them and their brain registers a lower price. Even 

if they forget to clip the coupon or use it, their subconscious remembers the product favorably. In 

the same way, a rebate—even one that is not redeemed—leaves people with the impression they 

saved (or could save) money. Rebates are so powerful that many people, seeing there is a rebate on 

a product, might buy it even though it was not something they were in the market for at the time. 62  

Loyalty programs are intended to tie customers to your business. Most often, these take the form of 

a card (see Figure 9.8) on which each purchase is stamped, and when a certain number of purchases 

     off-peak pricing  

 Charging lower prices at certain 

times to encourage customers to 

come during slack periods.    

     bundling  

 Combining two or more products 

in one unit and pricing it less than 

if the units were sold separately.    

     multiple or bonus pack  

 Combining more than one unit of 

the same product and pricing it 

lower than if each unit were sold 

separately.    

Pricing Technique Description Example

Product line pricing Selling products at different price points to attract the 

low-, mid-, and high-end customers

Marriott hotels are high priced, but the Marriott 

Courtyards are moderate priced

Bundling/bonus pack/

Multipack

Putting two or more of the same or different products or 

services together and selling for a price somewhat under 

the products’ individual prices

An oil change is $49 and tire rotation is $69, but if 

you do them both, it will only cost $99

Partitioned pricing Pricing each piece separately; the consumer gets 

“hooked” on the core component and then pays extra 

for everything else needed

The computer is only $699, but the printer is another 

$100 and cables are $30 and the modem is . . .

Coupons/rebates Temporary price-reduction strategies This coupon is worth $1 off the next visit

Loyalty programs A reward given to repeat customers Buy nine sandwiches and the tenth one is free

Referral discounts A reward to customers who encourage others to buy 

from you

If one of your friends signs up at our health club, you’ll 

get one month free
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or visits have occurred, the customer gets a free service, a discount, or a gift. Again, people may lose 

or not use the card in their purse, or wallet, but in their minds, though, they hold the perception that 

they are getting a good deal. If that’s not a good enough incentive for you, how about the fact that 

45 percent of all consumers spend more money in stores with loyalty programs? 63   

  A variation on the loyalty discount is the  referral discount,  in which a current customer refers a 

new customer to use the service or buy the product. The older customer then gets a discount for refer-

ring the new business. Since, for services, the recommendation of a friend or relative is often a decid-

ing factor in a purchase or in trying a new service, referral bonuses can be a powerful technique.  

  Pricing Strategy Wrap-Up 

 Entrepreneurs agonize about price, but perhaps for the wrong reason. Too often owners figure since 

they run a small business, their prices should be smaller too. But that is highly dangerous. Ellen 

Rohr, the financial management expert at  Entrepreneur  magazine, estimates that 99 out of 100 small 

businesses in financial difficulties have set their prices too low. 64  As this chapter has tried to show, 

it makes more sense to find ways to charge more than to charge less. And when it’s all said and 

done, only 15 to 35 percent of consumers decide on a product using price as the number one factor, 

depending on the product. In fact, nearly 80 percent cannot accurately recall the price on something 

they purchased a week ago. 65  

  So, goal number one in pricing is to set the price as high as you think you can, using your com-

petition and customers’ responses as a check. If the higher price was working, but has tapered off, 

consider pursuing goal number two—use the pricing strategies given in Table 9.1 to drive more 

sales. Customers recognize sales for what they are, a temporary reduction in price, and these won’t 

tarnish your product image. Even if the competition matches a sale or offers some other promotion 

to match your offering, it’s not as aggressive an action as a price war. Your customers will feel smart 

about buying something at a better price, and even if your prices are higher than the competition’s 

and you offer a sale that brings you in line with its pricing, customers are still likely to buy from 

you—all else being equal—and feel they got a great deal. 66  

  Believe it or not, Table 9.1 only scratches the surface of pricing strategies. If you are fascinated 

by these, grab a marketing textbook and learn about even more methods for saying “sale!” New 

pricing strategy ideas crop up all the time. For example, Amazon, Priceline, and eBay let the cus-

tomer set the price, 67  so there are always new methods to learn about. 

  To wrap up this chapter, remember that the marketing effort in small businesses starts with the 

idea for the product or service and builds from there to include the key benefits that customers will 

want, the price they are willing to pay, and also some larger issues such as innovativeness and where 

the product or service is in terms of its life cycle. Together, these issues can help you craft a pricing 

strategy that can lead you to success. Even if your product or service is imitative, your profits do not 

need to be. The secret is in understanding the market, the cost of doing business, and the prices your 

customers are willing to pay.       

     referral discount  

 A discount given to a customer who 

refers a friend to the business.    

Mardi Gras Café

Expiration Date: August 31, 2008

Not valid with other discounts or promotion items.

Card must be completely stamped and used before expiration date.

Free soft drink

with Bowl or

Combo Purchase

Free

Two-Entrees Combo

on this visit

1 2 3 4 5

109876

"BREA MALL"
FREQUENT DINNER CARD

Purchase of Mardi Gras Bowl or Cajun Combo Required

"SANTA ANA"

Main Place

MGM

FIGURE 9.8

 Typical Loyalty 

Program   
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  CHAPTER SUMMARY 

 Know the characteristics of goods and services. 

●   Goods differ from services in tangibility, inseparability, perish-

ability, and heterogeneity.  

●   Very few true goods or service exist; most products fall some-

where along a goods/service continuum and have components 

of each.    

 Define the total product. 

●   A product is a bundle of services and goods and has three 

basic levels: core, augmented, and total product.  

●   Understanding the total product allows you to concentrate on 

the features and aspects important to the customer and to 

coordinate your other marketing activities.    

 Learn the stages of new product development. 

●   The stages include idea generation, idea screening, idea evalu-

ation, product development, and commercialization.  

●   During the product development phase, prototypes can be 

developed in order to do additional screening, and test markets 

or test market simulations can be run.  

●   The last stage, commercialization, involves developing the final 

marketing plan, getting the product into production, and the 

start of sales.  

●   “Me-toos” are products similar to competitive products that 

need a much-abbreviated new product development cycle. In 

this case, only the aspects that are different from competition 

need to be tested.    

 Learn the product life cycle. 

●   Like the Industry Life Cycle, the stages of the Product Life 

Cycle include introduction, growth, maturity, and decline.  

●   From a marketing viewpoint, the different stages tell us 

about the competition, and how to focus the individual ele-

ments of the marketing plan—product, price, promotion, and 

distribution.  

●   As services are usually more able to make incremental 

changes almost continually, the service life cycle is more typi-

fied by a series of mini-product life cycles.    

 Understand why pricing is an important but 

difficult task for small business. 

●   Owners of small businesses give a great deal of attention to 

issues of pricing.  

●   The price of a product is a function of the value placed on the 

product by the customer.  

●   Price is directly related to revenue, and is indirectly related 

to volume.  

●   Price is the easiest marketing variable to change.  

●   Price is an essential part of competitive strategy.  

●   Market demand is the most important single factor in setting 

prices.  

●   Costs of producing a product or service are irrelevant to deter-

mining the “right” cost.  

●   In retailing, a markup system is used where each product is 

marked up a percentage based on cost or sales price.    

 Understand price elasticities, pricing psychology, and 

other price influences and their impact on pricing. 

●   Products tend to be price elastic or inelastic, that is, the quan-

tity sold may vary considerably due to changes in price (elastic) 

or not (inelastic).  

●   Consumer psychology has an impact on pricing as well. 

Through a number of ways, consumers get ideas about what is 

an acceptable price and what is not.  

●   In addition to costs and consumers, price setting is influenced 

by five other factors: Company objectives, marketing strategy, 

channels of distribution, competition, and legal and regulatory 

restrictions.    

 Understand different pricing strategies. 

●   Firms may use a variety of different pricing strategies. Some 

of the more common ones include: skimming, prestige or 

premium pricing, odd-even pricing, partitioned pricing, captive 

pricing, and price lining.  

●   Dropped prices are hard to raise. Rather than dropping prices, 

firms should consider using periodic or random discounting, 

off-peak pricing, bundling, coupons, rebates, and referral 

discounts.     

LO1

LO2

LO3

LO4

LO5

LO6

LO7
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  DISCUSSION QUESTIONS  

 1.   A college education comes pretty close to being a true service. 

Discuss the four main characteristics of service—intangibility, 

inseparability, perishability, and heterogeneity—as they per-

tain to a college education.  

 2.   What is the core component, the augmented product, and the 

total product sold at your college or university? How does it 

differ from your institution to others in the area?  

 3.   List all the products/services you have seen lately that are pro-

moted as new, different, improved, or otherwise changed from 

what has been available before. What percentage of these are 

actually me-too products? Identify the differential advantages 

these companies believe they have over the competition.  

 4.   Why do owners and managers of small businesses spend so 

much time on issues of pricing?  

 5.   Suppose you are operating a copy service. You learn that 

FedEx Kinkos is going to open an outlet just a few blocks away. 

You are concerned that you cannot compete with the market-

ing power of FedEx. What is likely to happen to your business if 

you lower your prices and place colorful advertising banners in 

the windows announcing the lowered prices?  

 6.   How do the four primary factors of optimum price work to-

gether to determine what price should be? Draw a diagram of 

the relationships.  

 7.   Imagine you can make a $75 retail Christmas wreath in two 

hours at a variable cost of $25 per wreath and a fixed cost 

of $800. Marketing consists of a booth at the local craft 

fair (rent: $100 for the month before Christmas), where five 

other competitors already sell wreaths nearly identical to 

yours in cost and quality. Annually they sell 300 wreaths, so 

if you join in, your target share would be about 50 wreaths. 

Should you sell your product? If one competitor lands the 

coveted spot by the door, capturing half the market, what is 

your decision?  

 8.   While displaying at the craft fair, a representative of a mail 

order catalog company wants to put your product in the cata-

log. It will pay you $40 and mark the product up to $55 for the 

catalog. It estimates that your market share could be substan-

tial and should be dependent only on your production output. 

You decide to quit your real job and devote all your time to 

making wreaths, but you want to match your current $50,000 

salary. You really don’t want to work more than 40 hours per 

week in actual wreath manufacturing (assume all paperwork, 

material purchasing, and such takes place beyond those 

40 hours). You want four weeks a year for vacation, holidays, 

and sick days or personal days. Taking into consideration time 

constraints, the price you will get from the catalog company, 

and your revised costs, does this make sense?  

 9.   Describe a situation in which you have been influenced by con-

sumer buying psychology toward considering a price too high 

or a real bargain.  

10.   Think of two products in the same product category—one 

high priced and one low priced. How do the other parts of the 

marketing mix—the product itself, the advertising message, 

and the distribution—support or detract from the message the 

price tag gives?    
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  EXPERIENTIAL EXERCISES  

1.   At this time, you are fairly experienced with college educa-

tion. What could you suggest could be done in order to reduce 

intangibility, inseparability, perishability, and heterogeneity of 

this service?  

2.   BMW automobiles call themselves “the ultimate driving ma-

chine.” The advertising tagline attempts to capture the total 

product package—what driving a BMW means to its owners. 

Review other advertising and come up with a list of five other 

products that do the same thing. What do their products mean 

to their consumers?  

3.   With a group of friends, brainstorm a list of ideas for a service 

you could provide for your college professors. Design an idea 

checklist to evaluate this list.  

4.   Select a service you know. Brainstorm a list of potential incre-

mental changes—whether technologically feasible or not—

that might extend the product life cycle for it over the next 

several years.  

5.   Set up several selling scenarios for the same product dis-

playing different cues about the value of a product (e.g., 

where it’s sold, whether it’s on sale), the motivation of the 

seller, prices of competitive products (external reference 

price), and other possibilities appropriate for your product. 

Ask several people what they would pay under the circum-

stance you’ve set up.  

6.   For one week collect all the coupons you find in newspapers, 

magazines, mail, and so on. What percentage are for prod-

ucts or services or brands that you would really buy? Typi-

cally, how many coupons do you actually use in a week? Pull 

all the coupons for one product category and visit a store. 

Are there other brands of that same product that do not have 

coupons? Is the store engaging in any other methods to at-

tract customers—rebates, sales, contests, multipacks, and 

so on?    

  MINI-CASE 

 YAK MILK 68  

 Dongzhou Gongbu saw a golden opportunity, only he wasn’t quite sure what to do with it at first. A native 

Tibetan, he had worked in the Chinese government for a number of years and had witnessed the difficul-

ties the Chinese government was facing feeding its people. While China is quite a large country, over 

60 percent of its landmass is unsuitable for agriculture. Those areas that are suitable are also where 

China’s huge population lives, further reducing available land. Dongzhou remembered the vast Tibetan 

plateau dotted with yak, the only animal suited to the severe climate found there and knew there had to 

be a solution. 

  Yak are “low maintenance” animals needing no feed that they can’t gather themselves and living on the 

open range herded by nomadic Tibetans. While yak are milk producers, the quantities produced are much 

less than that produced by dairy cattle. In addition, because of its remoteness, bringing milk from the plateau 

to the population centers is an expensive proposition. A quick look at the prices on existing milk products 

and yak milk cost structure showed that yak milk just couldn’t compete, because it would need to be about 

50 percent more expensive than cow’s milk. 

  Dongzhou didn’t let this stop him, though. He consulted a specialist and found that yak milk was higher 

in certain nutrients than cow’s milk. In addition, the Tibetan plateau is well respected in China for being 

pollution-free. Dongzhou capitalized on these features plus the fact that the yak was truly organically raised 

and revered in Chinese mythology. He positioned his product not as just another milk but as an extremely 

healthy alternative to other products—almost a nutritional drink—and priced it at a premium level. 
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  CASE DISCUSSION QUESTIONS  

1.   How did Dongzhou Gongbu “discover” his new product?  

2.   What was his “total product”?  

3.   How did this help him with his pricing strategy?  

4.   How might he use this in advertising?  

5.   Can you think of another product that is basically the same as the competition and has been 

positioned much differently in order to command a higher price?     

  SUGGESTED CASES AND ARTICLES  

●   The House of Wine—Grand Opening   

  Available on PRIMIS:  

●   Alma Products, Inc.  

●   Whale Printing Company  

●   Giberson’s Glass Studio      

  Video Case:  

●   Craft Beer Boom, p. VC-5    

  eClips Videos:  

●   John Alexander Discusses Importance of Customer Involve-

ment in Product Development  

●   Jeff Parker States Pricing Strategy Is To Underprice and 

Overdeliver to Capture Market    

  SBTV Videos:  

●   Howard Wright, Inventor of the Storm Safety Whistle  

●   Market Research    

  STVP Videos:  

●   The Product Vision  

●   Role of Market Research        

 SUGGESTED VIDEOS 
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    Small Business 
Promotion: 
Capturing the Eyes 
of Your Market      

●  Addie Swartz’s lifestyle brand, 

Beacon Street Girls, is aimed 

at two market audiences. What 

challenges are posed to this 

small business by its double-

pronged approach? How might 

this approach work to Swartz’s 

advantage?  



LO

 Focus on Small Business: Addie Swartz and 
Accessories for Girls Who Are “Between 
Toys and Boys” 1   

 This chapter will help you: 

LO1  Understand how to assess your value proposition. 

LO2  Segment and further define your target audience. 

LO3  Recognize the different approaches and methods you can use to craft and convey your 

promotional message. 

LO4  Learn the key skills involved in personal selling, especially closing the sale. 

LO5  Recognize the major approaches to customer relationship management. 

LO6  Learn how to develop a press relations program. 

LO7  Learn how to develop a public relations program.   

 As Addie Swartz’s two daughters approached the pivotal “tween” years, she—like many 

mothers—struggled to find something to help her girls bridge the gap between Barbie and Britney. 

Frustration stoked her entrepreneurial spirit, and the Beacon Street Girls, a new lifestyle brand for girls 

ages 9 to 13, was born.  

 NO DOLLS OR ICONS 

 The Beacon Street Girls invites tweens into a rich and exciting contemporary world in which values matter, 

friendships are everything, and community service is important. 

  In promoting the brand, Swartz comments that all of Beacon Street Girls marketing initiatives need to 

understand and speak to two audiences: tween girls and their parents/older gift-buying relatives. Their goals 

are to: 

●    Build awareness among stakeholders.  

●    Create interest and desire in tweens to engage with the brand and share with their peers.  

●    Drive customers into the stores to seek and purchase Beacon Street Girls products.  

●    Encourage tweens and their parents to come to the Web site.    

  Marketing programs are aimed to promote retailer presence, push to the Web, and leverage the tween 

consumer to promote the brand via Web-based viral marketing programs. In describing her market further, 

Swartz divides the market into two segments, the primary and secondary. The primary market consists of 

girls ages 9–13 years, with the “sweet spot” being the older, 11–12-year-old tween. These girls are enter-

ing middle school, a time of new friendships, body changes, and growing-up experiences. They are media-

savvy, looking for fun and possibilities, admiring of teenagers, but still want to be kids. They are in the early 

stages of navigating the often rocky waters of adolescence and desperately want to fit in. The secondary 

market consists of their mothers, fathers, aunts, uncles, and grandmothers who seek positive role models 

and messages for their daughters/relatives.   
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 DISCUSSION QUESTIONS 

1.      What are some ways that Beacon Street Girls can promote its brand in order to meet the company’s goals?  

2.    What ways can Beacon Street Girls market to the tween girls?  

3.     How can it also reach the parents of the tweens? In what ways is the marketing message different or 

the same?  

4.     How can Addie Swartz continually develop and promote the brand that has meaningful, value-driven 

tween girl properties that are also relevant, cool, and realistic?         

  The Need for Promotion   
 You’ve experienced your business “light bulb” idea for a terrific new product or service. You’ve 

organized an office complete with desk, phone, and computer, and you may possibly even have a 

small storefront or service vehicle. By all accounts, you are in business. Now ask yourself this: Does 

your target market know you exist? 

  In order for customers to purchase your goods and services, you must first go to them. You need 

to advertise and actively promote your business before you can expect inquiries into what you have 

to offer. While there are a handful of promotional means that are standard for all business ventures, 

entrepreneurs’ limit to promotions is their own creativity.    

  The Basics: Crafting Your Value Proposition   
 Chapter 7 introduced the idea of value and cost benefit. This was further developed by talking about 

your total product in Chapter 9. As you recall, your total product is not just the bare bones object 

or service you provide, but what it means to your customers. You don’t just do a great job cleaning 

houses; you provide free time to your customers. You don’t just sell desks; you handcraft beautiful 

and functional desks in exotic woods. You can talk about your competitive edge—what you do bet-

ter than your competition—or your distinctive competency—what you do that no one else does, but 

what it all boils down to is your  value proposition.  2  

  You can think of defining your value proposition along the same categories of value and cost ben-

efits of quality, style, delivery, service, technology, shopping ease, place, and scale and scope. For 

each of the categories mentioned in Chapter 7, think about how your company, product, or service is 

different from anyone else’s. Under each category, answer a few questions as objectively as you can: 

●   Why would someone want your product or service? What need does it fill? List the benefits 

and the problems it solves. In what way does it improve the life of the user?  
●   Would you personally buy this product? Why or why not? The “why nots” may give you an 

insight into potential weaknesses or categories of differentiation that you need to work on.   

 From there, you can then start to determine who will most benefit from your product or service. 

Begin with these questions: 

●   Who, in your opinion, is most likely to buy it? Be as specific as you can. How old are they? 

Male or female? Where do they live? Where do they work? These people are your primary 

target market. It doesn’t mean that you don’t have second- or third-tier markets.  
●   How does your primary target market currently go about buying existing products or ser-

vices of this type? What are its sources of information? Word-of-mouth? Trade publications? 

 Yellow Pages? The Internet? 3    

By answering these questions, you can start to further develop the value of your product and ways you 

can find and communicate with your customers. Once you know who needs your product or service, 

you can begin to craft your value and message directly to where your market would look to find infor-

mation related to your small business. Skill Module 10.1 will help you develop a value proposition.  

LO1
  Understand how to as-

sess your value proposition.

     value proposition  

 Small business owners’ unique 

selling points that will be used to 

differentiate their products and/

or services from those of the 

competition.    
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  Segmenting Your Market   
 Many entrepreneurs have trouble answering the question, “Who is your target market?” Most en-

trepreneurs assume that everyone is their target market. Why should an entrepreneur care who buys 

their product, as long as it’s sold? If pressed, the entrepreneurs can usually tell you who is most 

likely to buy their product or service and why. When they can tell you this, they have targeted their 

market. Although targeting and market segmentation are more fully discussed in Chapter 12, there 

are some concepts that are important to know in order to understand promotion. 

   Segmentation  is the process of dividing the market into smaller portions of people who have 

certain common characteristics. Your  target market  is the segment or segments you select on 

which to concentrate your marketing efforts. A marketer can chose more than one target market, 

but it is customary for a smaller business to concentrate its efforts on one target market at the begin-

ning and consider secondary ones later. Marketers use information on the target market’s wants and 

needs in order to tailor the product or service, as well as its price, distribution, and promotion. 4  

  Dividing the market into different segments can be done in a number of ways. Some of the more 

typical ways include geographically (in a certain city or neighborhood), demographically (income, 

age, religion, ethnicity, and many others), or by the benefits sought (clothing that is practical, styl-

ish, for a particular sport, etc.). Most companies will use several ways of segmenting to come up 

with their final target market. For example, the Beacon Street Girls products were segmented by 

sex (girls) and age (9–13). In addition, the fact that they were into values and community service 

would be a form of benefit segmentation. Beacon Street Girls also had primary and secondary target 

markets—the girls and their parents and other gift givers.     

  Let’s start with an example: you run a day care center. Who is your market? For starters, it is 

small children, or at least, the parents of small children. You have segmented by life cycle position; 

that is, you have eliminated children, teenagers, senior citizens, and parents of older children. But 

this really does not eliminate very many potential customers. How else could you limit your poten-

tial customers? Driving distance, say 15 miles, is a popular limit since parents are unlikely to want 

to drive too far. Income, or disposable income, is also a key segmentation device. Families need to 

be rich enough to afford your service but not so rich as to hire nannies. Other segmentation ideas 

include schedule (parents who work evenings and nights) or children’s hobbies (e.g., offering soccer 

or music lessons). The more accurately you define your segment, the closer you come to defining 

your target market. 

LO2
  Segment and further 

define your target audience.

SKILL MODULE 

10.1

 Developing a Value Proposition 

 Choose one small retail business (e.g., children’s clothing store, pet store, independently owned beauty salon, 

restaurant, etc.). Using promotional and advertising material, level of service, in-store displays, location, and 

any other information available (Web site), create a value proposition for that business. The goal of this value 

proposition is to create and occupy a space inside the target customer’s head. Create a value proposition for 

your chosen small retail business by replacing the text in parentheses below as it reflects the product, market, 

and strategy.  

●    For  (target customer)  

●    Who  (statement of the need or opportunity)  

●    The  (retail business name)  is a  (product or service category)  

●    That  (statement of key benefit–that is, compelling reason to buy/purchase)  

●    Unlike  (primary competitive alternative)  

●    Our business  (statement of primary differentiation)  

●    Is available  (where)   

 Now place the answers in paragraph format to arrive at the overall value proposition. Feel free to share your 

perception of the proposition with the actual small business owner.     
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  Using our example from above, let’s say that you are located in a town with a large Hispanic 

population (Phoenix) and all of your day care workers are fluent in Spanish. Your day care center 

is located in a middle-class, Hispanic area where most households are dual income parents with 

several children. Your research has shown only a couple of nearby competitors and none of them 

have the bilingual staff that you have. This opens up the opportunity for the business approach you 

have in mind, targeting a bilingual day care center for the Hispanic parents needing day care. A 

potential secondary market might be non-Hispanic families who desire their children to be fluent in 

Spanish—a market that could be considered at another time. 

  With the target market defined, it becomes easier to determine what information customers need 

in order to make a decision to buy your service. The Juarez family (as we imagine our typical cus-

tomer) needs to find a day care center for little Tomas, who speaks a mix of English and Spanish. 

Good news! At your center he is not likely to be misunderstood. Other benefits include being able to 

leave instructions in English or Spanish or having children get a mix of both cultures, such as holi-

day and birthday celebrations, stories that are read, decorating colors, the day care center’s name, 

and such. These are things that an entrepreneur could use to make this day care center “perfect” for 

a bilingual clientele. 

  Promotion includes getting the message out to the target market so that they can make decisions 

about your product or service. When advertising, your day care center will want to mention the lan-

guage abilities and other benefits likely to be important to the target market. In order to catch the eye 

of the audience, the advertising might make use of Hispanic music, a Hispanic model/spokesperson, 

or symbols that will resonate with the Hispanic culture. (In the Phoenix area, perhaps a Mexican flag 

would work well.) It is likely to run ads in Spanish or at least partially in Spanish. It is also likely 

useful to use local Spanish television, radio, or newspapers depending on its budget and the ability 

of these media to reach the target market. Your day care center may send out mailers in the local 

area and other predominately Hispanic neighborhoods. 5  Parents who visit the day care center would 

likely hear a sales pitch that was directed to cares and concerns of this target market. 

  Consider, for a moment, promotion for the secondary market mentioned earlier: the non-Hispanic 

parents that wanted their children to be fluent in Spanish. Now the ads are likely to be in English. 

They are likely to run in different media. Mailings would go out to other areas. The sales pitch that 

the prospective parents would hear would likely be much different. 

● What are the benefits to both 

your primary and secondary 

market customers if you open 

a bilingual day care center in 

the middle of a largely Hispanic 

neighborhood? How would 

you promote to both of these 

markets?
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  So how do you do this for your particular product or service? First of all, consider where your 

target market gets the information they need to make purchasing decisions. Is it the Internet? From 

their friends? From magazines such as  Consumer Reports ? From television or radio ads? From 

talking to the clerks at the stores? Or is your product something they will buy without much prior 

thought processes—an impulse purchase. These all have implications on where you will put your 

message in order to make sure they see it. 6      

  Secondly, what features about your product or service are important to your target market? That 

is, what is it they are looking for when considering buying this product or service? Is it cost? Reli-

ability? Technology? Appearance? Fitting in with their peer group? Convenient location? How 

do what the customers deem important fit in with your product or service? (If your customers are 

motivated by price and your product’s distinction is style, technology, or other factors that increase 

price, maybe you have the wrong target market—or the wrong product for that market.) Knowing 

what the customer wants will help you determine what to say about your product or service. If you 

really aren’t sure about where they get their information or what they want, try checking out your 

competitors’ ads—your successful competitors, that is. While you’ll want to be different in your 

message content, you can get a lot of hints from what is already working. 7  

  Next, what will get your target market to pay attention to your message? Are you going to use 

rap music or classical music? Will the people in your message be wearing grunge or high fashion, 

business professional or jeans and a T-shirt? Will you use bold colors and exotic fonts, or will you 

use understated elegance? One of the major mistakes an entrepreneur can make is to choose an ap-

pealing (to them) message or media, instead of picking one which matches the demographics—and 

tastes—of the target market. 8  

  The answers to these questions are determined by a person’s age, gender, ethnicity, education, 

income level, profession, geographic region, personality, and a myriad of other factors. This is what 

makes defining your target market accurately so important. While many entrepreneurs have dif-

ficulty selecting only one target market, it is nearly impossible to design a message that will appeal 

universally or to find media that will reach all consumers. These rather generic messages often end 

up appealing to nearly no one and can be a considerable waste of marketing dollars. 

  A word of caution: unless you are particularly artistic, do not create your own promotional pieces. 

It is quite acceptable to sketch out concepts, suggest colors, symbols, and other features and to retain 

final approval, but expect to spend a little money getting professional artistic help. A graphic artist 

is well worth the investment. If you have an exceptionally tight budget, consider asking a graphic 

design department at a local university to use you as a class project or for a student who is willing 

to do the work for minimal cost and a chance to include the results in his or her portfolio. 9     

● An advantage of segmenting a 

market is that is means you can 

target your message better. Also, 

with a targeted audience, your 

advertising dollars stretch farther. 

This is the home page of the 

Web site for KNAI-FM in Phoenix, 

which is a Spanish-language 

station, potentially focusing on a 

portion of your target market.
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  Crafting Your Message   
 American consumers are bombarded by messages all day, for example, children view an estimated 

55 commercials a day. 10  However, many of us screen out most of the commercials we see or hear. 

Even when an advertisement catches our eye, we are likely to spend only a few seconds at most 

considering it unless it is of special importance to us. For example, if you are in the new car market, 

the car advertisements suddenly become more visible to you. 

  Additionally, even when we do pay attention to a message, our recall tends to be very poor. We 

are likely to forget the message if it’s not reinforced, dismiss the message if we don’t like certain 

aspects (e.g., the background music), remember only portions of the message (e.g., the product, 

but not the brand), or even remember incorrectly. To find more information about how consum-

ers select what to remember and what to dismiss, use Google to search for the phrase “advertising 

recall,” or check out a consumer behavior text from the library. Note that many business schools 

offer whole courses in consumer behavior, which gives you an idea how much there is available 

on the subject. 

  The bottom line consists of two questions: How can you get the attention of your potential cus-

tomer? If a potential customer sees or hears your message and walks away with only one thought 

about your firm, your product, or your service, what do you want that to be? 

  The how has been addressed somewhat by thoroughly investigating your target market and find-

ing out what they like. This will give us a good idea of where they are likely to be exposed to our 

messages. This will also give us a good idea of how our messages should be designed. 11  So if you 

did a good job on the target market analysis introduced earlier, you should know where they look 

and what they want. That leaves crafting a message that fits their needs. 

  Figure your goal is to craft one message for your target market. It should be specific to them 

and appealing to them. You should plan to repeat it, because a message repeated is more often the 

message recalled. You should also make sure the message is clear. There have been famous com-

mercials (like one for Rozerem sleeping pill) where people remembered the commercial (with Abe 

Lincoln and a talking beaver), but had little recall about the product. 

  The message you craft should combine the elements of your product or service’s value proposi-

tion with the needs of your target customer. If they want speed, you should stress speed in your 

message. Once you have that key element, what can you do in the message to reinforce, repeat, or 

otherwise support it? Red is the color of speed, for example, and a fast-paced radio, television, or 

Web ad can also support the impression of speed. 

  In general, you can structure messages to be similar to the target customers or distinctive. Ads 

with a similar approach use average-looking people. Ads seeking to be distinctive may opt for mod-

els. This is where understanding what your target audience likes is important. 

  Along the same lines, you need to decide the voice or tone of your message. Tones or voices 

include humor, fear, patriotism, collegiality, sex, romance, love, and nearly every other emotion. 

Some, of course, will work better than others, often depending on your product. Medications, 

insurance, safe cars, security products, mouthwashes, and breath mints may be fine for fear ap-

peals, but they may be tough for other products. Be careful of being too strong. Humor may de-

grade into slapstick (okay for some audiences, but not all); romance/love may become sappy. A 

fear appeal that is too strong may cause the audience to react negatively. Some companies found 

that their very patriotic post 9/11 ads came off as exploitation, such as Pitroid insect repellent’s 

“twin towers commercial” or Robert De Niro’s American Express New York commercial (both 

of which you can find on  Entrepreneurial Small Business ’s WordPress page-http://katzesb.word-

press.com). 

  Will your ad show a real life situation (think ads for paper towels) or will you exaggerate (the less 

than average guy with the super model girlfriend), use fantasy or cartoons? Will you demonstrate 

your product or compare it to competition? If you compare, will it be overt (We are better than 

Company A) or not (We are the best)? Will you use rational arguments about the size and speed? 

  The answers to these questions vary based on product/service and target market; there are not al-

ways hard and fast rules. Car commercials, for example, range from the excitement of the speeding 

car on the curving road to rational appeals about miles per gallon and other features of the automo-

bile. They use comparisons to others, humor, sex, fear (safety), and feel-good family themes. 

LO3
  Recognize the different 

approaches and methods you 

can use to craft and convey 

your promotional message.
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  Effective messages are  succinct messages  that will make your business clear to potential 

clients and customers. You will use more general messages to convey your firm’s overall image. 

A great example is Mary Kay’s slogan “Enriching women’s lives.” If used consistently, these mes-

sages will ensure the development of a solid business identity. 

  To start initially, you can use your value propositions for each identified market to help you 

develop your overall message or slogan. Try to think of three to five key words that would describe 

your business to anyone. What words capture the essence of what you do and why you exist? 

  Specific marketing messages use the same principle: What is the key idea I want the potential 

consumer to leave with? Sometimes these messages are pretty straightforward like “We are having 

a sale on May 24 through May 26.” Other may take more time to craft your value proposition or 

other distinct features of your product in a form that will resonate with your target audience. Start 

out with a strong first mental image—the first thing your client will see in his or her mind when ex-

posed to your message. Avoid overworked verbs; use action wherever you can but pick unexpected 

words. Saying “We beat the competition” is fine, but how much more interesting is “We wallop the 

competition”—and even adds a bit of alliteration as well. 12         

     succinct message  

 Your key point in as few and as 

memorable words as possible.    

● In crafting your message, the 

owner’s job is making sure the 

important aspects are present. 

The smart owner then goes for 

expert help in graphic design 

and presentation. These two 

Web pages are from the maker 

of Dave’s Insanity Sauces. In 

the original 1996 site (top), the 

logo was visible and the Web 

site was very simple. By 2007, 

the Web site (bottom), had gone 

through two rounds of makeover 

and, as the company and its 

offerings grew, the need to share 

more about the brand and make 

customers aware of the broader 

range of products grew too. The 

message had to be recrafted to 

match the company’s needs.
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  Conveying Your Message   
 As a small business owner, there is an important distinction to make around how you will try 

to convey your message. It is the certainty that your message will reach your target market. In 

personal selling, customers are right in front of you. Getting your message to them is a certainty. 

At the other extreme, when you prepare a form of public relations material called a press kit and 

you send this to your local reporters, you cannot be certain what mention (if any) will happen. 

As you get a clearer idea of who is your target customer—where they live, where they shop and 

play, and what media they favor—it becomes easier to pick approaches with higher levels of 

certainty that the money or time spent on that marketing approach will get your story in front of 

the right people. Figure 10.1 shows the major forms of marketing and how they differ in terms 

of certainty.   

  Traditional message conveyance includes advertising, sales promotion, public relations, 

direct marketing, and personal selling. The  promotional mix  essentially describes how much 

of each of these five you will use and the objective of each. Four contemporary methods that 

are becoming more and more prevalent include Internet, word-of-mouth marketing, buzz mar-

keting, and guerrilla marketing. The latter four, though, are really only newer media used in-

stead of or in addition to the traditional methods. For example, you may use the Internet only 

to advertise your company or product, or to promote sales, or to disseminate public relations 

information. 

  In Chapter 11 on distribution, direct marketing will be discussed as it is both a form of promotion 

and a form of distribution. Internet and guerilla marketing will be discussed there as well, though 

from more of a distribution/direct selling viewpoint. The mechanics are the same; the message will 

vary.  

  Advertising  
  Advertising  is a method of conveying your messages to your target audience. However, it is a 

method where it is hard to discern feedback. For example, you may see an ad for a particular model 

of car and be very interested, but it may be five years before you purchase that car. In the meantime, 

you may be exposed to any number of less effective ads, promotions, personal selling, and the like. 

It could be that the original ad accounted for 95 percent of your decision, but it would be virtually 

impossible to tell this. 

     promotional mix  

 How much of each message con-

veyance you will use to sell your 

product as well as your objective 

in using each one.    

     advertising  

 Advertising is often used to support 

the corporate identity and value 

propositions that are established 

through public relations efforts. 

Part of conveying your message to 

your customers, advertising outlets 

include newspapers, magazines, 

billboards, television, and Internet 

banner ads, to name a few.    

Less

Certain

More
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Aim for Here

Start Here
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Books Articles

Contests

Press & Public Relations
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Phone Business Cards
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FIGURE 10.1

Promotional Techniques
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  The main purpose of using advertising is to give the consumers information that will influence 

them to have a good opinion of your company and product and to reinforce your name in their mind 

so that when the time comes for them to make a decision, your name is considered and considered 

favorably. 

  Advertising can be done in print ads in newspapers, magazines, and other print media. It can 

be done on television, radio, and the Internet. It can be done on billboards, bus placards, and other 

outdoor media. It can be done by having your clients pass your card along to their friends (word-

of-mouth marketing) or by door knob hangers, messages chalked on sidewalks, or other forms of 

guerilla marketing. The mechanics of using these media and some of their pros and cons are further 

discussed in Chapter 11. 

  As mentioned above, the keys for effective advertising are reinforcing the name and what it 

stands for in the consumer’s mind, as well as using approaches which provide the highest level of 

certainty possible in reaching the target market. To that end, using alternative forms of advertising 

and repetition is important. Every business should start with a basic advertising kit which consists 

of the basic elements of your business identity given in Exhibit 10.1. 13        

● Business cards and stationery. These should have your firm’s name and slogan on 

them. Your business card may very well be your first advertisement. Use every opportunity 

to pass it out, not only to potential customers but to friends and family who may also pass 

your card along (word-of-mouth advertising). Many places offer bulletin boards where you 

can put your card. Place several if permitted, in case a potential customer takes one along. 

Your stationery puts your name and message in front of potential clients, existing clients, 

suppliers, and others. You need stationery and business cards anyway; you might as well 

make them work for you.

● Brochures and flyers can be produced on your computer and printed with good results 

on a high quality desktop printer. Or they can be run off rather inexpensively at many copy 

centers. They both will give more information about your firm and products than your busi-

ness card. The brochures and flyers can be as simple as a photocopied take-out menu or 

as complex as glossy four color printed mini-catalogs. They can be passed out, posted on 

bulletin boards, enclosed in other mailings, or mass-mailed by themselves.

● Sales packets or marketing kits provide potential customers an education in your prod-

uct or service, including stories of customers whose problems were solved, an FAQ (Fre-

quently Asked Questions) list, as well as a page on your products or services, and a page 

on you and your firm. These sheets can be printed on nice paper and put into a pocket 

folder with a sticker with your firm’s name and address on it.

● Signs are also a form of advertising. They need to be large enough to read by passing 

traffic and should reflect your firm. Homemade signs do not indicate high quality and 

professionalism. Consider lighting it at night—a must if you do business in evening hours. 

Changing messages keeps your customers’ interest.14

● Promotional novelties range from key chains, pens, and coffee mugs to more expensive 

embossed briefcases and the like. Something like a pen or small calendar can be produced 

with your company’s name and slogan for pennies in quantity. Fancier items may be given 

to key customers or potential key customers or as gifts to your employees. T-shirts, golf 

shirts, or other clothing can be given as gifts or worn by employees and your message 

goes wherever the clothes are worn. Staples developed a whole marketing plan around the 

succinct message “Staples: That was easy” and created the Easy Button. This promotional 

novelty was so successful that they now sell them in their stores.15

EXHIBIT 10.1

Basic Elements of 

Business Identity
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  Sales Promotions  
  Sales promotion  is a form of communication that encourages the customer to take immediate ac-

tion. Good examples of sales promotions include coupons, sales, contests, sweepstakes, giveaways, 

samples, “buy one get one free,” and other gimmicks. They range from inexpensive—sales fly-

ers photocopied—to expensive—all-expenses-paid vacation. They are relatively easy to manage—

sales and coupons—to much more complex—contests and sweepstakes. Frequent buyer programs 

(as described in Chapter 9) are also examples of sales promotion. When using contests and coupons, 

it is a good idea to check into local and state laws, since there are some places that prohibit or limit 

how these are used. For example, if you use a sweepstakes in Florida or New York, you need to post 

a bond equal to the amount of the prizes.       

  Web Sites  
 Potential clients and customers may search for your business’s services on the Internet. New small 

businesses may find a Web site useful as a cost-effective way of gaining new clients and keeping 

current customers. Your business’s Web site should be easy to read and understand by anyone visit-

ing the site, and it should be possible for important information to be found within one to two clicks. 

Too much information may confuse visitors, and inappropriate graphics and “bells and whistles” 

may discourage repeat visitors. Effective sites include links for subscribing to e-newsletters, feed-

back forms, online press kits, and contact information, along with business and product descriptions. 

A company’s Web site needs unique  keyword and description tags  for each screen in order 

to obtain a prominent listing on search engines. Professional Web developers and search engine 

specialists are able to analyze sites for their effectiveness in reaching target audiences and can help 

small business owners develop the site to best suit their needs. More information on Web sites is 

included in Chapters 5 and 11.   

  Network Advertising: Referrals and Word-of-Mouth  
 When it comes to promoting a small business that is just starting out, spreading the news by word-

of-mouth is the fastest way to build a client base. Whether a potential customer meets the owner 

directly or hears of the business secondhand, a connectedness is established that cannot be matched 

by advertising or other marketing methods. Entrepreneurs should make use of every opportunity to 

meet potential clients and expose them to their products or services. 

     sales promotion  

 A form of communication that 

encourages the customer to act 

immediately, such as coupons, 

sales, or contests.    

     keyword and 

description tags  

 Terms included in the hidden por-

tion of a Web page (called the 

 document head  ) which are used 

by search engines such as Yahoo! 

and Google to describe your Web 

site and evaluate its focus and cat-

egory placement.    

● Coupons are one of several 

sales promotion techniques 

small businesses can use. These 

coupons were sent by mail, but 

you can also provide coupons 

online through your firm’s 

Web site or coupon aggregator 

sites like CouponMountain, 

DealCatcher, and FatWallet.
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  Network advertising includes referrals as discussed in Chapter 9, but also the information you 

spread through your own network of family, friends, and business associates, who are described in 

the social networking discussion of Chapter 2. Ask those clients you’ve satisfied to pass your name 

along. If possible, give them an incentive—a discount on their next purchase, for example—to do 

so. Another example is by passing out your business card at every opportunity. (You may even want 

to print special ones offering the carrier to some token gift—an advertising novelty, perhaps—a free 

estimate, sample, or discount when they visit your business.)   

SMALL BUSINESS INSIGHT

A business Web site doesn’t win awards because it has cool features and bells and whistles that are part of 

many Web sites. It has to work for both the customers and the company. Recently rated as one of the top sites 

according to Inc. magazine, that’s what really distinguishes the Web site of AO Rafting (www.aorafting.com). 

Established by a schoolteacher nearly 40 years ago, the company All-Outdoors Whitewater Rafting or AO Rafting 

is a multigenerational family business. It’s a regional company in a seasonal business, with about $2 million in 

annual revenues and fewer than 20 permanent employees year-round. However, during its eight-month annual 

season, AO Rafting employs more than 100 people including some 75 part-time guides. Based in Walnut Creek 

and Lotus, California, right by the mother lode that drew the forty-niners out west for the Gold Rush, this busi-

ness seems isolated, deep in canyon country. Yet, it has built a Web presence that puts to shame a lot of other 

small businesses that may be more tech-savvy and have greater resources. Prospective customers can tour the 

Klamath and Tuolumne rivers through the site’s virtual tours. They can also plan trips right on the site, check the 

availability of tours, make reservations, access real-time information on water conditions, refer the company to 

friends, and find discounts on trips. The site has virtually replaced almost all the traditional marketing and promo-

tion that All-Outdoors Whitewater Rafting used to do.

A Web Strategy Runs Through It16
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  While a business card goes a long way, prepare yourself to sell your business at every oppor-

tunity. Join local groups such as Rotary or Toastmasters. Get involved with trade associations, 

chambers of commerce, or even local government. If you are able, offer to speak at organizations; 

perhaps you can share some of your funniest start-up stories and the lessons you learned. 17  

  If you ask most service providers how they get business, the answer is usually referrals or word-

of-mouth. 18  Carter Prescott, head of New York-based Carter Communications, which provides 

high-level writing and speaking services for Fortune 500 clients, doesn’t even have a listed phone 

number. “I’ve never needed one,” she says. “It’s better to have people call you on their own, rather 

than soliciting calls anyway. You get a better client that way.” She only gets calls when a current 

client gives her number to a potential client. 

  One cold call to a dealer can start  word-of-mouth advertising  19  and get your product into stores. 

Lynn Gordon, proprietor of French Meadow Bakery in Minneapolis, Minnesota, started her bread-

making business in her kitchen, producing 40 loaves a week for local co-ops. One day she made a 

cold call to a local gourmet shop, which started a word-of-mouth snowball. As luck would have it, 

the buyer was on a special diet, and Gordon’s bread was just what she was looking for. Soon other 

grocery stores signed up. Meanwhile, customers sent loaves to friends around the country, who 

called to order more. 

  Under pressure from stores, distributors started asking for French Meadow bread. Next, Diane 

Sawyer and the  60 Minutes  crew showed up to do a story about the Women’s Economic Develop-

ment Corp., a program for women entrepreneurs in which Gordon was involved. Sawyer high-

lighted Gordon and her gourmet bread on the show. Then the state helped subsidize a trip to the 

International Fancy Food & Confection Show in Chicago, where 300 stores placed orders. Will 

Steger, the tundra explorer, ordered Gordon’s bread for the international trip he was leading across 

the Antarctic. Even Neiman Marcus bought French Meadow bread to include in a $5,000 Ultimate 

Cocktail Buffet. As a result of that first cold call, Gordon moved her operation into a 13,500-square-

foot storefront bakery in Minneapolis, where she eventually employed 15 people. 

  Another effective way to create word-of-mouth marketing is to give your product away. Yes, you 

read that sentence correctly: give your product away. You start by making a list of the top people 

you would like to have as your customers. Who is your target market? Who do these people listen 

to when trying to make product decisions? What if these influential people had your product—and 

didn’t have to pay for it? If your product is as great as you think, won’t these influencers be excited 

about it and tell everyone else they know? 20    

  Buzz Marketing  
 Buzz marketing is word-of-mouth marketing as well. It has aspects of network marketing in that 

you tell one person who tells another who tells still another. The phrase is most commonly used in 

reference to using electronic media to pass the message along. In buzz marketing, if your product 

is relevant and appealing, it is likely to be picked up and sent along via e-mail, blog, or a social 

networking site like Facebook or MySpace. This is often called  viral marketing . While many 

target markets are hooked up electronically, different target markets are tuned into different types 

of electronic sources. For example, the 30-ish man is the largest fan of “viral videos,” video clips 

pasted into or linked to e-mail—especially those a little risqué or slapstick. 21  While the viral videos 

are often not advertisements, the inclusion of your product or product name can create an overnight 

success story.     

  Blogs often have themes—gardening, dieting, popular music, or other hobbies of their authors. 

These themes are what attract others with similar interests. Blogs can be as effective as viral videos. 

For example, Jeff Wilkinson, founder of Simply Sublime Foods, makes low-fat coffee creamers, 

competing against the likes of Nestlé. 22  His product was mentioned on the Hungry Girl’s diet blog 

and immediately had requests from all over the country. While Wilkinson had not initially been able 

to generate enough interest to distribute his product, now all the large grocers were knocking on his 

door. A mention on YouTube can launch a product—and get the seller much more than asking price 

as everyone clamors for it. 23  This is buzz marketing. 

  Getting your products mentioned on popular blogs, e-zines (electronic magazines), podcasts, or 

other cutting-edge electronic media means offering something to the blogger, podcaster, or e-zine 

editor. Like traditional newspapers, magazines, and newscasts, they are looking for content, but 

     viral marketing  

 Any electronic equivalent of word-

of-month advertising, in which 

the advertiser’s message spreads 

quickly and widely via e-mail, Web 

site, blogs, and other online tools.    
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content that appeals to them. If you can get them to like your product or service, they are more likely 

to mention it. Sending them your press release might work if it is relevant, but a sample of your 

product might be better. Do some research on the sites to decide which to target. For example, there 

is Coolhunting for urban living products, Kevin Kelly’s Cool Tools for tools and gizmos of all sorts, 

DailyCandy for fashionable clothing, GizModo for electronics, Luxist for luxury items, Moco Loco 

for modern furniture, and Treehugger for environmentally friendly products. 24  

  The whole idea of connecting businesses to blogs has itself spawned entrepreneurship opportuni-

ties. PayPerPost is a firm which connects firms hoping to be featured on blogs with bloggers who 

don’t mind some extra cash for mentioning their products. The company’s founder counters impli-

cations that this is unethical by stating that the firm doesn’t specify whether the content needs to be 

positive or not; in other words, you can even get paid for complaining about a product or service. 25      

  The Process of Personal Selling 26    
 One of the most important jobs an entrepreneur can do is being a good salesperson for his or her 

product or service. Who knows more about your firm than you do? Who believes in it so much to 

put all the time and effort into getting it launched?     

   Personal selling  has the advantage that you can be flexible in your presentation. If the current 

customer is a technophobe, emphasize ease of use. If he loves technology, let him know that he’ll be 

on the cutting edge. Personal selling allows you to find out the buyers’ main concerns and address 

them; in advertising you can only guess. Personal selling allows you to find out from clients what 

future features they may want to see. 

  While selling may be thought of as an art, there is a general formula for generating interest in 

your product or service: 

 1.    Prospect and evaluate : A good salesperson will collect background information and prepare 

to present. This could start months ahead of a sales call by making sure that you are thoroughly 

informed about your product and what it can or cannot do. Of course, the entrepreneur knows 

all that, but may need to study up on some of the technical terms used in the field. In hiring 

a new salesperson, this step may be lengthier. In addition, putting together a list of potential 

LO4
  Learn the key skills 

involved in personal selling, 

especially closing the sale.

     personal selling  

 The process of selling your prod-

ucts and service; includes prospect 

and evaluate, prepare, present, 

close, and follow-up.    

● One of the techniques of 

buzz marketing, which started 

with student entrepreneurs 

and has grown, is the campus 

T-shirt campaign. Pick a product, 

service, or cause, print up T-shirts 

(the more striking the better), and 

get friends or groups on campus 

to wear them around to drum up 

awareness.
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clients (called “prospecting”) takes place. Here is another case when thoroughly knowing your 

target market is key and critical. In some firms, this may be as simple as who walks in the door. 

How do you find these prospects? Here’s where using a referral form can be a good idea. Ask 

all satisfied customers of the names of people they know who may potentially need or want 

your product. Customers may prospect themselves by asking for more information after find-

ing your Web site or responding to a direct mail advertisement. You may buy mailing lists of 

prospective clients as well. (See Chapter 11 for more information about direct mail and mail-

ing lists.)  

 2.    Prepare:  Preparation means finding out what you can about the clients before approaching 

them. In business-to-business selling, you may be able to check out their Web site and find out 

more about what sorts of products the potential client makes. This will help you decide how 

you may want to pitch your product. What seems to be critical to them? Is it state-of-the-art 

technology or quality or cost? Pre-qualifying means cleaning up your list to remove potential 

clients that are unable or unlikely to buy your product. The reasons for excluding will vary from 

firm to firm but might include financial status, having just purchased a competitive product, 

legal issues (e.g., to whom you can or cannot sell), and the like. At the end of this phase, the 

initial contact is made or the appointment is set up. Once again, check your intended sales pitch 

for jargon or terms and phrases the customer is unlikely to understand. You want your argu-

ment to be compelling and logical for the customer and the sooner the customer can see the 

potential advantages, the more likely you are to successfully close the sale. What do you offer 

that is better than the competition? Go back to your value proposition and make sure you are 

correctly communicating it. 27  This stage is certainly a bit harder than consumer selling where 

the potential customers may often just walk into your place of doing business. Some of the best 

● Entrepreneurs are, in a sense, 

always selling their company/

product/service. Being skilled in 

personal selling is important for 

many reasons. What elements of 

the process of personal selling 

are you confident in? Are there 

elements you think you need to 

practice?
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salespeople in handling these sorts of clients are found in the computer and electronics industry. 

They usually start off with a few questions to hone in on information to help them make their 

pitch. (“Will you use your new computer for gaming, Internet searching, or word processing?” 

“Do you have a budget in mind?” “Who will be using this computer: you or your child?”)  

 3.    Present:  During the presentation phase, the salesperson presents a logical and compelling ar-

gument for purchasing their product. The more information he or she is able to obtain in the 

preparation phase, the better she or he is able to address potential concerns and point out spe-

cific features. Most salespeople emphasize the needs or wants their product can satisfy. You 

don’t sell features; you sell benefits. Presentations should be rehearsed and facts memorized, 

but the presentation should never appear canned. A good salesperson can and will adapt his 

presentation to his audience. Note that this is similar to suggestions in Chapter 8 on how to 

prepare and present an elevator pitch. It is much the same type of selling. Establishing a per-

sonal relationship helps. Take an interest in what the client likes. Be prepared to spend a few 

minutes in idle chitchat (but don’t waste their time; if they want to chat, fine, but when they 

want to get to business, switch gears immediately). For walk-in clients, introduce yourself and 

if they give you their name, use it. Find out a little bit about them in the approach. (Remember 

the computer salesperson mentioned above.) Try to establish rapport—an emotional connection 

between you and the other person. Even simple statements like “I know what you mean; I hate 

that, too” make the client feel that you understand. Use technological language appropriate for 

your audience.  

 4.    Close:  As you begin to wrap-up your presentation, you will likely encounter objections as 

customers also anticipate the close of the sales pitch and the coming request for purchase. 

Customers nearly always have objections and the good salesperson is prepared to answer these 

objections. “Certainly the price is higher than our competitor’s, but we have 20 percent less 

downtime, making our product much more cost effective.” Once the material has been pre-

sented and the objections answered, the salesperson needs to close the sale. The close is the 

commitment from the customer. There are a number of techniques including: 

●    Trial close  (“Which credit card would you like to use to pay for that?”)  
●    Assumptive close  (“I’ll just need your credit card for payment.”)  
●    Urgency close  (“This rate will end at the end of the day.”)  
●    Alternate choice close  (“Would you prefer the standard or deluxe model?”)  
●    Chances-are close  (Customer asks to think about it and you say “What are the chances you 

will buy later?”)  
●    Make-a-suggestion close  (Offer a waffling customer suggestions on why it is a good idea 

to buy.)  
●    Try-before-you-buy close  (Offer a trial period, if your business can handle that.)  
●    What-will-it-take close  (“What will it take to close this deal?”)   

    Additional closing techniques are discussed in the Skill Module 10.2.  

SKILL MODULE 

10.2

The Art of Closing28

Columnist Cord Cooper of Investor’s Business Daily has made a career of gathering tips on closing sales. His 

suggestions include:

● “Restate the need.”  As Barbara Corcoran, chairman of The Corcoran Group, a $2.5 billion New York City 

real estate firm, and author of the book Use What You’ve Got suggests, get the customer’s requirements 

and restate them. If you can do a better job of explaining the customer’s needs, so much the better. Other 

examples of Cooper’s widely respected advice include:

● Listen.  It seems obvious, but it is the key to everything. Don’t interrupt and listen for what seems impor-

tant to the customer. Note needs your product can meet (and those it can’t) and include the former in your 

response.
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 5.    Follow-up:  Finally, the close is not the end of the sale. The important objective of follow-up is 

to make your customer feel at ease. Do this by staying with the clients for a few minutes postsale 

and get to know them. Have you ever bought something only to start second-guessing yourself in 

a couple days? Maybe you should have at least checked out the competition? Maybe you should 

have waited until it was on sale? This is known as  cognitive dissonance  and happens frequently 

especially with more expensive items or purchases that are considered risky. A good salesperson 

will often contact you during this time to reiterate all the good qualities of your purchase and to 

reassure you that you did indeed make a good decision. This is also a good time to ask for refer-

rals. Follow-up may also include activities from others in your firm such as installation, warranty 

work, financing, and the like. Building long-term relationships is the key to successful business 

and taking care of a customer postpurchase goes a long way to building them. 29          

  Succeeding after the Sale   
 Every sale gives you the most valuable resource any business can get—a customer. It sounds obvious, 

but once you have been in business awhile you will learn that it is easier and more profitable to sell 

to existing customers than to prospect and attempt to sell to people who are not your customers. How 

much easier? Literally five times easier, according to the research. Research shows it costs five times 

as much to get a purchase from a new customer compared to an existing one. 30  Or try it this way—

what is the easiest way to increase your profits 100 percent? Again, according to the research, just 

keep one more customer out of every 20, i.e., increase your retained customers by 5 percent. 31  

  The name for the general approach to keeping customers is called  customer relationship man-

agement  or CRM for short. CRM focuses on identifying your customers and their purchases, and 

managing your marketing efforts with customers to maximize their loyalty to and purchases from 

your business.  

  Strategies of CRM  
 What are the strategies behind CRM? These depend on what kind of customer you are seeking—

new or existing—and what you are trying to sell them—a new product or one you already have. 

These variables lead to four approaches, seen in Figure 10.2. Selling the same products to the same 

     cognitive dissonance  

 Doubt that occurs after a purchase 

has been made. An inconsistency 

between experience and belief.    

LO5
  Recognize the major 

approaches to customer rela-

tionship management.

     customer relationship 

management (CRM)  

 The process of tracking the cus-

tomer’s different contacts with the 

firm, and using this data to help 

improve sales as well as the cus-

tomer’s experience.    

● “When would you want it?”  This question is a great way to determine the degree of urgency the customer 

faces. Something needed “tomorrow” means making the sale now and could help the customer feel better.

● Get feedback.  The more a customer will tell you about what they like and dislike, the better you can tailor 

your sales effort.

● Handle buyer’s remorse.  If someone is buying a big-ticket item, they might get nervous about the money 

they’re spending. While you’re there, reinforce their desire for the product by going over the benefits. Con-

sider telling them of others’ positive experiences, and think about calling them the next day to reinforce the 

benefits and value.

● Sell the result.  Show customers specific beneficial outcomes from their use of your product.

● Use more than one outcome.  High quality items last longer and are more prestigious—use both benefits 

if they fit your customer’s needs. Consider outcomes like service, delivery, financing terms, warranties, and 

extras in addition to cost.

● Take strategic advantage.  This is done in several ways. Bring your assistant along to show you’re impor-

tant and to have another pair of eyes. Ask to be last so you don’t have to compete with anyone else. And 

above all, practice. “Role-playing puts your inhibitions to rest and results in a well-prepared, confident de-

livery,” says Corcoran, who started her firm with just $1,000.

● Be patient.  Often if you ask for a decision before they are ready, the answer is “No.”

● Accumulate “yeses.”  The more items you and the customer agree on, the more likely they are to agree to 

the sale. Arrange the discussion of needs and benefits to generate a lot of information, and a lot of yeses.

● Counter positively.  When you hear something that makes you want to say “No,” or “Yes, but,” try instead 

to phrase your response as “Yes, and . . . ” to show agreement.
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customers is called a  market penetration  approach (this is what customer loyalty programs focus 

on developing), while selling the same customers a new product is called  product expansion  (this 

is central to the process called “upselling”). When selling to your existing customers, you have the 

benefit of being able to use data you have gathered in your prior customer contacts.   

  If you are looking at people who have not been customers, you might seek a  market expansion  

strategy to sell your existing products to them (this is where prospecting comes in), or a  diversifica-

tion  strategy if you are trying to sell them newly developed products (for example, your new lines). 

In such cases, you might get prospects’ contact information from referrals by existing customers 

(the approach likely to give you the best results), purchases of mailing or customer lists from mar-

keting list big businesses like Dun & Bradstreet or Donnelly or from smaller specialized list firms 

like Direct Media or USADATA, or from organizations whose members might be particularly in-

terested in your product or service (e.g., a local kennel club’s member list if you had a pet grooming 

business).   

  Steps in CRM  
 Regardless of the strategy, the necessities are pretty much the same: (1) Gathering the data, (2) Ana-

lyzing the data, and (3) Delivering CRM-driven marketing efforts to increase sales.  

  Step 1: Gathering the Data  

 The key to CRM is the data on current or prospective customers. Given the power of repeat selling, 

the most valuable data comes from your existing customers. For all existing customers you want two 

kinds of data—contact data and performance data. Contact data gives you the particulars on your 

customers while performance data gives you information on the date and type of contact, since in 

many sales situations, it can take repeated contacts before a sale is made. 

  Some of this information might be entered by the customer, for example, when they are buying 

online or filling out a delivery form in your store, or it could be done by you or an employee. As 

noted above, when you are building a prospect database for your CRM efforts, the names and con-

tact data usually come from a variety of sources outside of your firm. 

  If you look at the contact data in Table 10.1, you will see that many of the contact fields are the 

ones you find in an Outlook contact record. For contact data, Outlook or related software can pro-

vide a ready-made starting point; also note that Microsoft offers an Outlook add-on called Business 

Contact Manager and a stand-alone program called Dynamics CRM which add more functionality. 

However, today there is a tremendous range of software available for CRM. 32  For example, people 

use specialized software such as Sage’s ACT! Software for managing contact data, often connect-

ing it with accounting software like Peachtree or Quickbooks to tie contact and performance data 

together. You can also build your own database in Microsoft Access or Excel (or in the free open 

source alternatives found in OpenOffice). 

  If you prefer a polished solution, you can use the sophisticated CRM offerings from companies 

like Salesforce.com or Siebel, which typically offer a Web-based approach for a monthly fee. There 

are also open source solutions for CRM such as Sugar ( www.sugarcrm.com ) or OpenCRX ( www

.opencrx.org ). There are also free versions of commercial packages like the personal version of 

Etelos CRM for Google Apps. A Google search for “open source” CRM will get you a quick listing 

of free open-source, as well as for-fee, commercial CRM applications. 

     market penetration  

 A strategy whose goal is growth, 

based on selling more of the firm’s 

product or service to the existing 

customer base.    

     product expansion  

 A strategy whose goal is growth, 

based on selling existing custom-

ers a product or service they have 

never bought before.    

     market expansion  

 A strategy whose goal is growth, 

based on selling in areas or to 

groups previously not served by 

the business.    

     diversification  

 A strategy whose goal is growth, 

based on adding new products or 

services to the firm’s existing col-

lection of offerings.    

FIGURE 10.2

The Strategies of 

Market Growth

Source: William O. Bearden, Thomas 

N. Ingram, and Raymond W. Laforge, 

Marketing: Principles and Perspectives 

(4th ed.), (Burr Ridge: McGraw-Hill/

Irwin, 2004), p. 57.
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The Key Data of a CRM DatabaseTABLE 10.1

Contact data

● Person

• Unique customer ID number

• Customer Name

• Honorific (Mr., Ms., Dr., etc.)

• Title (e.g., Purchasing Manager)

• Firm Name (if it is a business customer)

• NAICS or SIC code (if it is a firm)

• Unique firm ID number (if it is a firm)

• Basic Demographics (age, gender, and other data specific to your business, such as sizes for clothing 

firms, education for professional training firms, etc.)

● Location

• Mailing address (business and personal if possible)

• Preferred mailing address

• Phone numbers (work, cell, and home if possible)

• E-mail

● Source

• Sales

• Referral from Customer (give customer ID)

• Mailing List (specify which one)

Performance Data

● Purchases

• Date

• Product or Service

 ■ Product/Service Name

 ■  Product/Service ID Number (e.g., Model N475, Service 16—this helps if you plan to do quantitative 

analyses)

 ■ Quantity Purchased

 ■ Price

 ■ Any Discounts/Coupons/etc. applied

 ■ Sales setting (online, in-store, at a show or fair, etc.)

• Related Purchases (e.g., delivery, set-up, refills, warranty)

• Purchase basis (walk-in, saw paper ad 1, paper ad 2, online ad 1, online ad 2, handbill 1, handbill 2, 

referral from customer—and give the customer’s ID number)

● Relations

• Other visits without purchases

• Web site visits without purchases

• Telephone contacts

• Other personal contacts

● Follow-Through

• Follow-up

 ■ What was done, when

 ■ Was customer satisfied? If not, why and how was it handled?

• Materials or actions promised to a customer

• Reasons (new product arrival) or times (e.g., start of school year) to contact this customer
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  In designing your database, separate the items which only need to be entered once (like most of 

the Contact Data) from items which need to be added each time, like the purchases and especially 

promises made to a customer (such as additional materials or information, or some action like help). 

This reduces the time burden on you and your employees when recording the sale, and increases the 

likelihood that the data essential to your CRM effort actually makes it into the database. Often, you 

can tie in your inventory (which has the product or service information) and point-of-sale system 

(which records the sale, method of payment, etc.) to the CRM system so the number of fields you 

need to enter for each sale is dramatically reduced.   

  Step 2: Analyzing the Data  

 In the end, the kind of analyses you want to be able to perform are ones which give you a  customer 

vector  which is a type of data report from your CRM database which lets you summarize informa-

tion by date, by product or service being sold, by groups of customers (e.g., all firms in NAICS 

453310—antique dealers, all customers from California), or by the purchases of an individual per-

son or firm. An example of a customer vector for individuals is given in Figure 10.3.     

  Reports such as this can help you decide how to operate several key aspects of your marketing 

effort. If you track sales by purchase basis, you can tell which of your advertising efforts resulted in 

the most sales, so it makes it easier to decide which marketing efforts to continue or expand. If you 

link sales and purchase basis to the type of customer (by industry, location, education, or age) you 

might figure how to better target ads or promotions to particular types of customers. If you look at 

customer source basis and purchase, you might be able to tell which mailing lists produce the best 

returns. You could also find a product which has low quality by tracking sales organized by product 

and customer satisfaction. As these varied examples show, the possibilities are nearly endless, even 

with the basic data outlined here. 

  But perhaps the simplest and most important analysis is sales by customer. In marketing, there 

is a strong belief that 20 percent of your customers give you 80 percent of your sales. The key is 

identifying which customers are in that 20 percent and once you have, doing everything you can to 

keep them, and keep them happy. In the hustle and bustle of the day, you might come to believe that 

the loudest or most demanding people are your biggest customers, but often a sales-by-customer 

analysis lets you identify quiet, easygoing customers who are nonetheless major purchasers, and 

who are the ones you would otherwise be most likely to overlook.   
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  Customer analysis can get significantly more complex, and there are whole courses and seg-

ments of the marketing profession focused on performing and interpreting those complex analyses. 

However, you can get your own 80 percent of benefit from performing the simple basic 20 percent 

of analysis outlined here.   

  Increasing Sales through CRM  

 The goal of all this data gathering and analysis is to increase your sales and help make your mar-

keting efforts as economical as possible. The proof of a CRM effort is seen in (1) higher levels of 

customer loyalty in existing customers, (2) higher levels of purchasing from your existing custom-

ers, and (3) more tracked prospects making initial purchases from you. The techniques for managing 

current and prospective customers are actually very similar, and tie together many of the techniques 

we have talked about throughout this section of the book. 

  Fundamentally, the keys to customer service are follow-through and follow-up.  Follow-through  

refers to doing what you said you would do. If a customer mentions a concern or problem, you will 

of course try to fix it. But too often entrepreneurs or their employees can get rushed, and delay or 

even forget about what they promised customers. If you remember to keep up your CRM database 

(which is the biggest problem for entrepreneurs), a good CRM system will remind you of the prom-

ises you have made. 

   Follow-up  refers to the contacts you periodically make with customers in order to remind them 

of your business, and your interest in their business. This can be done through personal contacts by 

phone, mail, or personal visits, although increasingly contact is done electronically through e-mails, 

electronic newsletters, discussion lists, or interactive Web services like blogs or wikis. 

  The advantage of the electronic approaches is they can dramatically lower the cost of market-

ing efforts, by saving you printing and mailing costs. Additionally, electronic marketing aids can 

get into your customers’ hands in minutes or hours rather than days. The interactive approaches 

also give you a chance to hear ideas and concerns from customers directly and immediately, giv-

ing you a chance to resolve problems quickly and even get new prospects for products and services 

to offer from those who have the need. The essential aspect of follow-up is to take the initiative to 

stay in contact. 

  If you can get a customer’s e-mail address, there are a wide variety of low-cost or free services 

you can use. For electronic newsletters, there are services such as Benchmark, StreamSend, or 

Constant Contact, which run from $5 to $30 a month for a mailing list of 1000, and offer free trials. 

These services can also be used for e-mail campaigns, along with free services like Google Apps 

( www.google.com/a/ ) or BlueTie Free ( www.bluetie.com ). 

SMALL BUSINESS INSIGHT

Union Community National Bank (UNCB) in tiny Mount Joy, Pennsylvania, was founded in 1853, and pretty much 

had the local market to itself until the big national banks moved in during the 1990s. Facing competitors offer-

ing more and better services and lower rates, UNCB lost customers. Although they lowered their loan rates and 

offered higher returns for deposits, they could not make up the lost business. Then the bank installed a CRM 

system and had a revelation when they saw a report of customers segmented by how profitable they were. With 

this information in hand, the bank identified the customers most important to the bottom line, and offered those 

people more of the services they had shown they liked. Less profitable customers were directed to services like 

electronic banking, which in turn helped make even this segment profitable. The CRM approach helped turn the 

bank’s fortunes around, with more than $1 million in increased revenue, and a profit increase of 35 percent. For 

UNCB, CRM made a big difference.

UNION NATIONAL COMMUNITY BANK33
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  Note that there are ethical and legal concerns in doing mass e-mailings to current or prospective 

customers. While the CAN-SPAM act lets you contact people with whom you have done business, 

sending unwanted e-mail is not something which will endear you to your customers. It works best 

if you ask customers’ permission to e-mail them. It also means they are more likely to treat your e-

mails as real and not spam to be blocked by their e-mail service. There are other aspects of e-mailing 

you should check on, and you can get the latest details at the Federal Trade Commission Web site 

( http://www.ftc.gov/bcp/menus/business/ecommerce.shtm ). 

  Follow-up can be periodic, based on the time elapsed since a customer’s last purchase, or based 

on a fixed schedule, such as Spring/Summer/Fall/Winter or a holiday schedule. It can also be based 

on aspects of your firm, for example, when your new shipments arrive, or when you are the first in 

town to have a particular product. It can even be based on targets of opportunity. For example, if a 

big movie event occurs like the opening of one of the  Pirates of the Caribbean  movies, you might 

do a follow-up promotion based on pirate-themed products or a pirate-themed gathering. 

  By linking follow-up efforts to customer sales, you can identify which follow-ups work best—

and even how long they take to work. When you convert a prospect into a customer through your 

follow-ups, the CRM data can tell you how you found them, and from there you can even figure 

out which approaches give you the most value (in terms of sales made) for the money spent on the 

promotional effort. 

  Remember that the goal of CRM is to increase sales. One way is to remind customers about 

your business. Anything which reminds existing customers of prior positive purchasing experiences 

helps bring them back to you. Anything which helps you open, maintain, or expand your relation-

ship with the customer eventually helps bring them back for additional purchases. And anything 

that helps you identify your most profitable customers helps you concentrate your most valuable 

resource, your time, on those people and firms whose business can make the biggest difference in 

your business’s bottom line.    

  Handling Postsale Problems  
 While “customer service” is one of the truisms of why small businesses are better than large ones, 

this is hardest to sustain when dealing with postsale complaints. Small business is usually a per-

sonal business, so it is hard not to take complaints personally. But in the end, the ultimate test of 

any business is how it handles adversity, and complaints are probably the most frequent example of 

that ultimate test. 

  In reality, some complaints are justified 34 —a product or service arrived late, did not live up 

to (or worse yet match) the description, did not reflect the quoted price or discounts, was lower 

quality than the customer was led to expect, or was delivered by an impolite, uncaring, or un-

professional worker. When this happens, your job is to make things right. Find out the details of 

what went wrong. Here your job is to sit and take it (and ideally ask for more) as your customer 

vents their frustration at you—it helps them to get it all out. Once they are done, talk to them 

about what you are prepared to do to make things right. Your goal is to come to an arrangement 

that the customer thinks is fair. Keep in mind the value of a lifetime of this customer’s pur-

chases to help you realize how far you should go to keep them happy. A few days later, follow 

up with a call to make sure the customer is satisfied—in fact, see if you can leverage it into 

another sale. 

  But it is also true that you will face customers with unjustified complaints. There is no magic 

phrase which disarms these explosive situations. 35  Your job is to remain calm and stay focused on 

what you are willing to do. Some ways to handle this sort of problem include: 

●   Appeal to the customer’s sense of fair play, saying you want to do what is right.  
●   Consider offering a compromise, giving them some (but not all) of what they seek.  
●   Suggest involving a third party like the Better Business Bureau to arbitrate.  
●   Consider politely standing firm only when the facts unquestionably back you up.  
●   Also consider politely standing firm when the demand is clearly unreasonable.   

When handling these complaints as a small business owner, it does not work to talk about “company 

policy” as a reason for inaction—as owner, you make the policies. It also never works to lose your 
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cool and yell. It backs the customer into a corner (where you are likely to lose business if nothing 

else), and makes you look less professional. Finally, it does not work to argue with a customer. Win-

ning these sorts of arguments may mean a rockier road with the customer in the future. 

  In the end, marketing is about sales, and in most businesses, the goal is to sell to the same 

customers again and again, as well as get those customers to recommend your business to their 

network. Doing this well over the long run requires mastering the 4 Ps (price, product, promo-

tion, and place) as well as the postsale behaviors of CRM and handling complaints, but the goal 

is more and more satisfied customers, and in the end that is what business is all about. As Bab-

son’s Jeff Timmons says, “Happiness is a positive cash flow.” And nothing generates cash like 

sales.     

  Building a Press Relations Program   
  Press relations  are those activities you do to influence or increase media coverage of your busi-

ness. Media include newspapers, magazines, Web sites, blogs, radio, and television. These can be 

targeted to the general public or for specific groups like industry or trade associations, professions, 

neighborhoods, or lines of business (e.g., gas stations, restaurants, etc.). In this section we talk about 

how to target media outlets that can do your firm the most good, how to develop the keys to any 

media strategy—your press release and press kit—and even how to determine what a media outlet 

might find newsworthy.  

  Targeting Media Outlets  
 Building a press relations program is a lot like planning any other aspect of marketing. It starts with 

your target. In public relations, determining your target is determining which media are likely to 

reach your customer. This may include radio, newspapers, magazine, television, and newsletters. 

Since you are a small firm and perhaps local in scope, national media are probably not for you (un-

less you have invented the next Google, YouTube, or other breakthrough technology). Most com-

munities have local publications promoting local businesses. Local television stations won’t offer 

you  60 Minutes  slots, but like to feature stories as fillers in their newscasts—especially if the story 

is newsworthy, of human interest, humorous, or generally “feel-good.” 

  As with personal selling, make a list of these media and then determine which ones are most 

likely to carry the sorts of news you offer. Treat them as if they are your customers. Find out the 

main contact people, their phone numbers, and do a Google search to see what stories they cover 

and find out more about them. Ask if they have any preferences as to how they like the information 

delivered. 36  Send them your press kit and ask for theirs. 37  Some will prefer that you write the story 

and let them edit. Others will prefer to send out their own reporters. 

  Additionally, the press release can be used on your Web site, as handouts to clients, or included 

in direct mail. If you are a presenter at a meeting or conference, pass it out as background informa-

tion. Frame it and hang it in your place of business. (Many restaurants hang favorable reviews where 

clients can see them as they wait for their table.) And, as with personal selling, continue to build 

your relationship with the media. Include a link to the article as part of your signature. 38  Now, you 

need to determine which story you will send out and write the press release.   

  The Basics of a Press Release 39   
 The  press release  (see Skill Module 10.3), like the one seen in Exhibit 10.2, is the key method for 

telling your business story. Entrepreneurs can use the AIDA (attention, interest, desire, and action) 

formula to write press releases well.            

●   Attention: Get their attention with a catchy headline. Something clever or a play on words 

may do the trick. It needs to be short—no longer than ten words and preferably less. Some-

times a subtitle may be used, especially if the attention-getting title may not give enough in-

formation. For example, “Udderly Delicious: Dairy Marketing in Venezuela” 40  is the example 

of a clever title—a pun—and a subtitle to explain what the article is really about. Try to strike 

an emotional chord with your readers. Empathize or address a problem they have and you may 

draw their attention further. 41   

LO6
  Learn how to develop a 

press relations program.

     press relations  

 Activities used to establish and 

promote a favorable opinion by the 

media.    

press release

 A written announcement intended 

to draw news media attention to a 

specific event. 
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●   Interest: While the title should start to pique their interest, the opening paragraph should really 

capture them. This first paragraph should include the  who, what, when, where, why,  and  how  

of the story. If you are really good, you can get all that in the opening sentence. The idea is to 

“hook” them and get them to read further.  
●   Desire: Now provide the meat of the press release—details that tell us more about the open-

ing information and increase our interest. Depending on what your press release is about, 

this could include features of your new products, or some biographical information on the 

new person you hired. Start with the most important information in the story because editors 

frequently delete ending materials to fit space. Quotes from key people from outside the com-

pany can imply third-party endorsements.  
●   Action: At the end you put contact information. Where can they find out more about your 

wonderful new product, your exciting new vice president, or this fantastic company that just 

won an award? The goal is to get them to be potential clients; kind of hard if they don’t know 

where to find you!       

SKILL MODULE 

10.3

Writing a Press Release

One of the best-known sources for press releases is called PR Newswire. They offer what is seen as the gold 

standard in press release layout, consisting of seven items:42

●  A top heading which says: FOR IMMEDIATE RELEASE

●  Then your Headline below that

●  Below that is your Dateline (your city and the date you sent the release)

●  Now you start your Lead Paragraph (giving the who, what, when, where, why, how )

●  Next comes the Body (most important information and quotes first)

●  Below that is the Company Boilerplate (generic information about the company and its history, your 

products, and the like)

●  Last is the Contact Information (name, phone, e-mail)

Now that you know what the media expects in a press release (and you can see an example of an excellent one 

in Exhibit 10.2), you have the opportunity to actually write one. Start by going to http://www.pressbox.co.uk/

Sports/index.html. This Web site has thousands of press releases that are submitted to the pressbox newswire 

and directory every day. It also has several categories of press releases ranging from arts, business, sports, and 

technology.

 Pick one of your favorite categories and start reviewing several of the newly posted press releases, some 

good and some needing improvement. Your task is to find one that is less appealing and probably would have 

a difficult time catching the editor’s eye. Given the information provided in the press release along with any ad-

ditional information (Web site address, additional contacts), rewrite the press release so that it would capture the 

attention of the media. Again, consider how the information provided in the press release benefits the individual 

reader. Using all the recommendations mentioned, make sure you get the five Ws and one H of the story—the 

who, what, when, where, why, and how. When you’re finished, take the original press release and your revised 

one to one of your classmates. Have him or her critique both and ask which of the two he or she believes would 

grab the attention of the press and other readers.

  Resources for E-Mailing Press Releases 43   
 Once you have developed your press release, there are a plethora of Web sites that can assist you in 

sending or e-mailing your press release to the appropriate media. These include: 

●   ABYZ News Links—contains links to more than 17,200 newspapers and other news sources 

from around the world:  http://www.abyznewslinks.com   
●   Gebbie Press—where you will find a wealth of media information:  http://www.gebbieinc

.com   
●   American Journalism Review—a great link to media sources that are on the Internet:  http://

www.ajr.org           
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 Draft release: Jan. 23

Contact: Chris Perkett Tom Jaffee

 PerkettPR, Inc. 8minuteDating.com

 781-555-5852 617-555-7764, x201

 chris@perkettpr.com tom@8minutedating.com

 8minuteDating.com Hosts “Biggest Dating Event in History” on February 11

8minuteDating.com Cupid Parties provide singles in 47 cities across the U.S. and Canada with a unique 

alternative for Valentine’s Day

Boston, Mass. — Jan. 27, 2003 — 8minuteDating.com, the world leader in round robin dating, today an-

nounced it will be holding the largest recorded dating event in history on Tuesday, February 11. 

The “8minuteDating.com Cupid Party” will be held in 47 cities at 59 venues across the U.S. and 

Canada, providing singles with a fun new way to enjoy the Valentine holiday, as well as the opportunity to 

meet someone. The marquee event will be held at the Hard Rock Café on 57th Street in New York City.

Single people often dread Valentine’s Day because they want something fun to do that offers the possibility of 

making a romantic connection. The 8minuteDating.com Cupid Parties are not only a great party, but using the 

automated 8minuteDating.com matching system, participants are likely to get a date in time for Valentine’s Day.

“Today’s singles are busier than ever and they need help meeting people to date,” said Tom Jaffee, CEO 

and founder, 8minuteDating.com. “8minuteDating is the ‘bar scene made better’ because participants get to 

meet like-minded people every eight minutes, rather than staying clustered with their friends in a smoky bar. 

It’s a fun party, and we expect about 60 percent of the participants to find a date in time for Valentine’s Day.”

Appealing to America’s 82 million singles of diverse ages, ethnicities and sexual orientations, 

8minuteDating.com provides a fast, fun, safe and comfortable way to meet people for dating, friendship or 

business. 8minuteDating.com is the first and the largest company to bring together the best of today’s most 

popular dating services, combining the ease of the Internet with the opportunity to meet a room full of like-

minded people, face-to-face, before committing to a lengthy one-on-one date.

How does it work?

— An equal number of single men and women gather at a restaurant or other venue.

— Each person has eight one-on-one dates that last eight minutes each.

—  To keep the conversations comfortable for everyone, participants do not ask anyone for their last name, 

for their phone number or for a date.

—  An intermission enables participants to meet everyone at the event, in addition to their pre-determined 

eight dates.

—  After the event, participants log on to www.8minuteDating.com and enter the names of the people they 

want to meet again, whether it’s for dating, friendship or business.

—  Whenever two people enter each other’s names in the same category, 8minuteDating.com automatically 

sends the contact information to both people so they can set up another date.

 Guaranteed Success

More than 99 percent of 8minuteDating.com attendees report that they enjoyed their evening of 

8minuteDating. Of that number, 81 percent had a “very good” or “excellent” time. An overwhelming 96 percent 

of attendees say they would attend another 8minuteDating.com event, and 95 percent recommend 

EXHIBIT 10.2

Sample Press Release

8minuteDating.com, the pioneer 

in offering speed dating services, 

started small and now reaches over 

60,000 customers in 55 major cities. 

What elements of their Cupid Party 

press release illustrate how 8minute 

successfully attracts and relates to its 

market audience?

Source: Reprinted with permission of 

8minuteDating.com.
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 The press release is often included as part of a  press kit.  Press kits are a variation of the sales 

kit mentioned earlier. Press kits include brochures, business cards, product information, and other 

materials that can provide background material for a reporter. They should include a letter of in-

troduction and may include a brief history of the firm and information about the owner and other 

key managers. Include other press releases, articles, and other newspaper clippings about the firm 

and other such material. Consider including a “frequently asked questions” page, information about 

awards, audio and videos of television, or radio interviews. Financial statements, if you are publicly 

traded, are a must. If appropriate, include samples of your products, camera-ready logo art, statistics 

specific to your industry or target market, photos, and even an order form—they could be your next 

customer! 44  Whenever you run across a new media outlet appropriate to your clientele, add it to your 

media list.   

  What Is Newsworthy? 45   
 Press releases are meant to draw the attention of the public to something that’s new and  newsworthy  

which could be a range of things, from products and people to services and solutions. To further garner 

serious attention from the media and the public, a news story needs to deliver certain essentials that 

will hold readers’ attention, and keep your news in their thoughts. It should have public recognition, 

public importance, or public interest. 

   Public recognition  includes  issue recognition  (Have you solved a problem that is an 

at-large issue? If your problem is not familiar to the public, people need to be familiarized with 

it before they understand your news),  trendiness  (Is your news a low-carb diet or a Cabbage 

Patch Kid? That is, will you be able to ride the wave of fashion or will you be just another in a 

long and dated line of related stories?), famous faces (If the news is connected to one or more 

recognizable people or organizations, the public will already feel a connection to the story.), 

and  proximity  (News is sure to attract attention if it can potentially affect a number of people. 

The more people it will affect, the further your story will spread.).  Public importance  includes 

 power  (Does your news represent a power struggle or shift? Power affects the community, and 

the farther its potential reaches, the more newsworthy the event.) and  currency  (Your event will 

have its greatest importance while the issues are current. Will your news be connected to other 

recent events?). Finally,  public interest  includes a  good story  (Does your news present a good 

conflict and resolution? Nothing grabs attention and memory better than a good story.),  human 

interest  (A character with whom the public can relate helps generate interest and attention. Can 

you pull human interest into your news? The human interest story line helps connect the news to 

the audience with emotion.),  visuals  (graphics—action, photography, and so on—draw atten-

tion to the piece, making another connection between viewer and the news. Are there interesting 

     press kit  

 A type of sales kit sent to media 

outlets which is focused around a 

press release.    

     newsworthy events  

 To garner serious attention from the 

media and the public, a news story 

needs to deliver certain essentials 

that will hold their attention and 

keep your news in their thoughts. 

It should have public recognition, 

importance, and interest.    

     public recognition  

 Being recognized or acknowl-

edged by large numbers of people, 

similar to “fame.”    

     issue recognition  

 A concept in public recognition 

which alludes to the extent to which 

the public is familiar with the issue 

or problem at hand.    

     trendiness  

 A concept in public recognition 

which alludes to the fit of the topic 

to current fashion or public interest.    

     proximity  

 A concept in public recognition 

which alludes to the impact level 

of the issue being discussed.    

     public importance  

 (1) Things that are considered im-

portant to large numbers of other-

wise unrelated people, (2) things 

that are of civic importance, as 

opposed to private or corporate 

entities.    

     power  

 A concept in public importance 

which alludes to potential shifts in 

control or influence.    

     currency  

 A concept in public importance 

which alludes to the degree to 

which the issue is immediate in its 

impact.    

     public interest  

 (1) Things that are generally con-

sidered to be beneficial to large 

numbers of people, (2) civic causes 

and benefits, as opposed to private 

and corporate benefits.    

8minuteDating.com to others. Most importantly, more than 90 percent of participants meet someone who 

they want to see again. In fact, the company guarantees that if a participant does not meet someone who 

they want to see again, their next event is free.

Cupid Party Information

For information regarding the nearest 8minuteDating.com Cupid Party, please visit 

www.8minutedating.com.

About 8minuteDating.com

8minuteDating.com, part of Match Events Inc., is the world leader in round robin dating. 8minuteDating.

com’s mission is to create a fast, fun, safe and comfortable way for singles of all ages, religions, ethnicities, 

sexual orientations and other special interests to meet for dating, friendship or business. Match Events, Inc. 

was founded in 2001 by Tom Jaffee, a successful high tech entrepreneur. The company is headquartered in 

Boston, Mass., and can be reached online at www.8minutedating.com.
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visuals in the piece?), and  cultural resonance  (Broad cultural themes expose the event or 

news to a wider audience. Does the event or campaign speak to a wide demographic range? Is it 

meant to?). 

  Even though something is “new,” it might not have enough of the three “essentials” above to 

grab the attention you had hoped. For example, hiring nonexecutives doesn’t hold importance for 

the media. Even new products aren’t newsworthy unless they are something new and innovative on 

the market.   

  Leveraging the Press and Generating Publicity  
 How do you further leverage the press to grow your business? The press can be extremely valu-

able in helping businesses of all sizes succeed and gain market share by generating a high level of 

exposure to a wide audience. As discussed above, the first challenge is to develop that unique story 

or angle, but once that is done the next task is to find the appropriate person at specific press outlets 

that would be interested in this news. All reporters or editors have their own beat, so it’s imperative 

that you do your research before approaching them to find out what kinds of stories they typically 

write, what trends might be interesting to the audiences they write for, and whether or not they just 

did a similar story last week. 

  For a small business, mentions in the “corporate notes” sections of the daily and local business 

papers are a good way to start. These are great places to list new client acquisitions, project comple-

tions with substantial results, and new hires—all reflective of a solid, growing company. Consumers 

and companies want to buy goods and services from a company that has demonstrated it’s going to 

be around in a few years, not one that has an interesting idea but can’t properly articulate why the 

idea is good.     

  Building a Public Relations Program 46    
  Public relations  include  publicity  and other forms of communication to the public in general in 

order to promote a favorable opinion by the public about your firm. For example, corporations send 

out shareholders’ reports in order to provide information and create a favorable impression about 

the firm with the shareholders who may never be one of their customers. Other publics that are rou-

tinely the target of these messages include government, education systems, special interest groups, 

neighbors to the firm, competition, other business in general, employees and potential employees, 

investors, and, of course, potential clients. 

  Public relations have some weaknesses as a tool. Many people regard public relations stories 

skeptically: “Of course they will tell us only the good things and not the bad.” Some feel that these 

stories are a thinly veiled advertisement. Also, these are very difficult to control. A firm may spend 

many hours and resources developing and submitting press releases or other publicity and the news 

media may never use them. Or, often worse yet, the news media will edit the press release to the 

point that the original intent is totally distorted. 

  Public relations are those things you do to help create a favorable opinion of your firm in the 

mind of people in general. For most businesses, the more people who know about your business the 

better, but this only works if people have a positive opinion about your firm. Often it is easy to do 

things which help get you a favorable opinion from others. Activities you undertake which show 

your willingness to help others, through pitching in or sharing time or expertise, can do a lot to build 

favorable public opinion. 

  To show your expertise, consider writing articles for magazines 47 —not press releases, but an 

article addressing a problem you can solve, a human interest story, or something about which you 

are an expert. If it relates to your business, this will help establish you as an expert in your field. 48  

(College professors do this all the time.) This gets your name out among potential clients, generates 

referrals and strengthens your competitive advantage. You can also offer different media to consider 

you as an expert opinion on related news articles. Include the articles in your press kit or use them 

as you would other public relations materials. 49  

  To show your good will, consider sponsorships or donations. For example  sponsorships  can 

be a good way to get the word out about your firm. Your budget will not cover renaming a local 

     good story  

 A concept in public interest which 

alludes to an incident with good 

triumphing.    

     human interest  

 A concept in public interest which 

alludes to a character to whom the 

public can relate.    

     visuals  

 A concept in public interest which 

alludes to the graphic interest held 

by an event.    

     cultural resonance  

 A concept in public interest 

which alludes to events with a 

broad appeal within the market 

or population.    

LO7
  Learn how to develop a 

public relations program.

     public relations  

 Activities used to establish and 

promote a favorable opinion by the 

public.    

     publicity  

 Information about your company 

and its activities that is dissemi-

nated to the public in order to 

going their good opinion.    

     sponsorships  

 Paying for a local organiza-

tion’s needs in exchange for 

recognization.    
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major league baseball stadium, but it might put your name on the back of a T-ball team’s uniforms 

in a neighborhood where your target market lives and plays. This spreads good will among the local 

community and might even be picked up in the press. If a community group has a program which 

would attract your target market, approach the group about sponsorship. Unexpected money is often 

the most persuasive to sponsored organizations. 

   Donations  are the other paying forward approach, and do not need to be millions of dollars. 

Products that are nearing expiration, returns, or slightly out of specification may be donated to 

shelters or other nonprofits. Time maybe donated to read books for the blind; small cash or product 

donations to local theaters will get your name in the program. Some of these will not result in instant 

publicity, but can be worked into company history or biographical information. 51  In addition, dona-

tions can have tax benefits for your business. 

  There is another approach for building positive public awareness of your business—creating 

a publicity event. This works best if it is tied into what you sell. Additionally, it is likely to get 

more press if the idea is not seen as self-promotion. For example, Immaculate Baking Com-

pany baked the world’s largest cookie—100 feet in diameter and 40,000 pounds. This put it 

in the  Guinness Book of World Records  but also generated publicity. What made it even better 

was that Immaculate Baking tied this into a fundraiser for the construction of a local folk art 

museum. Sales went from about $500,000 to over 7 million and the museum gained $20,000 in 

donations. 52  Even simple approaches can pay handsome dividends. Hold an open house or a tour. 

Have a booth at a local street fair. Celebrate Grover Cleveland’s birthday with special activities 

throughout the day. You can even hold seminars or programs on issues of immediate interest 

when your firm has topical expertise, or you can give your site to the media as a place to film 

outside of the studio, but if you do, make sure your signs are visible. These approaches are not 

the only ones possible. Others can be found in The Thoughtful Entrepreneur: Tips for Generating 

Publicity.  

     donations  

 Monetary or other gifts to orga-

nizations or people who are in 

need.    

Okay, you are convinced that publicity is great for your firm; what can you do that’s newsworthy and likely to be 

picked up by the news media? The following are based on suggestions by Margie Fisher, the president of Zable 

Fisher Public Relations:

● Create a holiday: Why shouldn’t February be National Roofing Month—even if it’s only on your signs, ban-

ners, and advertising?

● Write a book: So what if it is self-published and you give it away rather than sell it? It still establishes you as 

an expert.

● Win a business award.

● Get on a reality show or game show: Even a three-sentence introduction can mention that you are the 

owner of XZY Plumbing in Sarasota, Florida.

● Put on an educational workshop: Ginger’s Quilt Shop of Upland, California, offers all sorts of free or reduced 

price classes in quilting or related activities and if you happen to want to buy your supplies at her shop, 

that’s fine.

● Produce an electronic newsletter: Realtors are great at sending out newsletters all about buying, maintain-

ing, and selling houses and just mentioning that if your plans include buying or selling, to let them know.

● Create a contest with a twist: A camera shop could run a contest for the worst picture ever taken. A veteri-

narian could offer a free checkup for the homeliest pet.

● Do pro bono work: Clients who get your service for free also practice word-of-mouth advertising.

Tips for Generating Publicity50

THE THOUGHTFUL ENTREPRENEUR
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  Two Ways to Generate Publicity 53   
 Even though it may be the latest innovation on the market, a newsworthy product, event, or service 

always benefits from well-planned publicity. Aside from advertising, there are several tools that can 

help your news gather a piece of the limelight.    

 1.   Write or provide materials: 

●   Offer exclusive articles, photos, or columns to publications that are read by your target 

audience.  
●   Offer (through a national service) ready-to-reproduce, typeset feature stories to smaller news-

papers ( mat releases,  color pages).  
●   Not-for-profit organizations can produce public service announcements for broadcast, print, 

and other media.  
●   Produce and distribute video or audio news releases for the broadcast media.  
●   Produce your own program or short feature for the broadcast media. Depending on distribu-

tion rights, this might also be used as a video brochure or for other groups.  
●   Include your products as props for films and TV shows (consider whether the show’s message 

would help or hinder your product’s image).     

2.    Conduct interviews: 

●   Appear on local TV talk shows or radio call-in shows.  
●   Hire a professional spokesperson to make appearances and talk about your product or 

service.  
●   Take your message to the media on a multicity media tour.      

  Having a great product or service does not do you or your business any good if potential custom-

ers do not know about it. Getting the word out about your business and its offerings is the purpose 

of promotion in small business. The avenues for getting the word out are fairly well known—current 

or potential customers, the press, and these days the Internet—but because everyone knows those 

avenues, crafting and distributing a message that people will notice and respond to amid all the ads 

they face is an ever-increasing challenge. This chapter focuses on preparing you with the basic skills 

of press and public relations, as well as advice on what makes promotion efforts pay off. Armed 

with these ideas, you  can  make your business stand out and be noticed. The other key role of this 

chapter is to discuss the specifics of selling—how to get started and how to close sales. In the end, 

sales are everything, because everything in business depends on sales. If you can master promotion 

and selling, your business will have gone much of the way toward eventual success.          

     mat release  

 A news release that is typeset 

and thus may be photographi-

cally reproduced for inclusion in a 

newspaper.    

● Vermont Teddy Bear Company, 

whose products are pictured, 

promotes their merchandise 

primarily through radio spots. 

What marketing and promotion 

research factors do you think 

have motivated their choice to 

focus on radio advertising as 

their main avenue of generating 

publicity?



 Small Business Promotion: Capturing the Eyes of Your Market CHAPTER 10 335

  CHAPTER SUMMARY  

  Understand how to assess your value proposition.  

●   Craft your value proposition to present your firm’s unique sell-

ing points.  

●   Tailor your value proposition to the needs of your intended 

customers.    

  Segment and further define your target audience.  

●   Aim for a narrow segment (or portion) of the market.  

●   Develop a profile of the needs of your target market.  

●   Match your product or service and promotion to your target 

market’s needs.    

  Recognize the different approaches and methods 

you can use to craft and convey your promotional 

message.  

●   Follow the basic methods for conveying your message.  

●   The basic methods include: 

●   Business cards, brochures, flyers, and signage.  

●   Advertising in the media outlets.  

●   Publicity and press kits.  

●   Web site.  

●   Network advertising.  

●   Referrals and word-of-mouth.  

●   Methods to build your word-of-mouth business.  

●   Developing of your client prospect list.       

  Learn the key skills involved in personal selling, 

especially closing the sale.  

●   Recognize the importance of personal selling.  

●   Key processes of personal selling include prospect and evalu-

ate, prepare, present, and close.  

●   The art of closing the sale includes: 

●   Restate the need. “When would you want it?”  

●   Get feedback. Forewarn customers about buyer’s 

remorse.  

●   Practice.  

●   If your buyer gets cold feet, unfurl more benefits.  

●   Weigh the angles before you start. Don’t outbid yourself 

when bidding on a project—counter with care.  

●   Accumulate “Yeses.”  

●   Follow up the sale (in order to stimulate referrals, encour-

age repurchasing, and prevent cognitive dissonance).       

  Recognize the major approaches to customer 

relationship management.  

●   Post-sale success depends on customer relationship manage-

ment (CRM) and handling complaints.  

●   CRM today is driven by keeping and analyzing data on existing 

and prospective customers.  

●   CRM analyses can identify the most profitable customers and 

products.  

●   Handling complaints impersonally is a particular challenge in 

small businesses.  

●   Complaints can be justified or unjustified.  

●   The goal in resolving all complaints is to keep good customers 

satisfied with your firm.    

  Learn how to develop a press relations program.  

●   Small businesses want to positively influence or increase 

media coverage.  

●   It helps to focus on media seen by your target market.  

●   A press release is the critical way to inform the media about 

your business.  

●   Press kits add material to the press release that reporters or 

editors would find useful.  

●   The structure of a press release includes: 

●   Headline.  

●   Opening paragraph.  

●   Body.  

●   Closing paragraph.     

●   Make your press release draw attention and catch the eye of 

the average reader.  

LO1

LO2

LO3

LO4

LO5

LO6
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●   Make use of the resources for e-mailing press releases.  

●   The essentials of determining what news is newsworthy 

include: 

●   Public recognition.  

●   Importance.  

●   Interest.       

  Learn how to develop a public relations program.  

●   Contribute stories, sponsorships or donations to help build 

public relations.  

●   Create a publicity event to focus attention on your business.  

●   There are two ways to generate publicity coverage: 

●   Write or provide materials.  

●   Conduct interviews.          

LO7

 KEY TERMS  

  value proposition, 308  

  succinct message, 313  

  promotional mix, 314  

  advertising, 314  

  sales promotion, 316  

  keyword and description tags, 316  

  viral marketing, 318  

  personal selling, 319  

  cognitive dissonance, 322  

  customer relationship 

management (CRM), 322  

  market penetration, 323  
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 DISCUSSION QUESTIONS 

1.    What are some ways that you see small business owners 

promote their products or services? Provide examples of your 

perception of their value proposition to each of the markets 

they are currently targeting. In your opinion, how effective do 

you think some of their messages are?  

2.   In your opinion, what do you think is the most effective and ef-

ficient way for small business owners to promote and market 

their products or services? Why?  

3.   How have you seen the use of referrals and word-of-mouth 

advertising work to the benefit of a small business owner? 

Provide examples. How have these methods worked in reverse 

(to the disadvantage of the owner, but possibly to the benefit of 

the competition)?  

4.   Recall the last time you purchased a product or service from 

a small firm. Did it use any of the techniques or skills involved 

in personal selling? How did the salesperson close the sale 

with you?  

5.   If you were consulting for a small firm, what advice would 

you give to the owner on how to write a press release? What 

specific tips would you give him or her on ways that they could 

generate publicity for the business?  

6.   Imagine you sold someone a new movie DVD in a factory-

sealed package, and a day later they bring it in for a re-

fund, saying the movie does not play, and they no longer 

want to see it. It works fine on the DVD players in your 

store. You suspect they just pirated the DVD and want 

their money back. How would you resolve their complaint? 

If the DVD had an obvious scratch on its playing surface, 

would it make any difference in how you would resolve the 

complaint?     
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 MINI-CASE 

  MAKING A FASHION STATEMENT: ENTREPRENEUR FOCUSES ON RAISING PROFITS, AWARENESS 54   

 Michelle Moran’s business plan was, “Do well by persuading shoppers to do good.” And the plan is about to 

be tested. Her two clothing lines, imparted with the lofty mission of educating women about breast cancer 

and heart disease and raising money for nonprofit groups fighting the illnesses, appear this month at Saks 

Fifth Avenue in Boston and nearly 50 area T. J. Maxx stores. 

  “My goal is to use fashion as a vehicle to help women,” Moran, 38, said. “Not just as a promotion, 

but every day.” Her aim may sound better-suited for a nonprofit venture than a money-making entity. But 

Moran’s Allston company, Clothes for a Cause, is decidedly for profit. Founded in 1996, the company first 

turned a profit in 2001. In 2003, it generated millions of dollars in revenues. Because the company is private, 

 EXPERIENTIAL EXERCISES 

1.    Collect promotional materials from a small business in your 

area. These can include coupons, loyalty programs, special 

tie-ins, special events, advertisements, or any other promo-

tional materials. Using these materials, answer the following 

questions: 

 ●    What is the owner trying to achieve with these promo-

tions? What are the goals and objectives of each? If you 

take the various promotions as a portfolio, what overall 

goal do they have?  

 ●     What incentives (for the customer) are embedded in the 

promotion materials?  

 ●    What business image or business characteristics do these 

promotions convey or imply?  

 ●    Assuming limited funds, how would you improve the 

promotions for this business? Be sure to tie your ideas to 

specific goals.     

2.   Compare the promotional materials from two competi-

tive (small) businesses. What are the goals and objectives 

of the promotions? How well do you think they fulfill these 

objectives?  

3.   Visit three independently owned small retail establishments 

in the same industry or business. Ask the manager of each 

business the following questions. What target market(s) does 

your store appeal to? How are the target markets different? If 

I were a member of your target market, why would I shop at 

your store? What new information from your research about 

the industry can the owners use to improve and enhance what 

they are currently offering? Or how are they promoting their 

business based on the latest trends within the industry?  

4.   Read your local newspaper for information about a small 

business that you think stems from a publicity effort (e.g., 

new location or management, product line shift or expansion, 

special events, or promotions). Compare the information in the 

article to Web site information and to business advertisements 

for the same business. What are the differences and similari-

ties? Advantages and disadvantages (for the business and for 

the customer)?  

5.   Go to the Better Business Bureau’s Dispute Resolution Web 

page at http://www.dr.bbb.org and look at the rules for the 

hotlink for “The Commonsense Alternative.” Put together a 

chart comparing BBB’s “Informal Dispute Settlement” program 

and their conciliation and mediation programs in terms of 

costs, who is the third party, what do you as the owner have to 

do to use the service, and what you need to do if the BBB calls 

you because a customer complained about you to the BBB. 

(There is a fourth approach called arbitration, which is signifi-

cantly more elaborate, so don’t worry about that one.) Add one 

more row comparing what steps you would take from the start 

to be ready to use each of these BBB services if you needed 

them.  

6.   Imagine that you own a small independent bookstore. You are 

holding a special reading and book signing by a well-known 

author:

  a.     Describe what your goal(s) might be in arranging this 

event.  

  b.   Write a press release for the event.  

  c.   What other events might support the same goal(s)?  

  d.    Describe how you might use this information in crafting a 

newspaper advertisement for the store.  

  e.    Compare the press release, the ad, and any other events 

arranged in terms of overall promotional strategy for the 

store.        

www
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however, Moran does not disclose its financial details. Moran commits as much as 10 percent of all her 

wholesale sales, or roughly 5 percent of the retail price, to a cause. So far, that hasn’t translated into huge 

sums. The American Heart Association expects to raise at least $16,500 from the sales of the Red Dress Col-

lection at the Saks Boston store. The Big Bam!, a nonprofit dedicated to providing mammograms and breast 

cancer treatment for uninsured women, is expecting its first check for $7,300 from sales of the Pink Ribbon 

Collection. 

  “I think the potential for this project is massive,” said Janice Bonadio, the president and founder of The 

Big Bam! The move to imbue Clothes for a Cause with a social conscience is as much about smart business 

as it is about doing good. Fashion goliaths such as Jones Apparel Group, Ralph Lauren, and Tommy Hilfiger 

dominate department stores, while small clothing makers fight for slivers of space on the store floor. At a 

time when retailers are struggling to offer something different from their rivals and consumers are increas-

ingly concerned about corporate responsibility, Moran’s social mission gives her an edge over the thousands 

of other small clothing makers knocking on retailers’ doors. “It opened the door,” said Bill Lynch, Saks’s 

senior vice president of merchandising. “Whether we decide to buy her clothes ultimately depends on the 

product.” 

  Though few companies go as far as Moran in promising to donate a percentage of all sales to nonprofit 

causes, corporate marketing in the name of philanthropy is on the rise. Corporate sponsorship of nonprofits 

reached $922 million in 2003, up from $125 million in 1990, according to  IEG Sponsorship Report,  a Chicago 

newsletter that tracks corporate partnerships with nonprofit groups. Saks donates 2 percent of all sales 

during a four-day stretch in September to nonprofit groups as part of its “Fashion Targets Breast Cancer” 

campaign. Companies like Target Corp. are moving beyond annual promotions to link their brands with 

broader charitable commitments. Through its Take Charge of Education program, Target donates 1 percent 

of sales made at its stores with a Target Visa or Target Guest Card, giving about $2 million a week to the 

nation’s schools. In perhaps the most extreme example, actor Paul Newman’s firm, Newman’s Own, donates 

100 percent of its profits to educational and charitable organizations and has raised more than $150 million 

for nonprofits since 1982. 

  T. J. Maxx plans to support Clothes for a Cause’s Pink Ribbon Collection with plenty of signage in its 

stores. The line features ready-to-wear walking and running suits, cotton polo shirts, and capri pants in col-

ors from aqua to black, and bears just a hint of the pink ribbon in its designs. Down the line, T. J. Maxx will 

also feature the Red Dress Collection at its Marshalls stores. Shoppers can expect to see both collections in 

the fall on a major shopping network, though Moran can’t disclose which one. “It’s nice to know the money 

goes somewhere to help people,” said Fran Marroni, as she perused the Red Dress Collection at Saks with 

her sister Anne Marroni and their friend Patti Abrams. “It makes you feel good about shopping.” 

  Tags attached to the pieces at Saks give information about heart disease and stroke. Pamphlets on a 

nearby table provide more information about heart health. Anne Marroni bought a $278 red silk jacket, and 

Abrams said she’d likely return for the collection’s $190 halter dress. 

  Research shows that one-time or annual promotions do boost sales. More comprehensive efforts can 

improve a company’s image. But the social good remains secondary behind more typical considerations, 

including price, quality, and store location, said Mark Feldman, executive vice president at Cone Inc., a 

marketing firm that specializes in cause branding. “That said, in a time when it is harder than ever before 

to differentiate yourself from rivals with similar brands and products, cause-related marketing is rapidly 

becoming a cost of doing business,” Feldman said. As companies team up with nonprofits to further their 

commercial interests, however, nonprofit executives are wary of being exploited. Janice Bonadio, of The Big 

Bam!, said she receives a stack of 20 proposals each month from retailers seeking her permission to use 

the group’s name or logo in connection with some promotion. In most cases, she said, she turns them down 

because the companies offer little to nothing in return for using Big Bam!’s name. 

  “The dominant perspective among charities is that some money is better than nothing,” said Peter 

Frumkin, an associate professor of public policy at Harvard University’s John F. Kennedy School of Govern-

ment. For charities, however, there’s more to gain than money. The Red Dress Collection furthers the mis-

sion of the American Heart Association to raise awareness about heart disease and about the organization, 

said Heather Maloney, spokeswoman for the association’s Boston division. The group sent e-mails to 15,000 

volunteers, donors, and invitees to its annual gala event, letting them know where they can find the red 

dresses. 
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  “This is one more way to reach out to a new group of women,” Maloney said. On a recent evening at 

Saks, three 20-something friends browsed through the Red Dress Collection. They stopped at the nearby 

table to flip through the heart health pamphlet. Tean Wong, a 27-year-old fashion school graduate, said the 

idea was smart. But she thought the collection should include shoes, makeup, and a broader range of styles. 

She and her friends found the Red Dress Collection a bit mature for their tastes. No sale. But Moran still sees 

it as a small victory. 

  “If a woman gets the information, even if she doesn’t buy anything, well, I think we’ve achieved some-

thing,” she said.  

 CASE DISCUSSION QUESTIONS 

1.    In order to maintain profits and still contribute 5 percent of the retail price to a cause, what pro-

motional strategies will Moran have to come up with to stay competitive with the big retail giants?  

2.   What is the primary target market segment for the Red Dress Collection, and how will Moran 

make this clear to her audience? Would offering several lines of clothing be cost-beneficial for this 

company?  

3.   Identify some events or organizations where Moran can potentially create a business relationship. 

Does Clothes for a Cause effectively utilize the media? How can it do this better?  

4.   What characteristics about the Red Dress Collection would motivate someone to purchase the 

clothing? (Think along the lines of developing a value proposition.)      
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  Small Business 
Distribution 
and Location 

●      Steve Niewulis’s original 

marketing efforts focused on 

major sports stores. When that 

wasn’t successful, he altered the 

way he marketed his product. Can 

you think of other methods which 

he might have employed to create 

interest in his product?  



LO

 This chapter will help you: 

LO1  Recognize the different types of direct marketing and their pros and cons. 

LO2  Learn how to do nondirect distribution. 

LO3  Differentiate the types of international strategies. 

LO4  Identify the factors to consider in selecting your business location. 

LO5  Recognize the key issues in leasing. 

LO6  Know what to look for in evaluating a potential site layout. 

LO7  Understand the pros and cons of buying, building, or leasing.  

  Steve Niewulis, a minor league baseball player, came up with a solution to a problem all baseball players 

have—keeping the baseball bat handle dry between pitches. He invented Just Tap It!, a rosin bag attached 

to a wristband so a player could dry the bat handle between pitches. While it seemed like the perfect product 

for all the major sports stores, the stores were not interested because they prefer to buy from companies 

with several products in their product lines. Undeterred, he began attending trade shows and association 

meetings for high school coaches, tennis association meetings, and other similar venues. He was able to set 

up a booth displaying his product for just a few hundred dollars, and he created interest, recognition, and 

sales. At one show, he met up with Baseball Express, a catalog that targets high school, college, and minor 

league teams. Since he already had orders and customers using the product, he was able to show Baseball 

Express that this was a product it should carry. Niewulis’s company, Tap It! now sells thousands of units to 

not only baseball players, but also to other sports, such as basketball, tennis, golf, and rock climbing. 1  

  DISCUSSION QUESTIONS 

1.      Niewulis’s original intent was to market to major sports stores. How would you describe the market he 

finally targeted? Is there a commonality?  

2.    What other methods could Niewulis use to get this product to his customers?  

3.     Would this method have worked as well had the product been something like baked goods? Or mural 

painting? What methods would work better for these sorts of products?       
  L
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  Focus on Small Business: 
Steve Niewulis and Tap It! 
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   Distribution 2  

Other chapters have answered a lot of the “who,” “what,” “how,” and “why” questions about small 

business; this chapter deals primarily with the “where.” There are two basic “where” questions to 

be considered. The first one is, “Where are my customers?” In answering this question, you are 

primarily interested in figuring out how to get your product or service to them so that they have the 

opportunity to buy it.  Distribution  is the process of getting your product to the customer. The second 

question is, “Where should I be?” This question can be closely tied to the first—if your business is 

a restaurant, you need to be exactly where the customers are. Other businesses can be located at a 

distance from their customers—and often find advantages in doing so.

  There are a variety of channels that may be used to get to the consumer. Some of the more preva-

lent ones are displayed in Figure 11.1. The last two are referred to as  direct marketing  or  direct sell-

ing,  and they work equally well for  manufacturers  of goods and for services. We start with those. 

      Direct Marketing 
 For many entrepreneurs—and larger firms as well—direct marketing is the way to go. It can be as 

simple as the child who sets up a lemonade stand in front of her or his home, or as complex as a 

four-color printed catalog with a mass mailing. Direct marketing can be relatively inexpensive. It 

also provides more control over where your product or service goes, the information that gets passed 

along to the consumer, how the product is used, and final pricing. You have already been introduced 

in Chapter 5 to several forms of direct marketing through the Internet, including eBay. Even having 

learned these, there remain about as many forms of direct marketing as there are entrepreneurial 

ideas, and some of the other more common ones are discussed below. 

  Word-of-Mouth 3  

 This is a great way to get customers and is usually the first technique an entrepreneur uses.  Word-

of-mouth  4  is discussed in detail in Chapter 10. 

         Direct Sales 

  Direct sales  (industrial, door-to-door, party sales, vending) can take several forms. This is the pri-

mary way of selling to businesses. A salesperson (often you) contacts industries, churches, schools—

whatever type of business is likely to use your product or service—directly. The salesperson meets 

with the decision maker, presents the product, and hopefully makes a sale. 

  The lemonade stand mentioned above is also a form of direct sales, albeit a little less professional 

than you may want to be. A more polished approach is a booth at a local fair, cultural event, flea 

market, craft fair (all of which are discussed in Chapter 5), trade show, or association event. The cost 

of leasing space can be less than $100 for a local flea market to quite expensive for national trade 

shows. For a flea market, a simple card table may be appropriate, while the cost of a professional 

booth at a major trade show could easily be $100,000. The key here is to pick the event most likely 

to attract your target market and least likely to make a serious dent in your pocketbook. Start small 

and move up as you get more sales revenues. 

LO1
  Recognize the different 

types of direct marketing and 

their pros and cons.

  manufacturer     

 The entity which produces a prod-

uct or service to be sold.    

  word-of-mouth     

 A means of spreading information 

about your business through the 

comments friends and customers 

make to other potential customers.    

  direct sales  

    Methods of going directly to your 

customer in order to sell your 

product. Vending machines, door-

to-door salespeople, leasing space 

at a craft fair, farmers’ markets, 

party sales, and most industrial 

sales are methods of direct selling.    

FIGURE 11.1

 Typical Distribution 

Channels 

Manufacturer                                              Wholesaler                 Retailer                  Consumer

Manufacturer                                                                                Retailer                  Consumer

Manufacturer                Agent                     Wholesaler                 Retailer                  Consumer

Manufacturer                                              Wholesaler                                               Industrial Buyer

Manufacturer                Agent                     Wholesaler                                               Industrial Buyer

Manufacturer                Agent                                                                                     Industrial Buyer

Manufacturer                                                                                                              Consumer

Manufacturer                                                                                                              Industrial Buyer
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      Some of the other techniques discussed in Chapter 5 that are also direct sales methods include 

door-to-door sales (remember the Avon lady?), party sales (think Tupperware or Mary Kay), and 

vending machines. For products that need demonstrations or detailed explanations, door-to-door 

selling allows you to show consumers how your product works in their home. Part of the success 

of home sales is that it is hard for consumers to say no after the salesperson has spent some time 

in their home—it’s just not hospitable. This method is made more difficult these days with dual-

income families, because evenings are usually the only time to catch people. Consumers are often 

reluctant to invite strangers into their home, but you might be able to at least introduce yourself and 

leave behind information about your product or service. Avon used to sell predominately through 

door-to-door sales but has branched out into Internet, mail order, and mall kiosks sales in order to 

combat declining door-to-door sales for the reasons just mentioned. 

  Vending machines aren’t appropriate for every product, but they do offer the flexibility of hav-

ing your product available around the clock and at convenient locations for your customers. Vend-

ing machines are typical for less expensive, convenience products. The key to success is volume 

achieved with machines located everywhere. People are willing to pay extra in order to have the 

●  1154 Lill Studio began as a 

direct sale-based business, offer-

ing their custom-made handbags 

at parties, open houses, and 

direct appointments before 

branching out into stores and an 

online center. Building a strong 

customer base with the agility 

of direct selling helped owner 

Jen Velarde grow 1154 Lill into 

a successful business that truly 

taps into its market. 
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product readily available. Compare the price of a can of your favorite beverage from a vending ma-

chine to what you would pay in the grocery store. The disadvantages of vending machines are their 

high maintenance and vulnerability to vandalism. 

  Party sales usually require a range of similar items to be sold, and this kind of selling is not appro-

priate for every product. Typically, a host or hostess invites a number of friends and family members 

to his or her house, while a company representative (you, at first) demonstrates the product. Samples 

of the products as well as catalogs are available for all the guests to browse through, and orders are 

taken at the party for later delivery. Typical party sales products include everything from laundry 

aids to makeup to lingerie to cookware to housewares. Two of the disadvantages are the sanctity of 

the home and the reluctance of people to open up their homes to strangers (salespeople). As these 

parties take several hours of a salesperson’s time and can usually be held only in the evening, one 

person is limited to how many parties (sales) a week he or she can handle. Generally, the successful 

companies using this method have hundreds of salespeople who earn a percentage of each sale they 

make. Many entrepreneurial firms have grown tremendously from a party sales approach—Mary 

Kay, Amway, Pampered Chef, and others.  

  Direct Mail and Its Variants 5  

  Direct mail  can take many forms—postcards, catalogs, videos,  mail orders , sales letters, brochures, 

leaflets, CD-ROMs, faxes, e-mails, and many others. A variant of this, Internet-based direct mailing, 

is introduced in Chapter 5. 

  There are several advantages to the direct mail approaches: the ability to sell on your schedule, 

low costs for getting started (especially if you place your goods in others’ catalogs or online), the 

ability to get by without major inventory investments, and the potential for selling to large markets. 

It plays well with customers too because they tend not to see direct mail as a form of home invasion 

(as they often do with door-to-door sales or telemarketing); they can read it at their leisure, and they 

have something they can set aside until they need it. 

  Of course, there are challenges to this approach including adequate preparation before selling, the 

need for writing and photography skills, and a way to get customers’ attention. Perhaps the greatest 

challenge is the need to find the right market for your offering. In direct mail, market translates into 

getting the right mailing list or sales vehicle. 

  There are many companies that will sell you a list of addresses (even a list already typed on 

labels), and these are often available for virtually any target market you may choose. The cost of 

these lists can vary, but current rates are about $60 to $75 per thousand names. Try PCS Mail-

ing List Company ( www.pcslist.com ), Focus USA ( www.focus-usa-1.com ), or Practical Market-

ing ( www.practicalmarketing.net ) or do an Internet search for direct mail lists. You can find a 

complete listing of mailing list companies using the Google Directory ( www.google.com/dirhp ). 

Also, professional organizations and clubs sometimes will sell their mailing lists for a relatively 

modest fee. 

  There are also low-budget ways of getting a mailing list. Often membership rosters are distrib-

uted to members of certain organizations. If such an organization meets your target market, you can 

have the list for the price of membership. One caution, though: Sometimes members are expressly 

forbidden to use these lists in any commercial way. However, if it truly is a product or service that 

a number of these members are likely to want and if it is a one-time “soft sell” mailing, you’re 

probably okay. 

  Those sales vehicles mentioned above refer to the magazines, newspapers, or Web sites you 

select to display your mail order ads. If you are targeting doctors, advertising in the local newspa-

per would get you most of them, but you would also be paying for the ad to be seen by 98 percent 

of the readers who are not doctors. There are magazines and Web sites that focus on particular 

groups. These include the trade magazines you learned to find in Skill Module 2.1. For Web sites, 

a quick Google search of “doctor’s Web sites” will get you quickly started. You can use a service 

like Alexa.com to check on the overall traffic to sites, although the magazines and sites themselves 

should give prospective advertisers like you more detailed information on their visitors. 

  The other challenges mentioned above relate to preparing an ad that does a good job of answering 

the customers’ questions and entices them to buy. There are best practices for writing copy for ads 

and they are discussed in Skill Module 11.1.  

     direct mail  

 A method of selling in which cata-

logs, brochures, letters, videos, 

and other pieces of marketing ma-

terials are mailed directly to cus-

tomers from which they can mail, 

call, or e-mail an order. Direct fax-

ing and direct e-mailing are more 

modern forms of direct mail.    

     mail order  

 Sales made from ads in news-

papers or magazines, with pur-

chases made online or by phone 

as well as by mail.    
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  Everyone is familiar with catalogs. They offer customers a description and often a picture of the 

product and tell the customer how to order it by mail, phone, or online. Catalogs are usually targeted 

at particular types of consumers and focus on particular types of products. 

  You can start a catalog of your own. Depending on the size and quality of the catalog, costs for 

print versions start at around 50 cents each and can rapidly go up to $2, $5, or more. Typically, 

the number of catalogs you will have to order is 5,000 at a minimum. Online catalogs are a less-

expensive approach. Creating and disseminating a catalog online saves you the cost of printing and 

mailing. Generally, Web-hosting services offer shopping baskets that are in fact online catalog-

making programs. 

  However, most part-time entrepreneurs typically try to get their products into existing catalogs. 

Here the catalog firms function as your first customer; you want to convince them to carry your 

product. You can find catalogs through the www.catalogs.com site, from the Online Learning Cen-

ter, or from print directories in the reference section of your local library. 

  When you have found the catalogs, try to obtain copies and check to see how your product 

would fit. Once you’ve identified your target catalogs, the key person you will be trying to find 

(by phone, mail, or online at the Web site) is called a  buyer . For the bigger catalogs, there will 

be several buyers, each specializing in a few product areas. Buyers usually require pictures of the 

product, and some will want to see the actual product. Buyers are used to buying based on prepro-

duction models and prototypes.   This works well with part-time entrepreneurs trying to maintain 

SKILL MODULE 

11.1

 Making Mail Order Ads Work 6  

  WRITING AD COPY 

 1.     Headlines are key:  Focus on the customer’s needs, benefits, problems, or goals. Keep the headline 

short—five words or less. Scan the mail order ads of your newspaper or magazines to see what attracts 

your attention, and check the headlines of your competitors. Unless your company name is famous, its 

name should not go in the headline.  

 2.    Put the payoff up front:  If the customer doesn’t see the payoff to them for using your product in the first 

sentence or two, they will give up and look elsewhere.  

 3.    Offer incentives:  In the body of your ad, consider putting in a discount (“Save 20 percent if you mention 

this ad!”) or coupon to spur customers to action. Put an end date on the offer to move them along. A varia-

tion of this is to register customers in a drawing for a prize. This helps keep promotion costs down.  

 4.    Visuals:  While adding pictures can be prohibitively expensive, check out lower-cost options such as dif-

ferent font styles or sizes to make your ad distinctive. Sometimes line drawings are possible, and they are 

usually less expensive than photos.    

  PLACING ADS 

 1.     Newspaper ads:  You can always place classified ads, but for ongoing sales, you will want to use column 

ads in the regular sections of the paper. Think about what section of the paper is the one most likely to be 

read by your customers. Also, think in terms of what days of the week make sense. If the big automotive 

ads are in the Wednesday paper, that may be when you want to advertise your car repair service.  

 2.    Finding magazines:  In order to find the appropriate magazines in which to place your ads, consider the 

following: Oxbridge Communications offers an online database of 75,000 magazines and newspapers you 

can search by keyword or title. At your library, you can find hard copy magazine directories from Burelle and 

Bacon.  

 3.    Get the media kit:  Contact the magazine or newspaper of interest and ask for its media kit. These kits tell 

you about the types of ads, placement options, and costs. They’re a great way to get an understanding of 

the basics of the ad business.  

 4.    Monitor:  Put a code in every ad, and ask customers for the code in their orders. That way you can track 

which ads work best for you.     
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a microinventory. A  microinventory  is a set of goods or services that consists of only one or a 

few items. Microinventories are the small business’s answer to  just-in-time inventory  methods 

in big business. In microinventories, you try to buy your product or prepare your service only after 

you get an order. For this to work, you need a stable, consistent, and secure source of inventory 

supply. 

  When possible, try to talk to the buyers by phone first to make sure your product would fit their 

needs. Entrepreneurs typically send buyers a packet with ad copy and pictures of the product. It 

often helps to provide different versions of the ad copy and different pictures to maximize the 

chance buyers see something they like. If possible (or if asked), send a sample product. 

  Catalog sales, like most business-to-business sales, are rarely immediately successful. Be pre-

pared to come back repeatedly to catalogs that best fit your product or market. Persistence shows 

you are serious about the business. 

  Also, think about local wholesalers. The phone book or business directory at the library can point 

you to wholesalers who supply local businesses with products. If you know a business your product 

would fit, you can ask the owner who the wholesaler is and build on that. The materials developed 

for the catalogs work in terms of introducing your product to wholesalers too. The product descrip-

tion and photo for a catalog can quickly be made into an offering circular that you send to wholesal-

ers to test their interest. 

  Two other direct mail sorts of activities are worth mentioning: direct faxing and e-mail. Particu-

larly for business sales, direct faxing can be a way of reaching potential clients. Fax numbers can 

be obtained in the same way as mailing lists. Unfortunately, frequently faxes are of relatively poor 

quality, and often the person receiving the fax is not a decision maker. 

  Anyone who has an e-mail account is subject to this form of direct mail, commonly known as 

 spam.  E-mail addresses can be purchased just as can regular addresses from the same companies. 

There is also inexpensive software (see  www.emailsmartz.com , for example, or do a search for 

“e-mail marketing software”) that can easily generate millions of possible addresses. E-mail is one 

of the least expensive forms of direct mail, and the cost per recipient is, by far, the lowest. There is 

now a nationwide “can spam” law that overrides the 35 different state rules direct marketers had to 

consider previously. 

  However, in some cases state laws are more stringent and must be followed as well. For example, 

in California, the e-mail must state “ADV” in the subject line. Most of the requirements of the na-

tional law are fairly straightforward:

●    Don’t in any way falsely misrepresent who you are, where the e-mail is from, or that the 

e-mail is anything other than a sales pitch.  
●   Randomly generated e-mail addresses or harvested e-mail addresses are not to be used.  
●   All e-mails should allow recipients the opportunity to “opt out” of receiving further e-mail 

correspondence from you—and you must obey their wishes on this. 7     

 Spam is a hot topic, and legislation changes are likely, so be sure to check on current rules. “Opt-in” 

e-mail, where recipients allow you to e-mail them, is legal and much more acceptable to the poten-

tial client.  

  Telemarketing 

 We have all received telephone calls from salespeople (or worse yet, recorded messages) wanting to 

sell us everything from aluminum siding to vacations. While most consumers find this method par-

ticularly annoying,  telemarketing  still remains a viable form of direct marketing because it works. 

It is, however, the most expensive form of direct marketing. Currently, many states have adopted 

“do-not-call” lists, and there is a national do-not-call list as well. The Direct Marketing Associa-

tion maintains a comprehensive listing of national and state do-not-call lists (see  http://www.the-

dma.org/government/donotcalllists.shtml ). These are currently facing some legal challenges, and 

the present situation should be checked out before you consider a telemarketing campaign. Target 

market telephone lists may be purchased from the same companies as mail or e-mail addresses—

theoretically cleansed of all do-not-call registrants—or random dialers (computers that use random 

number tables to generate possible phone numbers) may be used. 

     microinventory  

 A set of goods or service that con-

sists of only one or a few items.    

     just-in-time inventory  

 Having just enough product on 

your shelves to meet the im-

mediate purchases. This usually 

requires frequent shipment from 

your supplier.    

     telemarketing  

 Contact via telephone for the ex-

press purpose of selling a product 

or service. Telemarketing can ei-

ther be inbound (customer calls 

company) or outbound (company 

calls customer).    
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  Inbound telemarketing is a different story. Here, the customer calls the manufacturer or ser-

vice provider. This may be in response to a direct mail piece, direct response advertising, or other 

methods. A major consideration for the entrepreneur is handling the phone lines. Your California 

customer calling at 8 P.M. reaches your home in Connecticut at midnight. This is where an answering 

machine with a message stating working hours (located far from your bedroom or with the sound 

turned off ) is a necessity. 

  If inbound telemarketing is your primary way of doing business and if there are enough calls 

(and profit) to warrant it, there are firms that will answer these calls for you. You can find them 

by searching for “call center services” on Google. Generally these firms can take orders or send on 

additional information; more technical problems or special situations will require your personal at-

tention. The cost varies, again, based on the amount of service and volume of calls. These centers 

can also provide services in several languages if this is critical for your firm.  

 Direct Response Advertising 

 In  direct response advertising , you place an ad somewhere—magazine, newspaper, radio, bill-

board, or television, for example—that includes a phone number, e-mail address, or snail-mail ad-

dress and wait for the orders to come in. (Placing a Web site in the ad is technically part of Internet 

marketing, which we get to in a moment.) This can be as simple as a classified ad in the newspaper 

or as elaborate as a half-hour infomercial—and the costs associated vary as much as the type of ads. 

(See Table 11.1.) 

  The pros and cons of your media choice are just about what you’d expect. Television can be 

expensive, but it attracts a large audience and is a good way to demonstrate what your product is 

capable of doing. Try cable channels for the cheapest rates. Many stations offer discounted advertis-

ing for small businesses. This might not amount to much more than an announcer reading your ad 

over the credits of the local news, but it’s a starting point. 

  Some of the home shopping networks may be appropriate if your product meets their criteria. 

These networks publish their standards on their Web sites and may offer days for inventors to dem-

onstrate their products to studio personnel—a chance to sell your concept. Products that work well 

are those that have a wide appeal and have advantages that are easy to demonstrate. 

  A magazine allows for very specific targeting—a hobby, sporting interest, a certain age, or other 

demographic group—and often offers classified type ads (less expensive) or multipage, full color 

ads (much more expensive). Newspapers allow geographic segmentation; that is, they are a great 

source if you want to attract people in a specific geographic region (think restaurant, day care center, 

and the like). 

  Magazines are also very appropriate places for direct response advertising for business-to-

business selling. Virtually every industry, trade, and profession has a magazine dedicated to it. 

Finding the correct one and placing your direct response ads will give you high contact with your 

target market. Try  Gale’s Directory of Publications and Broadcast Media  or the  Encyclopedia of 

Associations,  probably at your library, for lists of industry trade magazines and trade associations. 

You can also refer back to Chapter 2 or the Online Learning Center for Skill Module 2.1, “Finding 

Your Trade or Professional Association and Their Magazines,” for some help along these lines. 

     direct response 

advertising  

 Placing an advertisement in a 

magazine or newspaper, on tele-

vision or radio, or in any other 

media. The ad contains an order 

blank with a phone number and 

e-mail or regular mail address with 

the intent of having the customer 

place an immediate order.    

Cost per 1,000 for Various Forms of Direct Response Advertising8TABLE 11.1

Men 18+ $2.61 $2.07 $8.75–$10.45 $10.30 $22.05 $22.55–$30.80

Women 18+ $3.28 $2.60 $7.75–$9.65 $10.30 $21.15 $18.10–$24.31

Media Billboard 

Transit 

Shelter 

Radio—

30-Second 

Spot 

Magazine 

Newsweekly, 

4-Color Page 

Newspaper 

Daily, 1/3 

Black and 

White Page 

Television 

30-Second 

Prime-Time 

Spot
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SMALL BUSINESS INSIGHT

Jeff Pettit, the founder of Floppy Sprinkler USA, LLC (www.floppysprinkler.com) used television to get the 

word out about his unique water sprinkler called Rain on Demand. The idea was so different from traditional 

water sprinklers that a demonstration seemed the logical way to convince customers of the product’s worth. 

Pettit found information for submitting ideas on the QVC Web site (www.qvc.com) and got his opportunity. His 

company started in 2000. With the QVC push, sales reached $250,000 by 2002. Today, his product is patented in 

34 countries and is being marketed worldwide by a South African firm who has licensed the rights to the product. 

Today they sell it not only as an improved lawn sprinkler, but a water-saving, yield-increasing irrigation system 

for farms—a highly lucrative additional market.

Floppy Sprinkler USA10

guerilla marketing

The use of creative and rela-

tively inexpensive ways to reach 

your customer. Examples include 

door-knob hangers, flyers under 

windshield wipers, T-shirts, bal-

loons, and messages written on 

sidewalks.

 Radio ads provide both geographic and demo-

graphic segmentation; if you do custom designed 

cowboy boots or train horses, a radio ad on the 

local country western station might be just the 

right place. On the other hand, radio audiences are 

generally highly distracted; people listen to the 

radio while driving, or doing housework or other 

tasks and might not be able to drop everything to 

write down your phone number. Billboards reach 

local people but do not permit a lot of details. 

Other possibilities include signs in buses and cabs 

or at bus stops. 

 For a start in direct response advertising, con-

sider a classified type ad—no pictures, limited 

graphics (if any), and relatively low cost. If your 

target market is a specific geographic region, 

newspapers might work best. If it is specific to a 

hobby, job, sport, or other interest, try a magazine 

catering to that interest. If the budget allows, try a 

quarter- or half-page ad with some color or modest graphics. Magazines will sell you an eighth or 

sixteenth of a page ad. 

Guerilla Marketing9

  Guerilla marketing  is a relatively new concept in marketing, but the start-up company’s best 

friend. Guerilla marketing is a term for unusual and nearly free advertising. While it can be simply 

advertising—stating why your product or service is great—it’s extremely effective as direct re-

sponse advertising when you add your phone number, address, Web site, or other contact informa-

tion. Guerilla marketing includes everything from placing flyers under windshield wipers of cars 

to waving signs at passing cars to hanging information on doorknobs to placing business cards on 

bulletin boards at the grocery store. For the cost of copying and a bit of shoe leather, you can get 

your message out to a lot of potential customers. Then again, if you aren’t interested in delivering 

the message yourself (How valuable is your time?), there are many companies that will do this for 

you. CIPS Marketing Group ( www.cipsmarketing.com ), owned by the  Los Angeles Times,  will 

distribute a newspaper “ride-along” advertisement, doorknob hangers, flyers, or product samples to 

selected target neighborhoods for as little as $35 to $130 per thousand. It will even design and print 

your advertisements for you for an extra fee. 

●  Guerilla marketing, as in the 

photo, attracts potential customer 

attention while helping small 

businesses keep marketing costs 

down. Which guerilla options 

seem most effective to you and 

why? Do you see any ethical 

concerns with guerilla marketing 

techniques? 
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  The key here is to catch the customer’s attention. Susan P., moving into a new house in a new 

subdivision, became part of the target market for landscapers, house cleaners, blinds and drapery 

manufacturers, pool installers, satellite television installers, painters, decorators, local restaurants 

and merchants, and a plethora of other such small businesses. Daily there are several pieces of 

advertising trying to get her attention. A few—very few—are slick four-color brochures or in-mail 

catalogs and coupons. The majority are low budget or homemade. What attracts her attention? 

“Coupons are a good bet; I’ll try out a restaurant or neighborhood merchant if I get a discount or 

free dessert or some other gift. Others that catch my eye are those that are different. For example, 

a landscaper left his business card—just like several dozen before and after him—but his was in a 

small plastic sandwich bag with a few samples of decorative gravel and bark. It cost him only the 

time to make these, but this was much more appealing than just sticking a business card in my door.” 

In another case, a decorator printed her ad on a wallpaper sample—colorful and different! 12  

   Find unusual and unique places to display your products. Can you wear your own creations? 

Can you pass out samples of your homemade fudge to your bridge club? Give your product as gifts, 

along with your business card or other contact information, and encourage the recipients to pass 

along that information to anyone who asks. One popular recent idea is paying college students to 

wear T-shirts with a message on them, such as LivingAdSpace.com.  

  Multichannel Marketing 

 The term  multichannel marketing  refers to using several outlets for contacting your customers. 

If you include in your classified ad your phone number, your Web site, and your e-mail address, 

then you are a multichannel marketer. One customer may pick up the phone. Others will e-mail or 

browse your Web site. This simply allows your customers to contact you in the way they feel most 

comfortable. Having your phone number, Web site address, and e-mail address on your packaging 

ensure that your customer can find you again should a retail outlet decide not to carry your product 

any longer. 13  

     multichannel marketing  

 The use of several different chan-

nels to reach your customers, for 

example, a Web site, direct mail, 

and traditional retailing.    

SMALL BUSINESS INSIGHT

We met Courtney Hennessey of Codi Jewelry (www.codijewelry.com) the first time in the chapter on part-

time self-employment. While Courtney might not have realized that she was a guerilla marketing expert, her 

experience speaks for itself. Her first products were stretchy bead bracelets, and she generated interest by 

wearing them around town. People would ask about them, and she’d take orders. If they didn’t place an im-

mediate order, she had business cards to pass out “for future reference.” She gave out business cards with all 

her sales, too, so her customers could pass them along to people who commented on their new jewelry. One 

of these cards ended up with a Neiman Marcus associate, which resulted in several trunk shows at the store, 

where she was allowed to present her merchandise directly to the jewelry buyers. One of her more unusual 

marketplaces—and possibly a marketing first—was her great aunt’s wake where she brought samples of her 

jewelry and walked away with $800 in orders. During a vacation in the 

Bahamas, she happened to be eating at the same restaurant as Regis 

Philbin of Live with Regis and Kelly, and worked up the courage to ap-

proach him with her story and samples of her jewelry for his wife, daugh-

ters, and co-host Kelly. Regis presented the necklace to Kelly during the 

show, telling the story about Codi Jewelry, resulting in well over 100,000 

hits on her Web site the next week. None of these “marketing ploys” cost 

her very much, but all were incredibly successful at generating publicity 

for her firm and getting resulting orders.

Courtney Hennessey Revisited—Guerilla Guru11
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    Distribution Issues for Direct Marketing 
 Even when your shippers pay postage, you’ll need to know where to go to find the information you 

need to add that to the amount the seller pays. You’ll need a decent postage scale and rate tables. 

These tables can be downloaded from UPS ( www.ups.com ), Federal Express ( www.fedex.com ), 

or the U.S. Postal Service ( www.usps.com ).  Tip:  Charge a shipping and handling fee that includes 

postage as well as packaging materials. Most catalogs have a shipping and handling fee based on the 

dollar amount of the order. These companies also offer tracking software that can be downloaded 

and installed on your computer to track your shipments. 

  Another option to consider, especially if you are doing quantity shipping, is to use a  fulfillment 

center . These centers will warehouse your products, pack and ship them, and send an automated 

e-mail to your customers to let them know your product is on its way. Other services include credit 

card processing, supplying inventory levels to your Web site, reordering products, offering call cen-

ter services, and handling returns. 14  Fees vary, but they should be less than 10 percent of sales plus 

freight costs. Distributors are a good idea if you want to offer a whole line of products that you don’t 

have to buy or warehouse. In this case, the distributor services several  retailers  or e-tailers. 15  

  How do you find these fulfillment centers or distributors? A good starting place includes  http://

www.clearcommerce.com/eguide . There are also several companies that exist specifically for In-

ternet sales businesses, such as Shipper.com for larger businesses and ifulfill.com for those compa-

nies with fewer than 50 products. 16  

   Nondirect Distribution 
 In Figure 11.1 at the beginning of this chapter you saw  wholesaler , retailer, and  agent . These, 

along with distributors and a dozen or so others not mentioned above, are commonly referred to 

as intermediaries.  Intermediaries— frequently small businesses themselves—provide the service of 

getting the product to the end consumer, including such functions as inventory control, advertising 

and promotion, delivery and warranty services, to name a few. For these services, they take a per-

centage of the profit. As a result, the final price the end user must pay is often four (or more) times 

the manufacturing cost. 

     fulfillment center  

 A company that will warehouse 

your products and fill your cus-

tomers’ orders for you.    

     retailer  

 A middleman business which sells 

to consumers or end-users of a 

product (typically in single or small 

quantities).    

LO2
  Learn how to do non-

direct distribution.

     wholesaler  

 A middleman business which buys 

(typically in large quantities) and 

sells (typically in smaller quanti-

ties) to businesses rather than 

consumers.    

     agent  

 A middleman business which rep-

resents a manufacturer’s product 

or service to other business-to-

business middleman firms.    

SMALL BUSINESS INSIGHT

AtYourOffice (www.atyouroffice.com) was founded by Tom Graham in January 1998. It has the largest selec-

tion on the Internet and a best price guarantee. It offers free next business day shipping, and it has “fanatical” 

customer service. It specializes in the small office/home office market, a market that Graham felt was under-

served. His company is able to offer low prices because it is a virtual company. Graham’s staff is made up of only 

three full-time employees. The company has no inventory, but is able to sell over 27,000 office products thanks 

to his partnerships.

 According to the Web site, “They offer Internet tools and services that large Fortune 500 business have come 

to rely on. The difference . . . is that we offer this up at a cost any business can afford. Through a network of 

alliances and sister companies, we have woven together a comprehensive and sophisticated network of award 

winning Internet-based productivity and collaboration tools.”

 How did AtYourOffice do this? For example, AtYourOffice.com partnered with a distributor that had over 40 

distribution centers throughout the United States. Later the company partnered with AtYourBusiness.com to offer 

a comprehensive package of employee management products and services to support small businesses.

 As well as office products and service, AtYourOffice.com also “distributes” information through its extensive 

links including relevant information from sources such as Dun & Bradstreet, Lexis-Nexis and more.

Best Practices: AtYourOffice.com17
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  How do you find out which distribution channel is correct for your product? One suggestion is to 

start at the end and work your way up by asking each link from whom they buy. 18  At that point, you 

can determine other wholesalers or distributors that carry similar products and begin interviewing 

them to find the best fit for your product and target market. Another way to locate possible distribu-

tors is to attend trade shows. The Manufacturers’ Agents National Association publishes a  Directory 

of Manufacturers’ Sales Agencies,  available in many libraries. 

  Unfortunately for the entrepreneur, many distributors and wholesalers are not interested in tak-

ing on a start-up product. They are concerned about an unproven source and market, setup charges, 

and a multitude of other possible problems. On the other hand, talking to distributors—especially in 

product development stages—may often give you ideas on what to do and what not to do. 

  One way to get a distributor interested in trying your product is to be able to prove that it does 

sell. In this case, you may have to convince a single retailer to give the product a try. Getting your 

product into a catalog may also convince a distributor that it’s a product worth taking, but how 

do you get into that catalog? One way is by showing your product at trade shows and gaining 

sales and recognition. This is the route that Steve Niewulis from the chapter’s opening vignette 

used. Sources for finding trade shows include the quarterly magazine,  Job Shop Technology,  or the 

Web site  http://www.tscentral.com . You can also search using Google and the terms “trade show 

directory.” 

  Another way to get into a catalog is to find one that carries the type of product you have and 

for about the price you’ll want to charge. Call for their guidelines for submitting new products and 

follow the information you get carefully. If you aren’t already receiving such a catalog, you can 

check out resources such as the  National Directory of Catalogs  or  The Catalog of Catalogs V: The 

Complete Mail-Order Directory  in your local library. Some will charge you a fee for warehousing 

your product, while others will simply pass the orders along to you. 19  

  Virtually every industry, sport, hobby, or interest has its own trade shows and events. Regional 

events are usually a better place for the entrepreneur because you have lower expenses and less 

competition. Hit the library or Internet to find them, and be sure to have all the answers about cost, 

delivery, product advantages, and the like. 

  If catalog sales do not feel right and retailers do not seem interested in your product, an  e-tailer  20  

might be willing to take a chance. Because of e-tailers’ low overhead and unlimited shelf space, 

they can afford to take a chance on an unknown firm or product. Sometimes, they will carry inven-

tory, but often they just pass the orders on to you for fulfillment. You can find potential sites by 

doing an Internet search for “e-tailer.” Sometimes they will post information on how to submit 

product ideas, while other times be prepared to dig for phone numbers and names. Craig Winchell, 

the inventor of Conscience, an interactive board game for teaching children right and wrong, tried 

the American International Toy Fair, a trade show, with disappointing results. He found that EToys 

was willing to take a chance. EToys’ ( www.etoys.com ) initial order was six games in 1998; in 

1999, Winchell shipped close to 10,000 units. 21  With the kickstart from the EToys sales, by 2007 

Conscience was sold at ten online catalog sites and more than ten retailers in the United States and 

Bermuda. 

             International Strategies 
 When you are struggling to get through that first year of business, international sales are about the 

last thing on your mind. The U.S. Department of Commerce, however, indicates that large compa-

nies account for only about 4 percent of all exporters, meaning the other 96 percent of the exporters 

in 2000 were small businesses. 22  

 Entrepreneurs typically fall into three categories. There are those who realistically will never 

go international (for example, a restaurant owner or dry cleaner working from a single site). There 

are those who intentionally start international businesses 23  (for example, import-export businesses), 

such as Peter P., the director of procurement for a Russian trading company, who saw a trading 

opportunity with the opening up of Eastern Europe and the former Soviet Union. Educated in the 

United States, he is of Ukrainian descent and speaks both Russian and Ukrainian. 24  Last, there are 

those who think international business might be something they’ll do someday way off in the future. 

This section is primarily for the last two categories.

e-tailer

 An electronic retailer; a store that 

exists only on the Internet. 

LO3
  Differentiate the types 

of international strategies.
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  Thanks to the Internet, once a company has a Web site, it is essentially an international business, 

a whole new breed of firms known as  born internationals . 25  Potential foreign customers see the 

Web site and before you know it—or before you are prepared—the first international order rolls in. 

Even “Web site–free” companies aren’t exempt. A foreign visitor comes across your products and 

sees a need for it in his or her country, and here comes that order. 

  Some international orders aren’t all that difficult to handle. If the order is small enough, if the 

product or service is not highly regulated domestically, and if the country is one with which the 

United States has rather liberal trade such as Canada, the order processing may offer few or no head-

aches. The customer may use a credit card or international money order, and the product ships in the 

mail without much more effort than figuring the extra postage. That’s okay for the occasional order, 

but more complex situations will require more time and effort on the part of the entrepreneur. The 

ideal situation is to consider and prepare an international strategy before it becomes a hit-and-miss 

method that is too cumbersome or before serious and costly mistakes are made. 

  Entrepreneurs have available to them the same options as large companies including wholly 

owned subsidiaries, joint ventures, licensing, franchising, and exporting. For most, though, an ex-

port strategy is sufficient and is all that is covered in this section. It’s usually inexpensive, quick to 

start, easy to change, and less risky than other ventures. It has the additional advantage of allowing 

the entrepreneur the opportunity to learn about doing business abroad in case the company reaches 

the point of moving further. For U.S. entrepreneurs, the U.S. government offers detailed and useful 

help for exporters, including seminars and other training, export assistance, Web sites and reports, 

financing, insurance, and legal and collection assistance. 

  Exporting 26  

 Putting together an export strategy involves answering three questions:

 1.     Are we ready?  

 2.    Where should we go?  

 3.    Whom do we contact over there?    

  There are many sources for assistance in answering these questions, and many good ones are free 

or almost free. One excellent resource is the U.S. Commerce Department’s report entitled, “A Basic 

Guide to Exporting” that can be found at  www.unzco.com/basicguide . 

   Question 1: Are you ready to export?  Exporting requires a different kind of thinking and prepa-

ration from selling locally or even nationally. Are you going to target one country, a region, or 

the whole world? Do you know what customers want? Do you know what the import require-

ments are? What aspects will you handle, and which ones will you contract out? Are you ready 

for the costs and headaches of exporting? To see how you are coming along, you can check your 

readiness online at the U.S. government’s exporting site  http://www.export.gov/ , which provides 

extensive exporting basics, including a “readiness test” at  http://www.fas.usda.gov/agexport/

exporttest.asp . 

  Consider your product as well. Will your U.S. designed product fit an international lifestyle or 

needs? Clothing sizes are different—both in how they are numbered and what the sizes mean. A 

woman’s medium in the United States is an XXL in mainland China. Electrical currents are dif-

ferent, as are various other safety and product standards, and the United States is one of only two 

countries that’s not on the metric system. 27  

  There are several ways you can export. One is to use online services such as eBay. Approxi-

mately one-fifth of eBay’s sales are out of country. 28  If you’re handling your international business 

this way, a lot of the rest of this section isn’t really for you until you want or need to change meth-

ods. Another is to work from personal contacts gained through school, travel, or family. Most ex-

porting small businesses start with countries where they have had personal experience or support. 29  

These two methods are called  direct exporting , since you are selling  directly  to foreign buyers or 

distributors. 

  If you want to use outside experts, there are three intermediaries who can help. With  indirect 

exporting , you use agents, export management companies, or export trading companies as inter-

mediaries to handle most of the exporting process. Direct exporters can also get help from freight 

     born international  

 A new firm that opens a Web site 

immediately, thus being exposed 

to customers from around the 

world.    

     direct exporting  

 Exporting using no intermediaries            .

indirect exporting

Exporting using intermediaries 

such as agents, export manage-

ment companies, or export trading 

companies.



 Small Business Distribution and Location CHAPTER 11 353

forwarders.  Freight forwarders  are specialists in export-related activities including tariff sched-

ules, shipping, insurance, packing, transportation arrangements, customs clearing, and other export 

details. (By the way, many agents, export management companies, export trading companies, and 

freight forwarders are themselves small businesses. They know exactly what problems you’ve faced 

and are much easier to approach than some megacompany.) The Small Business Administration’s 

Export Assistance Center can help you find one. 

   Question 2: Where should we go?  The United Nations has 192 member countries in the world; 

chances are not all of them are right for your product. Even if your product should have wide appeal, 

it makes good sense to pick one or two as first markets. One of the safest bets is to consider countries 

that are similar to the United States—Canada, United Kingdom, Australia, for example. In those 

countries, you have few language issues, the culture is pretty close, the governments and economies 

are stable, and the people there are likely to want or need about the same kinds of products as people 

in the United States do. Should you decide to go further afield, those are the same sorts of things 

you want to look for—language and culture issues, government and legal situations, economic situ-

ations, and peoples’ wants and needs. Here’s a good time to use those personal contacts mentioned 

earlier; if they live there, they are likely to be able to tell you if the product makes sense or not. 

  International marketing research isn’t cheap and can be difficult to do. Contacts are a valuable 

resource. Additionally, the U.S. government can give a lot of free or low-cost assistance. See 

Table 11.2 for a list of some of the major ones. 

   Question 3: Whom do we contact over there?  You may already have international contacts 

through school, friends, travel, or other methods. If so, you’re ahead of the game. Even if they can-

not help you with specific questions, they probably know someone who can. On the other hand, if 

you do not have any contacts, a lot of the government services you have already used can provide 

lists of potential intermediaries or end users. In addition to the free services available, U.S. Commer-

cial Services ( www.export.gov ) provides a number of levels of fee-based customized services. For 

     freight forwarders  

 Firms specializing in arrang-

ing international shipments—

packaging, transportation, and 

paperwork.    

Government Sources of Export AssistanceTABLE 11.2

Agency Web Site Assistance Offered

Small Business Association www.sba.gov U.S. Export Assistance Centers offer help in virtually all 

areas of exporting, much for free or at very low costs.

U.S. Department of Commerce www.export.gov U.S. government’s main exporting site with extensive 

exporting basics.

www.unzco.com/basicguide/ This extensive guide is available for downloading and 

contains virtually everything a beginning exporter needs to 

know. Includes copies of most paperwork and how to fill 

it out.

Regional U.S. Department of 

Commerce offices

Offer export seminars on various topics; many are free 

or under $50.

Ex-Im Bank www.exim.gov Offers seminars on export financing.

Bureau of Industry and Security www.bxa.doc.gov Offers seminars on export licensing and compliance issues.

International Trade Administration www.ita.doc.gov Has detailed information about U.S. trading partners.

U.S. State Department www.stat-usa.gov Has detailed country reports and industry-specific 

information, some free and some for a price.

State and local governments Often offer convenient seminars and other export 

assistance programs.
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$500, they offer their International Partner Search service, which will identify up to five potential 

businesses to work with you as licensees, agents, distributors, or strategic partners, and prequalify 

them based on your criteria. The government’s  www.export.gov  site offers a database of sales leads 

that can be searched for free by industry, region, or country. They also are the point of contact for 

catalog exhibitions which can get your product or service catalogs into the hands of potential buyers 

in specific markets (or at specific trade shows) overseas. 

  Other good ways to make international contacts are to participate in trade shows and trade mis-

sions. In a trade mission, a U.S. government official takes a small group of business owners to dif-

ferent foreign countries in order to help establish relationships and promote exporting. There are 

not a lot of these missions, and they are usually specific to a particular type of business and region 

of the world, so they are not always appropriate. At an international trade fair, similar to domestic 

trade fairs, you have a booth displaying your products or services and the opportunity for exposure 

to thousands of potential clients. Again, some fairs are industry-specific, while others are more 

general. The U.S. government often has a U.S. pavilion featuring export-oriented companies. These 

companies often have the opportunity to tie into other U.S. government services such as meeting 

with local U.S. embassy officials, prearranged meetings with qualified customers, market research 

information, trade barrier information, transportation and customs information, and assistance and 

access to U.S. trade show experts. Even if you can’t exhibit in the fair, attending the fair may give 

you a chance to meet the sort of people you need to know. 

  The U.S. government through  www.export.gov  also provides such services as printed and video 

catalogs, online databases, and personalized (fee-based) contact services. The U.S. Commercial 

Service will also assist a company in arranging private promotional activities, including exhibitions, 

press releases, and receptions when appropriate. 

  Still another way is to look for foreign companies with a resident representative in the United 

States, a type of private importing agent. Often these representatives are interested in bringing U.S. 

products back to their home countries and will already have a good idea if your product is right, and 

how to promote and distribute it. 30  To find these resident representatives, try a Google search with 

the terms “resident representative” US, importing-site:.gov. 

  The next step is to export your products. But there are a few other things to consider first. Pricing 

becomes complicated as you need to cover transportation, the additional documents you may need, 

possible tariffs (taxes on incoming goods), potential currency valuation changes, the cost of convert-

ing currencies, and the additional packaging necessary to ship abroad. The importer usually covers 

foreign taxes, tariffs, additional shipping charges, port handling fees, and the like, but this must be 

carefully spelled out in your contracts in order to avoid potential differences of opinion. 

  Shipping documentation and other paperwork are very specific to the product and the country 

to which it is going. The International Trade Administration ( www.trade.gov/td/tic ) provides ex-

tensive information about tariffs, taxes, specific country information, and other general exporting 

information. The U.S. Country Commercial guides also provide some assistance in this area, as do 

some country government Web sites. The Bureau of Export Administration ( www.bxa.doc.gov ) 

provides information about when export licensing is necessary and also information on exporting 

of politically sensitive products. In addition, companies such as NetShip ( www.netship.com ) have 

arisen specifically to handle shipping and documentation issues for e-commerce. 31  

  There are a variety of payment procedures available. The easiest for you is to require up-front 

cash payment prior to shipment (or credit card if appropriate). This eliminates your risk, but puts 

the customer at risk. Providing credit to your customers reverses the risk, and puts it all on you. 

Both of these are possible methods of receiving payments, but less often used. More typical meth-

ods include  letters of credit  or  documentary drafts . In both cases, the payment procedure now 

includes four parties—you, your customer, and both of your banks—and payments are made upon 

proper presentation of certain documents, including the letter of credit or draft, bills of lading, and 

other paperwork. Although the system is somewhat complex, it provides a lower level of risk for 

all parties than cash in advance or an open account. You can find assistance about these methods at 

your current bank. 

  Financing and insurance become important because of the length of time it may take for interna-

tional payments to be processed and the risk of default, as well as the difficulty of recovery in case of 

default in international transactions. The Small Business Administration ( www.sba.gov ), the Ex-Im 

     letter of credit  

 A document issued by a bank that 

guarantees a buyer’s payment for 

a specified period of time upon 

compliance with specified terms.    

     documentary draft  

 A draft which can be exercised 

only when presented with speci-

fied shipping documents.    
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Bank ( www.exim.gov ), and the Overseas Private Investment Corporation ( www.opic.gov ) provide 

loans and insurance to cover exporting. In some cases, these loans may also be used to finance trade 

show participation, to translate brochures and catalogs for international distribution, to renovate 

or expand existing facilities necessary to produce products for export, to set up lines of credit for 

potential customers, to provide export working capital, and to provide funding for developing an 

export program. 

  Last is the consideration of conflict resolution. Although the possibility exists for pirating, prod-

uct misuse, and other unfortunate occurrences, the primary areas for conflict resolution include 

nonpayment and contract default issues. There is no universal court of law that can handle these 

situations. The U.S. Department of Commerce can provide advice and offer reputable local coun-

sel, but only for sizable losses, typically several thousand dollars or more. The U.S. Council of the 

International Chamber of Commerce ( www.iccwbo.org ) provides international arbitration services 

and offers some other suggestions, but arbitration, too, is costly and probably not worthwhile un-

less the loss is significant. This difficulty in international dispute resolution underscores the need to 

carefully select partners and to do a thorough job of prescreening. This is an area in which various 

government agencies can help you. The U.S. Commerce Department, for example, prequalifies 

potential customers in many cases prior to recommending them; you should check the particular 

program specifics to verify. Ex-Im Bank provides credit information on potential customers and, as 

mentioned earlier, many agencies provide insurance for export payments.  

  Importing 

 Importing strategy is similar to exporting, but with the buyers and sellers reversed. Instead of cus-

tomers to buy your products, you are looking for sources to sell products to you (which, of course, 

you’ll eventually resell). If you have the opportunity to travel abroad, look for products that are 

selling well in the country you’re visiting and aren’t available in the United States or products that 

are considerably cheaper than similar ones found in the United States (labor and manufacturing 

costs are often cheaper in other countries than the United States). Trade mission and domestic and 

international trade shows are also good sources. If you can’t travel, ask your international contacts 

for this information. Next, find out who manufactures them and write the manufacturer a letter, 

introducing yourself and your company and the potential you see in your market for its product. 

You’re selling yourself, so be sure to tell the producer why you are the best person or company to be 

representing the product (i.e., experience in that product or in importing, contacts and distribution 

systems already in place, familiarity with the market, etc.). International mail can be painfully slow, 

so a fax or e-mail letter is probably best. Also, avoid slang terms (e.g. “your product is da bomb!”) 

and idiomatic expressions (like “break the ice”) that are likely to be misunderstood. Since English 

is rapidly becoming the language of business, a translation is usually not necessary. Follow up with 

a phone call or visit in which you can pitch the specifics of your marketing plan for the product. 32  

One way to conduct international calls for free is to register for Skype, an Internet service which lets 

you use a broadband connected computer to call other Skype users for free ( www.skype.com ). If 

you and the overseas company both use Skype, having long conversations to get an understanding 

of each other will not pose a financial problem. Along the same lines, it is worthwhile these days 

to check to find out whether an overseas company has video capabilities. Video cameras for PCs 

are inexpensive, and videoconferencing services are often available on campuses or at commercial 

locations such as FedEx Kinko’s for low costs. 

  With importing, many of the paperwork and insurance details will be your source’s responsibil-

ity. Import buying works the same way as export selling, that is, the same sorts of paperwork and 

procedures are followed only in reverse.  

  Concluding Thoughts on International Business 

 One of the major mistakes commonly made by U.S. businesspeople (entrepreneurs or major compa-

nies) is being insensitive to cultural differences. You’re likely to make some mistakes, but take time 

to learn at least the basics about the culture you’re dealing with to avoid the biggest errors. Travel 

guides and U.S. government country reports often offer brief cultural assistance as do books such as 

 Kiss, Bow or Shake Hands  and a plethora of “doing business in ———” guides. 33  
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  Although international business might seem a little daunting with all the paperwork and regula-

tions, small businesses just like yours do it every day. There’s a lot of free or very inexpensive help 

out there; make use of it.    

  Location 

  When you ask real estate agents the best three things to look for in a house, they will tell you, “Loca-

tion, location, location.” The same holds true in your business. What location—in particular,  good  

location—means for your business is highly dependent on what your business is, the amount of 

money you can afford to budget for it, your particular business philosophy, and the marketing niche 

you are seeking. Let’s start with some general information about location, then move onto specific 

issues for services (including retailing) and manufacturing businesses. We then discuss some spe-

cific choices such as site selection and layout and the buy, build, or lease option. 

  The first choice, and often only choice, for many entrepreneurs is their hometown because it 

offers convenience and a familiar setting, and it eliminates a lot of possible family issues. There 

may also be valid business reasons for this choice: The local banker knows you and is more likely 

to loan you money; you know your market—the potential customers in the area—and understand 

their wants and needs; you have seen an unmet need that you can fill; and, for many entrepreneurs, 

friends and family (usually local) are often the first customers and are great at spreading the word 

about your business. (Remember that word-of-mouth is often the first method of getting to your 

customers.) 

  There may also be some compelling reasons to consider a different location. What are the busi-

ness laws like in your area? Local zoning ordinances specify what sorts of businesses are allowed 

and not allowed in specific locations. 34  Certain types of businesses—usually those deemed hazard-

ous or that produce foul odors—may be banned or severely restricted. State and local pollution 

standards, worker’s compensation, wage rates, and other such legislation might increase the cost 

of doing business to the point that other locations become much more favorable. State and local 

taxes in particular vary considerably from state to state. For example, Wyoming has no personal or 

corporate income tax, while California has relatively high rates. On the other hand, certain locations 

often offer attractive incentives for new businesses ranging from tax credits to low-interest loans, 

from favorable business laws to business incubators (discussed later). 

  Most of this information can be found on the Internet. Try the state or city business development 

office (a good place to start is the Economic Development Administration’s state list at  http://

www.eda.gov/Resources/StateLinks.xml  ) or the local chambers of commerce (look in the phone 

book or at  http://www.uschamber.com/chambers/directory/default  to find your local Chamber 

affiliate). There is also information by state available for your state at www.business.gov  , and 

the Small Business Administration offers links to state-based resources at  http://www.sba.gov/ 

services/counseling/index.html .  Site Selection Magazine’ s Web site ( www.siteselection.com ) has 

a number of tools that can help you find the right location. Many of these require being a registered 

user, but registration is free. 

  Other reasons to consider other locations are tied to your customer. Your hometown may not be 

the best place for you to find your target market customers. Are you close to the people who will 

use your product or service? Other considerations include population growth or decline (especially 

in your target sector), income levels, and predicted increases or decreases in income. Is the loca-

tion expanding economically or slowly dying? Perhaps the best source for this information is the 

US Census Bureau. State and local municipality business development offices may also carry such 

information, but they are likely to be slanted toward attracting new businesses. 

  Also consider the type of business you are planning. Do you need skilled labor? If so, what 

areas will provide you with the necessary employees? Do you need to be near raw materials or 

particular methods of transportation? These issues will help determine your choices. Where are 

your competitors? Certain industries tend to be clustered in certain regions where they can make 

efficient use of services and employees. Think of California’s Silicon Valley or the financial dis-

trict of New York City. 

LO4
  Identify the factors to 

consider in selecting your 

business location.
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  Doing business in your hometown may be perfectly appropriate; however, the cost of moving a 

company—whether across town or across the country—can be very expensive. It pays to plan ahead. 

  Service Firms 
 There are three typical locations for services: at the client’s location, at a mutually accessible loca-

tion, and at your firm’s location. Traditionally, services may have been tied to one or another of 

these, but marketing niches have been carved out by people daring to be different. Typically, dry 

cleaning and restaurant dining are services provided at a place accessible to both parties, but some 

dry cleaners now offer pick up and delivery from the client’s home, and not only pizza restaurants 

offer delivery these days. Thanks to the Internet, video rental like Netflix.com and other services are 

handled electronically, and the customer and service provider may never meet face to face. What-

ever innovative niche you select, there are a few things to keep in mind. 

  At the Client’s Location 

 Typically, these services include things such as house or office cleaning, pest control, remodel-

ing, lawn and gardening services, carpet cleaning, and similar services which must be performed 

at the client’s location. Business headquarters can be a home office with enough room to store and 

maintain any necessary equipment used in the service. Reliable transportation, preferably modified 

to organize and store tools efficiently, is imperative. More importantly, the range of your client’s 

locations must be planned to prevent transportation times from being unmanageable. For example, 

facing a one-hour drive to a client’s location might mean you have tied up two hours in commuting. 

If you cannot charge for travel and do not have other clients nearby, it means you have two hours in 

which you cannot make any money that day. 

  If you’ve done your homework carefully, you already know the geographic area(s) most likely to 

use your service. Certain services may be organized into a rotating schedule. For example, a house 

cleaning service may clean a certain set of neighborhoods on Monday, different set on Tuesday, 

and so on. In other cases, more remote clients may be charged a transportation fee. In some cases, a 

mileage fee may be appropriate for your business (delivery services, for example). 

  As the firm grows, it may outgrow its home-based headquarters. As your clients seldom, if ever, 

visit you, you have more latitude in where you can be located and the ability to seek out low-cost 

space (see site selection section below). Reasonable distance to the clients and adequate storage 

room for your expanded fleet and equipment are key to choosing a site.  

  Mutually Accessible Location 

 Services using this approach often have too much specialized equipment to be readily transported 

and a need for at least some client involvement. Barbershops, dentist offices, video rental stores, 

SMALL BUSINESS INSIGHT

Lindzey Patterson had a real passion for cooking. Even as she was finishing her degree at Saint Louis University, 

she was planning her next classes at a local cooking school. Her idea was to offer cooking classes in the client’s 

own kitchen. Her business could operate from a van equipped with her cooking equipment and refrigerators for 

storing food. Reservations could be handled by cell phone. This way, Lindzey had taken a business usually based 

in a mutually accessible location and made it into a business conducted at the customer’s location. In doing so 

she was able to minimize her costs and personalize her service, called Home Cooking.

Lindzey Patterson and Home Cooking
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and restaurants are services typically located at a site that is extremely convenient for the client and 

reasonably so for the owner and employees. 

  Even though your service may be traditionally located in a mutually accessible area, consider 

what you might do to make it home-based (see Chapter 5). Your watch repair shop might generate 

clientele by being located in a shopping center, but will the added sales be offset by the high cost of 

rent, utilities, insurance, and other payments? Can you offer pickup and delivery and do the work at 

home? Your restaurant idea might work as a catering service. Instead of a specialized clothing shop, 

why not try mail order or Internet-based sales? 

   Remote Location 

 In this type of service, face-to-face meetings with the client are infrequent. Typical services that 

meet this criterion include medical transcription, data processing, fulfillment centers, and some 

consulting work. These services generally are ideal for home-based businesses. Certain services, 

for example, fulfillment centers, generally take more space—at the minimum, an attic, garage, or 

basement. The biggest advantage of these sorts of businesses is that they can be located anywhere 

in the world. U.S. hospitals, for example, use medical transcription services located in India. One 

such company, Infoflow/TSVI, operates from a U.S. sales base (which makes handling calls from 

U.S. hospitals easier) with transcription being done in India, managed there by a co-owner, who is 

a cousin and long-time friend of one of the two American owners ( www.infoflowtranscription

.com ). 35  Other than perhaps some initial sales meetings, all business is transacted via phone, fax, 

electronic exchanges, or mail.   

  Manufacturers 
 What if you are selling a product and not a service? What are your considerations about location 

now? Where you make the product is really dependent on the product. Some products that do not 

require a lot of specialized or bulky equipment can be produced at home unless zoning ordinances 

forbid it. In addition to whatever office space is needed, adequate work space is also required. The 

basement, a garage, or a home workshop may be adequate for some time. As business expands and 

as you add employees, it will become awkward if not illegal to continue production at home (see 

Chapter 5). 

● Finding a truly convenient 

space is one of the challenges 

to placing one’s business in a 

mutually accessible location. In 

the example pictured, the owners 

offer an expanded product line in 

order to attract passers-by on a 

busy downtown street. Locating 

several different kinds of related 

items in one street front store 

gives customers the ability to 

shop for several needs at one 

time and place.
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  Some products require bulky and specialized equipment, utility demands atypical of homes, or 

sizable warehousing requirements and are never suitable for home businesses. Certain production 

characteristics—for example, use of hazardous materials and materials with strong odors or noisy 

operations—may make a home-based business undesirable. Many cities have zoning ordinances pro-

hibiting manufacturing in residential areas. When you start to hire employees, providing the amenities 

they will expect or that are required by law will usually require moving the business from your home. 

   Contract manufacturing  might be a better option, at least for awhile. In this case, a firm with 

the capabilities to produce your product is contracted to manufacture it for you, usually for a flat 

per unit fee and a possible setup charge. Some firms will also assist in marketing and sales as well. 

Trade magazines in your field often list ads for contract manufacturers. An interesting possibility 

here is to use  sheltered workshops  to perform light manufacturing or assembly sorts of busi-

nesses. These workshops exist in nearly every state and offer very competitive pricing, often includ-

ing tax benefits for the business. 

   Site Selection 
 Once you have determined the general location of your business, you need to determine the exact 

location for your operation. What you should look for falls into three main categories: home-based 

businesses (covered in Chapter 5), high customer contact (e.g., retail), and low customer contact 

(e.g., manufacturing). Each has certain criteria to be considered. 

  High Customer Contact Businesses 

 Businesses with high customer contact include such diverse operations as medical or legal offices, 

restaurants, retail establishments, dry cleaners, and other businesses that are highly dependent on 

being convenient to the customer. For these operations, there are three critical site selection consid-

erations: traffic, customer ease, and competition. 36  

  First of all, you want a site that is convenient to your target market and to enough of the custom-

ers to make you profitable. If you are considering a franchise, many will offer site criteria to help 

you make your selection. If you are going it alone, consider the population density of the area and 

how many of the people in the area meet your target market criteria. The U.S. Census Bureau Web 

site can be a good starting place for free information. See Skill Module 11.2 and the Online Learn-

ing Center. If plowing through the Census Bureau Web site doesn’t get you what you want, several 

commercial services including ESRI ( www.esri.com ) will sell you data about the population in a 

particular zip code for several hundred dollars. More detailed and specific commercial information 

is also available and can range in price from several thousand dollars to over $100,000 and is prob-

ably not an option for most entrepreneurs. 37  Again, the Web site of  Site Selection Magazine  ( www.

siteselection.com ) mentioned above has tools and additional articles that can help.  

     contract manufacturing  

 An existing firm with the correct 

manufacturing capabilities makes 

your product for you.    

     sheltered workshop  

 A nonprofit organization or institu-

tion that provides business services 

by using handicapped or rehabili-

tated workers.    

SKILL MODULE 

11.2

 Using the U.S. Census Bureau Web Site 

 The U.S. government through its Census Bureau Web site (www.census.gov) offers so much information free for 

the taking that it is sometimes difficult to decide what to use and how to get it. While daunting at first glance, the 

Web site is relatively easy to use and presents quite a bit of data useful to the entrepreneur. Let’s say that you are 

thinking about opening a housecleaning service, a home-based business in the community of Upland, California. 

Before you open this business, you’d like to know if there would be enough customers interested in using this 

service within a reasonable geographic area. You’ve decided that the likely target market would be households 

with incomes in excess of $100,000, probably managers or other professionals who would like to have someone 

else do the housework. 

●         Step 1:  Go to the Web site (www.census.gov) and look for and select the link (along the left side) called 

“American Fact Finder.”  

●    Step 2:  There’s a lot of information on this page that could be useful, but look for the heading “Data Sets” 

and click on the link.  
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●    Step 3:  This page gives you a list of data sets you might want and a brief description of what you might 

find. For the purpose of this exercise, let’s use “Census 2000 Summary File 3 (SF 3)—Sample Data.” When 

you select this file, a menu comes down on the right side of the screen, giving several choices on how to 

examine these data. A map would be nice so that we could see exactly the areas in which we are likely to 

find our customers, so select “Thematic Maps.”  

●    Step 4:  This brings you to a series of screens that helps you select the exact geographic area that you want. 

Upland is located in the state of California, in San Bernardino County. Since San Bernardino County is so 

huge, we want to concentrate on the county subdivision of Ontario. The first screen has a pull down menu to 

let you select the size of the region you want. Choose “County Subdivision.” Subsequent screens will have 

menus listing the state, county, and county subdivision. After selecting “Ontario CCD,” click on “Next.”  

●    Step 5:  Now you have a screen listing the possible maps that could be generated. By scrolling down, you 

will find “Percentage of Households with income of $100,000 or more in 1999–2000.” Select that one, 

which brings up a color-coded map showing us by percent the households exceeding $100,000 in income 

in our area. By clicking on the Zoom, we can zoom in and get down to street level. (See screen capture.)   

  Depending on what data you need, some of the other options in step 3 might be better. “Detailed Tables,” for 

example, will give you list data in many cases down to the block level. Data are available also by home ownership, 

ethnic group, commute time, and hundreds of other options. 

  If you look at the top of the Web page you will find a “You are here” line. By clicking any of these, you can 

back up one or more steps for different searches.  



 Small Business Distribution and Location CHAPTER 11 361

  Another consideration is the presence of  traffic generators  in the area. These are other busi-

nesses that draw customers to the area and may include supermarkets, office complexes, schools, 

and malls. If the customers are drawn there, for example, to grocery shop, might they not stop at 

your video store next door? Reflect on the type of customer you are seeking and the likelihood of 

these businesses in attracting them. If you want a teen customer, a location near a high school works 

well. If you are looking for evening clientele, offices that close at five aren’t the right traffic genera-

tors for you. Drive around likely areas and locate possible sites. Visit during the hours you anticipate 

to be peak times for your business and evaluate foot and car traffic. 38  Look at the crowds or lines in 

similar businesses and decide whether there is room for you. If most businesses seem empty, you 

probably will be too. 

  Intersections of major streets offer high automobile traffic, but because of divided roads and 

other barriers, they may not make it easy for your customers to get to you. Businesses along inter-

states have high visibility, but the frontage roads can be so convoluted that the clients seek easier-

to-get-to competitors. Even some malls and shopping centers have such tortuous access problems 

that customers avoid them when possible. Sometimes entry is easy, but getting out is difficult. For 

example, no signals for left turns when most of the traffic needs to head in that direction can turn off 

customers. 

  Parking is also an issue. Is it conveniently located to your place of business? Do customers need 

to cross busy streets to get to you? Is parking free or paid? Are parking areas well lit and safe? Are 

there wheelchair ramps or other accommodations for disabled customers? 

    Customers have strong ideas about how far they should have to drive for things. These vary 

somewhat from major metropolitan areas to more rural towns and from one region of the United 

States to another. Generally convenience stores, fast-food restaurants, and gas stations need to be 

close to consumers. Grocery stores and banks can be somewhat farther away, but not much. Dis-

count stores and midscale restaurants can be even farther away, while specialty stores, upscale res-

taurants, and malls can be relatively remote. Where does your business fit? How far are customers 

willing to drive to get to you? 

  Malls are great traffic generators, but space at malls is costly. If it is appropriate for your product, 

you might consider a kiosk or cart in the mall as a way of testing the market and location without 

making a large investment. 39  Neighborhood shopping centers (those anchored by a supermarket, 

drugstore, or major retailer) or strip centers (shopping centers without major anchors) are more 

modestly priced, but lack the drawing power of malls. 40  

  Generally, competition in the area can draw away valuable clients, but this is not true in every 

case. Many cities have a restaurant row, an antique district, or an automobile mile (as well as other 

business types) where many competitors cluster. Clients wish to comparison shop or have choices 

and are drawn to areas where they can see several similar businesses at one time. Locating far from 

these will mean that you are free from competition, but this benefit may easily be offset by the cost 

     traffic generators  

 Other businesses that bring cus-

tomers (generate traffic) to the 

area.    

SMALL BUSINESS INSIGHT

Mark Dukes thought he’d found the perfect location for a restaurant that specialized in the delivery of burgers, 

chicken, and steaks when he found a location in the middle of the University of Tennessee in Knoxville. Students 

are always hungry and love delivery. However, during school breaks there are no orders—and also no employees. 

In addition, there was no parking at his location on campus. After seven years of struggling, Mr. Dukes moved his 

failing franchise off-campus to a free-standing building with a parking lot. His sales are up 100 percent. He still 

delivers to students, but he now gets a lot of community business, and a family order averages $30 compared to 

the student order of $7 or $8.

Steak-Out Restaurant41
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of attracting customers to a different place. Additionally, you can capitalize on competitive adver-

tisements that bring potential customers to the area. Your competitor’s high-budget TV ad might 

get customers to the neighborhood, but the “sale” sign in your window may get them to stop at your 

place instead. 

  Another instance when you want to be near competitors is when your business provides a strong 

contrast to the competition in the area. Do you offer better assistance, additional services, unique 

advantages, or other benefits that can easily be seen by customers? They may be drawn to the area 

by a well-known competitor’s name, but they may select your establishment instead because of what 

you offer that differentiates you.  

  Low Customer Contact Businesses 

 Generally low customer contact businesses are manufacturing businesses, the headquarters of cli-

ent location-based services, or remote location services. Customer access is relatively unimportant. 

More critical are access for your employees, reasonable cost, and the space necessary to do your 

business. Certain manufacturing operations will need adequate utilities and specialized transporta-

tion too. 

  Unless you plan to use some of this space as a high-traffic showroom, commercial space in a 

business park or light industrial park might be appropriate. These parks are located near major 

transportation routes, often have rail spurs, and are designed for industrial utilities; that is, they have 

adequate electricity, gas, water, waste water treatment, and the like. Frequently, support businesses 

will be located in or near the park such as warehousing, shipping firms, copy centers, and office 

supply stores. Industrial or business park space tends to be cheaper in smaller cities and rural towns 

than in major metropolitan areas. If distribution to customers can be arranged, these locations are 

certainly cost-effective. 

  Some major metropolitan areas offer  empowerment zones.  These zones, often in economically 

depressed areas, offer businesses low-cost space and tax advantages for locating there. For more 

information, see  www.ezec.gov  or  www.siteselection.com . 

  A third possibility is a business incubator. The National Business Incubator Association ( www

.nbia.org ) shows over 850 business incubators in the United States sponsored by government, uni-

versities, or private investment groups. These business incubators are specifically designed for the 

entrepreneur, and, in addition to relatively low cost space, they offer a multitude of small business 

support services. These services range from copy machines, faxes, and conference rooms to account-

ing, finance, and consulting services. Since the building is populated by other entrepreneurs, it’s a 

great place to talk to others who might have had some of the same problems or to brainstorm new 

ideas. Most incubators require a stake in your company in exchange for their assistance—maybe as 

● Chicago’s jewelry row 

is an example of clustered 

competitors whose proximity 

to each other gives customers 

added convenience and more 

options. What are some reasons 
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interest and business to an 

entire area?



 Small Business Distribution and Location CHAPTER 11 363

much as 50 percent—and often have quite a bit to say about how you run your business. Opinion is 

mixed on how much real help a company can get; just like all businesses, there are better and worse 

incubators, so do your homework. 42   

  General Comments on Site Selection 

 How do you go about finding potential sites? Looking for “for sale” and “for rent” signs is a start, but 

not all space will be advertised that way. Just as a good real estate agent can warn you about the pro-

posed freeway project going through the backyard of the house you are considering or let you know 

about houses not yet listed but likely to be, an experienced real estate broker will also be able to assist 

you in your search for your business location. Many have relationships with landlords that can work 

to your benefit. They are also likely to have at least some of the market statistics you may need to 

help you decide if the location is right for your business. 43  Level with them about what you can spend. 

You have your business plan and know the cost per square foot you can afford and be profitable. If 

you are looking at property more expensive than that, you’ll need to cut corners elsewhere. 44   

  Leasing 
 It is rare that a small business start-up buys its first location. The reason is financial. It takes a lot of 

money to buy a place, and beyond that a long-term commitment to pay for it. For most small busi-

nesses, it is not a worthwhile risk. It makes more sense to rent or lease your facility to leave more 

money for other aspects of the business. But leasing is one of the most complex of the issues an 

entrepreneur faces when starting a business. 

 In reality, most landlords (especially those from big national commercial real estate and mall 

companies) have fairly standard contracts which they don’t like to change. These typically start out as 

very pro-landlord. That said, in many cases they are also likely to accept certain standard clauses that 

are more tenant-friendly. However, it is unlikely they will offer those. You will need to ask for them. 

In this section you will learn about the major types of tenant-friendly clauses you might want to seek. 

However, it makes tremendous sense to get a real estate lawyer involved to help you. They should be 

able to tell you what kinds of clauses are typical, and who else offers them in your area, and if there 

are any other likely traps in the lease. You can learn how to choose a lawyer in Chapter 18.

  You should start the leasing process by looking for locations. You can start using the local 

newspaper’s or business journal’s classified ads for commercial real estate. Local real estate Web 

sites may also have listings, and there are national Web sites like LoopNet.com which compile list-

ings from a variety of sources. There is a how-to video for using LoopNet on the Online Learning 

Center. You may contact a real estate agent with commercial experience to help you, but make 

sure you know how the agent is making his or her money. You want the agent to work in your best 

interests. 

  It helps to have two or three possibilities identified before you begin negotiating leases. This is 

a use of the idea of the power of rivalry from Chapter 7. This gives you a basis for comparison, and 

an alternative for leasing when negotiating. But note that the more alike the properties, the greater 

your power at the negotiating table. Also, if you are opening a franchised operation, you will want to 

contact your franchisor before you start looking for locations. Most franchisors have specifications 

for locations, and advice on costs and other features. They often have a lease review department to 

help you with this process. 45  

  The best way to start thinking about the clauses is to separate them into those clauses related to 

choosing a property, day-to-day operations, and endings. In reality, though, all of these clauses will 

get negotiated when you and the landlord discuss the lease agreement. 

  There are several issues that could pop up as you are narrowing your choices and trying to decide 

which location and deal is the best for you. These are: 46 

 ●    “As is” versus compliant property:  If the location has problems, who should fix them? The 

landlord would like to have you do it, and will try to push you to accept the property “as is.” 

You, of course, want the landlord to fix it before you move in, so you would ask the property 

to be “in compliance with all applicable laws, rules, and regulations.” Realize that the landlord 

will get back the money paid for repairs eventually, through fees or higher rents, but it can 

save you money on the front end.  

LO5
  Recognize the key is-

sues in leasing.



364 PART 3 Marketing in the Small Business

●    HVAC:  This is the commercial jargon for “heating, ventilation, and air conditioning.” It can 

be the most expensive type of repair, and since it is mechanical, one of the types most likely 

to go wrong. The landlord wants it to be your responsibility. You want it to be the landlord’s. 

This is particularly important if the location has a central air system so everyone shares the 

same air conditioner and heating equipment. This type of equipment needs to be the landlord’s 

responsibility. For any type of equipment, you want the landlord to at least guarantee the first 

year of operation.  
●    Signs:  Called “signage” in the business, it can be on the street, on the building, or around 

the door. You probably have ideas for your signs. If you are a franchise, you face signage 

requirements from the franchisor. You want a landlord who will work with you on the size, 

placement, and visibility of signs. Make sure you have written agreement on the signs and, if 

possible, a clause that says approval cannot be unreasonably denied for future changes.    

  There are other benefits possible if you know to ask for them. Often these are called concessions. 

Examples include “leasehold improvements,” which are permanent changes made to the location to 

fit your business’s needs. You cover these by seeking a “tenant improvement allowance” or “con-

struction allowance” which are rent dollars (typically $5 to $25 a square foot) they agree to let you 

put into improving your location. 47  This amount should be based on a firm estimate from a construc-

tion professional. Another concession is a “rent-free use period” which covers the time while you 

prepare your location prior to opening. 

  As you start thinking about how you would operate day-to-day, there will be several different 

issues you will face. These include:

 ●    Hidden charges:  Many leases include charges that do not have to be listed in the term 

sheet given you for the property. An example is a monthly operating expense. This may be 

justified. You may be leasing a thousand feet of space, but there are also common areas, 

restrooms, parking and the like that the landlord keeps up for everyone. Ask specifically for 

a list of all expenses or charges for which you will be liable, and compare to other locations. 

Also make sure to learn the conditions under which you can lose all or part of your security 

deposit.  
●    Use of premises:  You specify in the lease what you will sell or do at the leased location, but 

too exact a description could prevent you from expanding the products or services you offer. 

Try to add the clause “and related goods and services” to any description you give to provide 

reasonable flexibility.  
●    Noncompete:  If you have a pet store in a strip mall, you’d like to be the only one there. For 

many types of businesses, you negotiate a clause limiting the landlord’s ability to lease to a 

competing business. This can be just for your facility or for a radius. You should expect to pay 

for the exclusivity and the farther you want it, the more it will cost. Note that competition in 

terms of different types of restaurants, or another store selling some of your products, is still 

likely.  
●    Hours of operation:  Mall landlords want stores open the same hours and days, and landlords 

of other types of properties may have some of the same desires. You need to negotiate times 

that fit your business model. Look for stores in the landlord’s properties that match your 

hours. Precedence helps here.  
●    Rent default:  When you are late paying rent, all sorts of penalties and problems emerge. It 

also hurts your credit rating. Some leases require the renter to keep track. Ask to change the 

lease to specify the landlord needs to alert you immediately on the rent due date in written 

or telephonic (usually fax) form, and get the 5–10 day default period for paying rent before 

default starts from that notice.  
●    Moves and remodels:  There may be a clause that gives the landlord the right to move your 

business elsewhere, at their discretion. If this is to update or repair an area, fine, but what if it 

is to get a higher-paying tenant in your space? Set time limits and return rights on any forced 

move. Similarly, if the landlord decides to remodel, you should not have to pay for it.    

  As an entrepreneur negotiating a lease, you need to prepare for the good and the bad as time moves 

along. The good is the prospect your business grows and you need more space. The bad is that your 
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business doesn’t do well, and you need to get out of your lease before the end of the term. Dealing 

with these issues is like worrying about a prenuptial agreement while you are taken with the romance 

of getting married. It might be painful to imagine, but it is important to keeping what is yours. 

  If your business falters, you are obligated to continue paying your monthly rent and fees for the 

duration of the lease. A landlord has the power to let you out of a lease, but he or she is only likely 

to do this if a better tenant is lined up. Once you tell your landlord you may need to vacate the prem-

ises, she or he is supposed to look for a replacement tenant, but not all do, or do a good job of it. If 

you can find a replacement tenant, it can help this process along, but you need to make sure there is 

a clause that lets you sublease the property, and further, that the landlord can’t unreasonably deny 

the sublease. If your pet store is closing, finding a dress shop is probably reasonable (as long as it 

doesn’t violate some other tenant’s noncompete clause), but finding an adult book store is probably 

not a reasonable replacement. 

  Three other ways to handle an early termination are to set up a short-term (e.g., 6 months) lease 

initially, ask for a bailout clause, or for a “cap” or limit on how long you need to continue paying rent. 

The bailout clause lets you out of the lease if sales do not meet an agreed-to level. You negotiate this 

with the landlord up front. To understand a cap, think about a three-year lease. If you close down after 

only six months, you are still obligated to pay 30 more months’ rent. With a one-year cap you are only 

obligated to pay 6 months’ more rent. This is like a type of insurance, and like insurance policies, you 

will probably have to pay a slightly higher rent from the start to cover this possibility. 

  Realize there can be problems you face caused by the property itself. What if you move into a 

mall with a major chain like Sears, Penny’s or Macy’s, or a strip mall with a major supermarket or 

discount store. Part of what you are paying a premium for is the traffic and reputation these anchor 

stores bring. What if they leave? Your location’s quality could dramatically drop. To get out of your 

lease under these unfortunate circumstances, you want to ask for a cotenancy clause. 

  Although we’ve segmented a renter’s concerns by stage of the leasing process, all of these issues 

need to be negotiated at the start when crafting a lease. Although landlords often start with a lease 

they call “standard,” nearly everything about it can be negotiated. But be fair; the space may mean 

a lot to you, but it is a drop in the bucket to large commercial realtors. You can learn more about 

negotiating in general in Chapter 18, but there are some special considerations for lease negotia-

tions. Because so many aspects are potentially negotiable and areas have different norms for what 

are typical tenant-friendly clauses, work with a real estate lawyer of your own to help you in the 

negotiation and phrasing of the lease terms.   

  Layout 
 Since so much of this is particular to the type of business you are in, what you’ll read below is a 

general guide. Check out competitors or similar types of businesses to see what you like and don’t 

like, what seems to work well, and what seems to cause a lot of problems. In addition, certain 

categories—restaurants and retailing, for example—have numerous books from college textbooks 

to do-it-yourself books, like the “For Dummies” series. Try your local library or bookstore. 

  The layout of a potential site must be considered carefully. Is the building setup appropriately 

for your use? A restaurant will have different needs than a retail area or a manufacturing plant. The 

amount of area allocated to the “front room” (e.g., eating or retail areas) versus “back room” (stor-

age, kitchen, warehouse, and office areas) needs to be adequate for the purpose of your business. If 

you are operating a restaurant or retail operation, how important is space in the front room? A coffee 

shop or fast-food restaurant squeezes in more customers per square foot than a gourmet restaurant. 

Do you need specialized areas, such as a kitchen or laboratory that are expensive to retrofit into 

existing buildings? Is there adequate storage area? How much dock space is appropriate for your 

business? A manufacturing firm usually needs more dock space and storage than a retailer or a res-

taurant, while a service company may need very little of either. Retail operations need display win-

dows, while manufacturers do not. For restaurants or other services, this need varies. Is there room 

for expansion should the business grow? Remember: Moving can be expensive. A good strategy 

is to rough out the desired layout of your operation on graph paper to get a basic idea of the square 

footage needed and how it should look. What exactly you want may not be out there, but you’ll be 

able to see what’s close and what’s impossible to live with. 
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  Consider the amenities that are already there. Carpeting may be appropriate for a retail area and 

perhaps the office or dining area of a restaurant, but not appropriate for manufacturing or cooking areas. 

What about the walls? What sort of ceilings and lighting is appropriate? Again, a visit to the competi-

tion will help you decide what works and what doesn’t, as well as where you want to be different. 

  Check the exterior, too. Is the building attractive and inviting? Are the sidewalks and landscaped 

areas in decent shape? Is parking adequate, well lit, and safe? Is employee parking separate from 

customer parking? What about handicap accessibility? The 1990 Americans with Disabilities Act 

(ADA) specifies that businesses (with few exceptions) must accommodate persons with disabilities. 

Many buildings have been brought up to code, and all new construction should meet the require-

ments of this act, but keep your eyes open. 

  Once the building has been selected, how you lay out the interior also needs to be considered. 

While retailers, restaurants, offices, and manufacturers all have different layout needs and consider-

ations, two facts hold true: (1) layouts need to be designed so as to eliminate unnecessary and exces-

sive employee movement, and (2) the layout says something about who you are to your customers, 

employees, and visitors. In retailing, this last factor is called  atmospherics.  While the opportunities 

for variation are limitless, let’s consider the major types of retail and manufacturing layouts as well 

as what atmospherics might mean to a business. 

  Traditionally, manufacturing processes are laid out in one of two formats: production line layout 

and process layout displayed in Figure 11.2. In the production line layout, material flows in on one 

side of the operation and continues to the other end of the operation. Most assembly manufacturing 

is done this way, often with conveyors moving subassemblies from one station to another. Although 

a rather rigid flow, it works well for mass production and high-volume manufacturing. The second 

method, process layout, groups similar machines/or functions together, not unlike a typical machine 

shop. This format is much more appropriate for lower-volume, flexible manufacturing.     

  There are also two traditional layouts for retail operations, which are shown in Figure 11.3. The 

first one, the grid layout, has aisles running from the front of the store to the back like the typical 

grocery, discount, or convenience store. It’s a very efficient and organized layout although it lacks 

some visual impact. The second layout, the free-form layout, alleviates this problem. In this layout, 

the store is laid out in sections with aisles that angle or meander through the store. This is the layout 

more typically found in upscale department stores, clothing stores, and the like.     

  Atmospherics include all the ambiance items that might be considered in your business. An up-

scale women’s clothing store is likely to have wider aisles, deep carpeting, soft “elevator music,” 

indirect lighting, and, perhaps, a lightly perfumed aroma. These are appropriate atmospherics for 

the target market. A shop catering to edgy teen fashions may be done in black and chrome with 

loud rock or alternative music and strobe or black lights. Both of these send a message about whom 

the store is likely to appeal to. Restaurants use atmospherics, too. Compare a family restaurant to a 

gourmet restaurant to an ethnic restaurant. Services and the office and public areas of manufacturing 

firms do this as well in their choice of colors, furniture styles, and background music. 48   
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  Build, Buy, or Lease 49  

 Ultimately, there are three choices available to the business: build, buy, or lease. Building has the 

advantage of having the perfect layout in the perfect location and the street appeal of a new build-

ing, but it is costly and slow. Buying something already in existence shortens the time and may be 

somewhat cheaper, but any remodeling or retrofitting that needs to be done may overshadow any 

time or money savings. In both cases, though, business owners have an asset that they can leverage, 

as well as the depreciation tax advantage. They have the flexibility to make the changes they need 

and know what the long-term costs will be. 

  Leasing, which we detailed earlier in the chapter, is an option with a considerably lower initial 

cash outlay, and it is often the only feasible choice for new businesses. Lease expenses are de-

ductible business expenses. One of the main downsides of leasing is that you are usually limited 

in the renovations you can do. Another one is that leases tend to get higher with each renewal 

contract, and your landlord may choose not to extend a lease, forcing you to move before you are 

ready to do so. 

  The issues of location and distribution are decisions that business owners make only occasion-

ally. Many businesses operate from the same location for their entire existence. Distribution deci-

sions may come up more often. For example, a business started on eBay develops its own Web site, 

and then grows into a store in the city’s commercial center. Regardless of how often these decisions 

are made, they are central to the success of the small business, because placing a business in the 

right location and equipping it with the right channels of distribution are essential to finding and 

connecting with customers. Done right, managing the issues of location and distribution can turn an 

average firm into a major success.      

LO7
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  CHAPTER SUMMARY 

 Recognize the different types of direct marketing 

and their pros and cons. 

●   Word-of-mouth is a good starting point and is low cost, but is 

not controllable and is limited in reach.  

●   Direct sales fall into a variety of categories:

●    Most business-to-business sales are conducted by the 

personal contact of a salesperson calling on the potential 

customer.  

●   Door-to-door sales are becoming less popular with the 

small amount of time to find people at home and privacy 

issues. On the other hand, they are particularly effective 

for product demonstration.  

●   Party sales also face some time limitations, but are popu-

lar ways of selling products from detergents to personal 

care products and from housewares to lingerie.  

●   Vending machines provide 24-hour-a-day convenience for 

certain types of products.     
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●   Direct mail encompasses catalogs, flyers, letters, videos, mail 

order, and anything else that can be mailed.

●    Address lists—even lists on labels—can be purchased to 

match particular demographic or geographic targets.  

●   Direct faxing and direct e-mailing are variations on this. 

Unsolicited e-mail, known as spam, is subject to restric-

tions from the national CAN-SPAM law and local and state 

legislation.     

●   Telemarketing has two forms: 

●   Outbound telemarketing is when the company calls the 

customer. It is severely restricted by “do not call” lists and 

other legislation.  

●   Inbound telemarketing is when the customer calls the 

company; this is often in response to a piece of direct 

response advertising.     

●   Direct response advertising is any ad that prompts the con-

sumer to make contact with the company by phone, mail, or 

e-mail. 

●   In addition to straight-out direct advertising spots, tele-

vision offers opportunities to reach customers through 

home shopping networks.  

●   Magazines offer targeted audiences and four-color print-

ing opportunities as well as less expensive classified 

types of ads.  

●   Radio direct response advertising is possible, but audi-

ences are highly distracted and frequently unable to 

immediately respond or write down telephone numbers or 

addresses.     

●   Guerilla marketing is a term used to describe extremely low-

cost or free alternative marketing. It covers things such as 

doorknob hangers or flyers stuck under windshield wipers.  

●   Multichannel marketing refers to giving your customers multi-

ple ways of contacting you—phone, Web site, or mail-in order 

forms, for example.  

●   Direct selling distribution issues include: 

●   Federal Express, UPS, and the U.S. Postal Service offer 

shipping software and services for small businesses.  

●   For larger shippers, fulfillment centers or distribution cen-

ter partners may provide better services.       

 Learn how to do nondirect distribution. 

●   Nondirect distribution requires using wholesalers, distributors, 

or retailers as well as other intermediaries.  

●   The appropriate channel may be discovered by tracing similar 

products back to their sources.  

●   Getting distributors interested may mean starting with direct 

sales through catalogs or trade shows to establish your prod-

uct, demand, and reputation.  

●   E-tailers—Internet stores—may be willing to take on unknown 

suppliers and products because they have low overhead.    

 Differentiate the types of international strategies. 

●   Entrepreneurs generally fall into three categories in using inter-

national strategies: some will always remain local; some are 

founded specifically to be international; and most believe that 

international business might be right for them some day, but 

do not worry about it until that day comes.  

●   Small businesses have the same options as large businesses 

in the international area (licensing, joint ventures, etc.) but 

most will start with—and may always stay with—an exporting 

strategy.  

●   Exporting has four main steps: 

●   Determining whether you’re ready to export. This includes 

knowing if your product is appropriate, understanding 

whether you have the expertise or need outside help, and 

deciding exactly how you prefer to export.  

●   Determining where to export. This step helps select the 

market or markets best suited for your product.  

●   Determining whom to contact. This step explores ways to 

find appropriate contact people internationally.  

●   Determining how to begin. Considerations at this stage 

include: 

●   Shipping documents and paperwork.  

●   Payment procedures.  

●   Financing and insurance.  

●   Conflict resolution.        

●   Importing: While many of the steps are similar to those for 

exporting, it is important to know how to find potential prod-

ucts to import and how to make the initial contacts.    

 Identify the factors to consider in selecting your 

business location. 

●   While most entrepreneurs assume they’ll operate in their 

hometown, this isn’t always the best location for their 

businesses.

 ●   Key consideration 1: What’s the best business climate for 

your operation?  

●   Key consideration 2: Where’s the best location for getting 

to your customer?  
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●   Key consideration 3: Where’s the best location for access 

to the raw materials, labor, and other factors necessary to 

conduct your business?     

●   Service firms may perform work at the client’s location, at a 

mutually accessible location, or be remotely located and have 

limited customer interface.  

●   Manufacturers may be home-based, but most will be located 

away from the home. Contract manufacturing is a low-cost 

way to get started.  

●   Site selection choices include home-based businesses, 

high customer contact locations, and low customer contact 

locations.  

● High customer contact considerations include:

● Traffic:

●   Where is your best-sized target market?  

● What are traffic generators, and which ones are 

appropriate for you to use?

●   Customer ease: Consider traffic barriers, parking, and dis-

tance from the customer.  

●   Competition:

 ●   Competition clusters are typical in some locations 

and for some types of business.  

●   Having a noticeable differential advantage may make 

you look good compared to the competition.  

●   Low customer contact considerations include:

 ●   Business or light industrial parks provide lower-cost space 

and nearby amenities.  

●   Empowerment zones, available in some areas, may also 

provide tax breaks.  

●   Business incubators are an option that is good for net-

working with other entrepreneurs, generally at the cost of 

a portion of your equity.          

 Recognize the key issues in leasing. 

●   Standard leases are designed to be landlord-friendly.  

●   Entrepreneurs seek changes, added clauses, or concessions to 

make the lease fit their needs and circumstances.  

●   There are issues around choosing a property, operating the 

firm, and terminating the business which need to be negotiated 

up front.  

●   The changes, clauses, and concessions typical in one situation 

or locality will differ for another.  

●   Because leases are so complex, the help of a real estate attor-

ney is essential.    

 Know what to look for in evaluating a potential 

site layout. 

●   The first consideration is the physical layout of the building. Is 

it large enough and laid out appropriately for your business?  

●   Second, consider the amenities. Remodeling is possible, but 

expensive.  

●   Last, take into account the exterior of the building. Does it have 

street appeal?  

●   Manufacturing typically is laid out in one of two ways: produc-

tion line or process layout.  

●   Retailing also has two primary layouts: grid or free form.  

●   Atmospherics tell customers a lot about your business and the 

type of customers you are likely to service.    

 Understand the pros and cons of buying, building, 

or leasing. 

●   Buying offers you complete control of your facility and tax 

advantages, but it comes at a high cost with limited flexibility 

should you need to move. Remodeling costs, should the build-

ing not be exactly right for your business, may add consider-

ably to your overall costs.  

●   Building offers some of the same advantages and disadvan-

tages of buying; however, you are able to design the building 

perfectly to your specifications. Customers are likely to be 

attracted to new buildings and tend to feel that a company in a 

new building must be successful.  

●   Leasing is the low-cost option and still has some tax advan-

tages, albeit different ones. Leasing allows you the flexibility of 

moving at any time, but subjects you to increasing rents and 

landlords who don’t renew leases.     
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  DISCUSSION QUESTIONS  

1.   Some of the most innovative start-ups have been firms that 

have dared to buck tradition in their distribution choices, like 

Netflix.com which distributes rental videos through the mail 

from its Web site. Select four small businesses and come up 

with unique distribution systems for them. Beyond the dif-

ferential advantage, what other advantages might this give 

a firm?  

2.   What would be good traffic generators for a fast food restau-

rant? For an office supply shop? For a tattoo parlor?  

3.   What competitive clusters can you identify in your hometown 

or school location?  

4.   What products could be sold in vending machines that cur-

rently are not? What about party sales?  

5.   The chapter mentioned several unique guerilla marketing 

pieces that stood out from the rest—the landscaper who used 

a plastic sandwich bag of decorative stones with his business 

card and the decorator whose ad was on a wallpaper scrap. 

Come up with two or three innovative ways of presenting your 

message.  

6.   What direct response ads can you recall seeing or hearing 

lately? Which ones were more effective? Why?  

7.   Pick a hobby or sport you enjoy. If you had developed a product 

related to that hobby or sport, what are likely groups, associa-

tions, or other organizations that have meetings which might 

be a good place to set up a sales booth?  

8.   Assume you have developed innovative new business software 

and want to sell it internationally. Without doing any research, 

come up with a list of likely countries. Why did you choose the 

ones you did? If the product had been a nutrition bar or soft 

drink, would the list be different? Why?    

  EXPERIENTIAL EXERCISES  

1.   Select a product or service and pretend you are able to start 

that business anywhere in the United States. Using Skill Mod-

ule 11.2 in the chapter, find a location different from your 

hometown or school location that would be appropriate to 

situate your business. What criteria did you use to make your 

selection?  

2.   Choose a business that you might someday like to start. Try 

one of the direct marketing address providers’ Web sites listed 

in the chapter and locate a list that you feel would be appropri-

ate to reach your market. Which list did you select and why? 

What would it cost?  

3.   Select a major high customer contact business category (res-

taurant, retail, dry cleaning, beauty salon, etc.)—and visit two 

or more different providers. What do you see in their store lay-

out that seems to work well and what suggestions do you have 

for things that might work better?  

4.   Visit two stores, one where you belong to the target market 

and one where you do not. Make a list of all the atmospherics 

you detect and explain how they appeal to the target market.  

5.   Keep a list of direct marketing you experience for a week. 

Which messages did you find particularly appealing? Why? 

Which ones were you more likely to ignore?    

www

www
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  MINI-CASE 

 AUCTION DROP 50  

 Randy Adams had a garage full of stuff too good to throw away. It was so bad that his car would no longer 

fit. His wife suggested selling on eBay, but Adams wasn’t sure it was worth the effort. He’d have to take 

digital photos of everything, post auctions, wait for bids, arrange shipments, hope payments came in, and 

hopefully eventually get rid of everything. Also, as a new “eBayer,” he had no feedback from previous sales, 

something that can make or break a seller as buyers are sometimes reluctant to use untested sellers. 

  Of course, if he had these problems, so would a lot of other people. This sounded like an entrepre-

neurial opportunity to Adams, and he started Auction Drop (www.auctiondrop.com) in San Carlos, California, 

in March of 2003. For a percentage of the selling fee, Auction Drop will do all the work for you—photos, 

posting, monitoring, packaging and shipping, and payment collection. It sells 92 percent of everything it has 

listed compared to the typical eBay 50 percent average. If your item isn’t sold, Auction Drop will ship it back 

to you or donate it to charity and provide a tax receipt for you. 

  Auction Drop isn’t the only company doing this. Isoldit (www.i-soldit.com), Quik-Drop (www.quickdrop

.com), Auction Wagon (www.auctionwagon.com), Door to Door Auctions, (www.doortodoor.com) and 

 PictureitSold (www.pictureitsold.net) offer similar services. 

  Is it working? In less than one year, Auction Drop had five stores with plans for 15 to 20 more. In June, 

2004, the company completed an agreement with The UPS Stores that provides more than 3,800 sites, world-

wide. It has sold at least 10,000 items and has generated revenues in excess of $1 million. A couple of months 

ago, Adams sold all his garage treasures through Auction Drop and now has a place to park and a happy wife. 

  CASE DISCUSSION QUESTIONS  

1.   If you were starting a similar service, where would you locate? What sort of building would you want?  

2.   What other possible spin-off businesses could be generated from eBay’s success?  

3.   How could these businesses let eBay users know they are available?     

  SUGGESTED CASES AND ARTICLES  

●   S&Z East Coast Importers     Available on Primis:  

●   Sidethrusters, Inc.  

●   Delavoie International      

 Video Case: 

●   Fresh-Baked Entrepreneurs, p. VC-6  

  eClips Videos:  

●   Jon Klein Defines Concept of Guerilla Marketing  

●   Steve Leveen Discusses Beginning of Levenger and Impor-

tance of Direct Marketing    

  SBTV Videos:  

●   Build a Web site to Go Global  

●   Shopping Center Leases (Part 1 of 2)         

 SUGGESTED VIDEOS 
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     ● Kwok-Foon Lai knew the food 

in his restaurant would be liked. 

What other market considerations 

did he take into account when 

opening his restaurant?  



LO

  Focus on Small Business: Kwok-Foon 

Lai and the Kwok Kee Restaurant  

 This chapter will help you: 

 LO1 Understand the importance of a marketing plan. 

 LO2 Recognize the major methods for conducting market research. 

 LO3 Use sales forecasting methods. 

 LO4 Find or create a product’s differential advantage. 

 LO5 Identify the critical components of a marketing plan.  

 The problems of small business marketing are universal. For example, whenever the Lais would serve their 

family’s porridge recipe, their Hong Kong friends raved about it. If all their friends liked it, it seemed reason-

able that others would too, and the idea for Kwok Kee, a porridge restaurant founded in 1968, was born. 

Porridge is an everyday food—almost the Chinese version of fast food—and Kwok-Foon Lai needed a way 

to be different from the restaurants already out there. He knew that good-tasting food alone would not be 

the key to success, so he systematically considered his options. Lai decided to stay in the local area—Yuen 

Long, a small city now one of the “satellite cities” of Hong Kong. There were several good reasons for this. 

First, it was convenient for him. Second, although the nearby Mongkok district of Hong Kong was a popular 

location for restaurants, Lai knew that the rent expense would drive up his prices. He selected a location 

on a major street near a large complex of apartments and across from a park. This way, he was in a place 

where his competition was not, but yet a place with a lot of foot traffic. Also, because his costs were much 

lower than the competition’s, he was able to keep his prices very low. Extensive advertising was beyond 

his budget, so he used word-of-mouth and backed this up with exceptional customer service. If customers 

thought the serving size was a bit small, Mrs. Lai would give them more. If a loyal customer was short on 

cash, she would say with a smile, “Pay when you come to eat next time.” 1  

  DISCUSSION QUESTIONS  

  1.   A success is more than having the right product or service. What other things did Kwok-Foon 

Lai consider?  

  2.   What kind of generic strategy did he use, and how did he implement it in his planning for the 

restaurant?  

  3.  How did choices in one area of the marketing plan impact other areas of the plan?        
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  The Importance of Having a Marketing Plan  
 You’ve got your idea for a new business, whether product or service, and you know it’s a great idea 

and you’ll be successful beyond your wildest dreams, but to convince a bank or private investor 

to loan you money or a store or distributor to carry your product, you’ll need more than just “gut 

instinct.” 2  Even if you plan to use only your own personal savings and direct marketing, you’re 

going to need some way to determine whether you are accomplishing your goals, something to make 

sure you’re on the right path. At the absolute minimum, a  marketing plan  will help you articulate 

what it is that you are going to do. 3      

  In 2001, 32,025 new domestic products were introduced. 4  If history holds, about 25,000 of these 

will fail. 5  A few were simply bad products, but the majority were good. Why did they fail? They 

were at the wrong place at the wrong time and were sold at the wrong price or to the wrong people. 

Sometimes failure is the result of external factors beyond a company’s control—economic reces-

sions, bad weather, or unexpected legal changes—but many are the result of the entrepreneurs not 

giving enough thought to how they’ll sell their product. You wouldn’t take a trip without a map or 

directions, so why would you start your business without the same consideration? 6  

  The marketing plan is the basic tool for this. This plan examines your current situation, including 

what your existing competition is doing, and states how you define your product or service, to whom 

you will sell it, at what price, with what advertising, and how you will get it to your customers. By 

systematically considering these issues, you can plan for most contingencies and greatly reduce your 

risk of failure. Creating the marketing plan is the first step in putting together your business plan.   

  Market Research  
 While gut instinct, mentioned above, has its place, there is nothing like specific numbers and hard 

facts to give entrepreneurs confidence that a plan will actually work. Getting these facts is market 

research. 7   Marketing research  can verify the size of the potential market. It can show what the 

competitors are doing correctly or what their weaknesses are. It can also reveal where potential 

customers are likely to shop, likely to see advertisements (as well as how they feel about different 

sources and types of advertisements), and what they consider a reasonable price. You may believe 

that your product or service has some tremendous advantages over the competition, but marketing 

research might show you that the customers really aren’t willing to switch providers, do not think 

your features are worth the extra cost, or do not even like these features at all. Without this sort of 

information, you cannot put together a coherent business plan. 8  Marketing research is where and 

how you get the facts to support your plan and the proof that what you are planning to do has a rea-

sonably good chance of succeeding.     

  Research falls into two major categories.  Primary research  is research gathered to answer a 

specific marketing question.  Secondary research  is research already gathered for some other rea-

son than your specific question, but can be just as useful. The Skill Module in Chapter 11 on using 

U.S. census data is a good example of using secondary data. 

  Secondary Research 
 Secondary research is often free and quick; there is no need to design questions and gather informa-

tion yourself. Problems with secondary data include that the data may not be timely and you don’t 

always know why the data were gathered and whether they were gathered correctly (biases). Some-

times it is hard to find the exact details you need. Secondary data are always a good starting point 

and will at least tell you if you are in the ballpark. 

  The challenge in secondary analysis is finding data. The most useful Web sites for finding fast 

and reliable secondary data for marketing research include: 

  ●  BizStats.com:  Benchmarks, statistics, and financials for industries and the economy.  
  ● Economic Census ( census.gov ): Sales, payrolls, employees for all industries. Also contains 

considerable detail on costs and characteristics (e.g., type of cuisine for restaurants) for indi-

vidual industries.  

LO1

  Understand the impor-

tance of a marketing plan.

     marketing plan  

 A systematic written plan of all 

phases of marketing for a busi-

ness, including information on the 

product, price, distribution, and 

promotion strategy, as well as a 

clear identification of the target 

market and competition.    

LO2

  Recognize the major 

methods for conducting mar-

ket research.

     marketing research  

 Systematic collection and inter-

pretation of data to support future 

marketing decisions.    

     primary research  

 New information collected to solve 

a problem at hand or answer cur-

rent questions.    

     secondary research  

 Information already collected for 

some other purpose than the cur-

rent problem or questions.    
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  ● Business Expenses Survey ( www.census.gov/csd/bes/ ): Covers wholesale, retail, and some 

service industries.  
  ● Capital Expenditures Survey ( www.census.gov/csd/ace/ ): Covers major expenditures for 

most industries. A companion survey is on Information and Communications Technology 

Expenditures ( www.census.gov/csd/ict/ ).  
  ● Current Industrial Reports ( www.census.gov/cir/www/ ): Overviews of performance and 

prospects by industry. E-commerce has its own area, called E-Stats ( www.census.gov/eos/

www/ebusiness614.htm ).  
  ● Population and Household Statistics: Following the technique used in Skill Module 11.2, you 

can look at a wide variety of household statistics obtained by the government (e.g., income, 

education, computer ownership, health insurance, housing costs, number and age of family 

members, etc.). The Census’ American Community Survey will become the focal point of 

these analyses as we approach the next Census, in 2010.    

 There are also compendia which list secondary data sources with focused interests like the WWW 

Virtual Library in Economics’ listing of worldwide economic statistics ( www.helsinki.fi/WebEc/

EconVLib.html ), Intute’s catalog of data sources ( www.intute.ac.uk ), Advertising World’s ( http://

advertising.utexas.edu/world/ ), and KnowThis’ ( www.knowthis.com ) comprehensive Web site 

of databases and articles, the Canadian Government’s Strategis Web site ( http://strategis.ic.gc.ca/

epic/site/mfbs-gprea.nsf/en/lu00015e.html  for marketing information), and compendia sites link-

ing to commercial resources like  Valuationresources.com.  

  There are also commercial services which offer information (and in some cases may be the only 

source for the data you need). Examples include  Mintel.com  (focused largely on consumer data), 

 Freedonia.com  (B2B focus) as well as general purpose business data sources like Gale’s Business & 

Company Resource Center, Lexis/Nexis, or mProQuest’s ABI/Inform. Check with your school’s 

library to see which databases they subscribe to and obtain a quick introduction to using them from 

your library’s reference librarian. 

  Let us take a moment and see how you can use these resources to determine the three most im-

portant numbers for a marketing plan—the total size of the market (in terms of sales, or failing that, 

customers) for the geographic area of your focus, the typical price of a product or service like yours, 

and the typical profitability of that product or service. 

  Size of Market: When you are looking at a store level (for example, a women’s shoe store), the 

Census can often give you what you want. Look at Figure 12.1 (copies of these Census and BizStats 

reports are available on the text’s Online Learning Center). For a women’s shoe store (NAICS code 

4882102—look at the Chapter 7 Skill Module “Finding Your Firm’s Industry” if you need to re-

call how to find this), the total market across the United States in 2002 was $1,985,156,000. There 

were 3,146 women’s shoe stores, so they averaged sales of $631,010 each. These stores employed 

24,236 people (7.7 employees per store on average), and paid these folks $287,776,000 in payroll or 

$11,873 each, which suggests these were mostly part-time positions. 

  If you are thinking of a shoe store employing only you, you can look at the nonemployer numbers 

lower on the same page, which apply to all types of shoe stores (they are not broken down by type of 

store like the employer numbers). Figure 12.2 shows that sales for these solo entrepreneurs’ stores 

were $67,417 ($260,366,000/3862 firms; for shoe stores with employees the equivalent figure is 

$805,470). So a one-person women’s shoe store is going to have a relatively low level of sales. For 

nonemployers and employing firms, we could get numbers specific to your state, and in some cases 

even your region, by clicking on the Census “More” down arrows. The one you would use for shoe 

stores is circled in Figure 12.1. 

  It has gotten easier to get numbers for a product or service line (for example, a women’s cross-

country athletic shoe). Sticking with the Census, we can look at the “Products, Size, etc.” link circled 

in Figure 12.1 and from that discover that women’s athletic shoes overall were a $2,613,370,000 

market segment, sold in 20,458 establishments. Women’s athletic shoes represented about 15 per-

cent of all sales for those 20,458 establishments. (Note that results from the 2007 Economic Census 

will become available in 2010.) 

  Notice that we did not find any measures of the number of customers. For those, we would 

need to look at the commercial databases like Mintel or contact one of the trade associations 
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(e.g., National Shoe Retailers Organization, found using a Google search for two words—associ-

ation and shoe). You could also look for a trade magazine on the shoe or fashion or athletic wear 

industry and find a report on the industry (these often occur yearly in a particular issue). 

  Prices: The easiest way to find selling prices for products these days is on the Internet, using 

the Google product search service ( www.google.com/froogle ),  Pricescan.com,  or  MySimon.com.  

Today even industrial products can be found using these comparison shopping engines, especially 

Google. For services, there are sites like  eLance.com  or  SmarterWork.com  which sell services on-

line, and let you get some idea about prices, although these will be far more variable. Typically you 

can see what contracts have been posted, and get an idea of the basic charges for services. A better 

approach is to ask potential customers what they are currently paying (and what do they get for their 

money). 

  Profitability: While the profitability of any particular store is nearly impossible to find, industry 

standards for profitability are easier than most people realize. For example, we have talked repeat-

edly about  Bizstats.com.  Go there and look at the benchmark box at the top of the page, scroll down 

to the closest category. For our women’s shoe store, the closest category is “Retailing—Clothing & 

Accessories.” In the “Enter Total Business Revenue” box enter the average sales for stores obtained 

from the Census above, $805,470. The resulting table tells us the profit (what it calls “Net Income 

to Owner as % of Revenue”) is 13.7 percent. 

FIGURE 12.1

  2002 Economic Census 

Report on Shoe Stores 

with Employees 

    Source: US Census, Economic Census 

2002: NAICS 448210, Shoe Stores,  

Accessed 5-28-07,  http://www.

census.gov/econ/census02/data/

industry/E448210.HTM#pubs.   

FIGURE 12.2

  2002 Economic Census 

for Shoe Stores 

without Employees   

  Source: US Census, Economic Census 

2002: NAICS 448210, Shoe Stores,  

Accessed 5-28-07,  http://www.

census.gov/econ/census02/data/

industry/E448210.HTM.   
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  This number is a ballpark estimate, since it is not specific to shoe stores, much less women’s 

shoe stores, and does not even consider location. The numbers it gives are averages. More important 

to your plans, the profits reflect an average of stores where the vast majority of them are older and 

more experienced than you are at this point. As a result, the 13.7 percent tells us what you  could  

make once you learned the business and solved the problems that others have mastered. Still, as 

a starting point, the BizStats numbers can give you an idea.  BizStats.com  also provides a break-

down of financial information for major categories and includes a report for “Clothing & Accessory 

Stores.” In that report, they give overall profits of 12 percent for profitable stores. 

  It is wise not to depend entirely on one source when performing secondary analysis. In fact, there 

are other, more detailed sources available in your college or public library. These include the Risk 

Management Association’s (formerly Robert Morris Associates)  Annual Statement Studies,  Dun & 

Bradstreet’s  Industry Norms and Key Business Ratios,  or Leo Troy’s annual  Almanac of Business 

and Industrial Financial Ratios.  All of these sources offer breakdowns of financial information 

based on the sales of firms, which can help you get a better idea of costs for the newest and smallest 

businesses. Also, they are widely recognized and respected by bankers, and are probably the sources 

for the financial ratios and sales numbers they will look up when they benchmark your business, so 

it makes sense to check those sources too.  

  Primary Research 
 Primary data are specific to the problem you are solving. You decide what you need to know and 

how to get that information. This information is extremely current, but it will take somewhat more 

time and money to gather it. There are marketing research firms that could do this for you, but the 

cost—usually several tens of thousands of dollars—tends to put it out of reach for small businesses. 

A much more reasonable option is an online survey. (See Table 12.1 for some cost comparisons.) 

Of course, an online survey works only if your target audience is likely to be online and if the ques-

tions you want answered are suitable. (Try doing an online taste test, for instance.) Companies such 

as Zoomerang ( www.zoomerang.com ) and Survey Monkey ( www.surveymonkey.com ) will help 

you do professional work. Both offer free surveying for small samples and short questionnaires. For 

serious surveying (with unlimited respondents), both offer packages around $200 per year. Also 

check out your local Small Business Administration office or the local SCORE ( www.score.org ); 

they can suggest local research companies that might be more reasonable and that are used to work-

ing with small businesses. 

  There are volumes written on how to write good questions and how to gather and analyze data 

scientifically. If you are expecting people to invest huge sums of money in your business, your data 

had better be accurate and correctly gathered. In order to accomplish this, study a good marketing 

research text or hire outside help. Most small businesses don’t need to be quite so formal; potential 

investors will let you know where they need more information and what they want to see. For help in 

designing your questionnaire and collecting and analyzing data, the Small Business  Administration 

office, SCORE, or a marketing professor will often be good sources for free or relatively  inexpensive 

Cost Comparisons for Various Survey Methods9TABLE 12.1

Mail Phone Online

Setup $40,000 $6,000 $1,500

Invitations 34,800 66,667 500

Processing 38,560 72,000 0

Total $103,360 $144,667 $2,000

Cost/response $4.31 $6.03 $0.08

(Based on 12 surveys with 2,000 responses each.)
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help. Many community colleges, technical colleges, and university marketing classes are often look-

ing for projects for their students to do as part of the course. They may not only write the questions, 

but also gather the data and help analyze them for you. Of course, this is somewhat dependent on 

your time frame fitting the quarter or semester. In other words, classes may not be a good source if 

you need the information this week. Many of these schools will also have marketing clubs whose 

members would love to do a project for a modest donation—well supervised by their adviser.                                                                                   

  There are a number of methods for gathering data. One category consists of observation methods. 

For example, I could go to the local grocery store and watch people shop. I could make lists of the 

products they choose and the time they spend making decisions. 10  This is called  ethnographic 

research  and has its place. For example, if I was considering opening a restaurant in a particular 

location, I could stand in front of the location and count foot and automobile traffic. I could visit a 

competitive restaurant and observe what people ordered, how long they stayed, and the time of day 

they visited. I could listen to the customers’ comments about what they like or don’t like. 11  

  Another method is the  focus group,  which is a small group (8 to 20 people) that is asked to meet 

to discuss a series of questions about a particular product or service. A skilled researcher, who can 

make sure the questions are asked the right way and the data are systematically collected, conducts 

these meetings. Because participants are paid for their time, this can be an expensive prospect for 

many small businesses. 12  On the other hand, gathering a few friends and neighbors over for din-

ner and quizzing them on their ideas about your product may be just as productive, if not quite so 

formal. (See Skill Module 12.1 for a brief explanation of how to conduct a focus group.) This more 

     ethnographic research  

 Data gathered by simple observa-

tion—seeing what consumers do, 

rather than asking them.    

     focus group  

 A form of data gathering from a 

small group led by a moderator.    

 How to Conduct a Focus Group 

 Focus groups are one of the most widely used techniques for getting information, especially at early stages, when 

you may not know everything you need to know about your product, service, or market. While it is probably best 

to have professionals run your focus group, you can do a passable job on your own if you follow these steps:

 1.    Background:  Take a look at a book on how to conduct a focus group to familiarize yourself with the 

technique. Some examples are books like  Focus Groups: A Practical Guide for Applied Research  by Richard 

A. Krueger and Mary Anne Casey (Thousand Oaks, CA: Sage Publications, Inc., 2000), or the brief guide 

from the Australian Museum Audience Research Center (www.amonline.net.au/amarc/pdf/research/

focusgps.pdf).  

2.    Questions:  Determine the three things you’d like to know about how potential customers think about their 

purchases or your product or service. Aim for open-ended questions.  

3.    Moderator:  To help people feel at ease, it is better to get someone other than you to moderate the focus 

group. If you have a friend with experience, that’s great. If not, a friend who works as a salesperson, 

especially the sort who travels, has many of the needed skills, such as getting people to explain their res-

ervations, dealing with a variety of customer reactions, and thinking on his or her feet. You can also check 

with the local university to see if there are students or professors with experience whom you can hire.  

4.    Location:  Get a location that is comfortable and offers few distractions. In order to hear what is going on, 

buy or borrow a child’s in-room monitor, so you can listen from a distance to the focus group as it happens. 

Get a tape recorder to keep all the comments.  

5.    Participants:  Think in terms of friends and friends of friends. Look for people who like to talk and are likely 

buyers of your product or service or who are already using a competitor’s product or service. Offering dinner 

and perhaps a small gift or a drawing for a larger gift is suitable for this kind of setting.  

6.    Scheduling:  Aim for a two-hour block of time. Take a break after around 60–75 minutes so you can talk to 

the moderator if you need to adjust the questions or probe for answers. Greet the participants as they ar-

rive and leave, and be ready to answer their questions. It is a nice touch to come in and answer participant 

questions at the end of the session, if you can do it graciously and without sounding defensive.  

7.    Analysis:  Have an adviser or mentor listen to the tape separately from you, and discuss what he or she 

noticed and what you did. Where possible, build a poll of responses to see how many people felt one way or 

another. Be on the lookout for concerns or problems people raised.    

SKILL MODULE 

12.1
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informal approach is also a good way to test your questions to make sure your audience understands 

exactly what you are asking. This is especially important with close-ended questions, because there 

may be alternatives you hadn’t considered or ambiguities you hadn’t noticed. (This is sort of like the 

yes/no question, “Have you stopped spanking your children?” How do you answer that if you  never  

spanked them?)  

  A more typical data-gathering tool is the  survey —some form of questionnaire. The questions 

may be written, asked in person or asked on the telephone. In person tends to be the most expensive 

method, with telephone coming in second, and mail the least expensive. On the other hand, mail has 

the lowest return rate and does not allow for much flexibility. In person, you can ask for clarifica-

tion, have people expand on their answer, or even change the next question based on the response. 

Internet surveys, mentioned earlier, are gaining in popularity and have the advantage of being able 

to collect data from a large geographic area inexpensively. By using multiple screens of ques-

tions, respondents can select the screen they will see based on their responses to an earlier question 

(known in Internet survey terms as  branching ). For example, if a respondent is currently not using a 

particular product, the next questions he or she sees may go after the reasons for not using it. If re-

spondents do currently use the product, the next questions may ask about their current provider. 13  

  Having a set of predetermined written questions has certain advantages whether responses are 

oral or in writing. If you ask the same questions to each respondent, you can accurately compare 

answers and even statistically analyze these answers. You can come up with an average answer or 

compare answers between two (or more) specific groups (and conduct more complex statistical 

analysis, if the situation warrants it). 

  For example, suppose you ask people to rate your product on a scale of 1 to 10. The average rat-

ing might be 6.5 with 10 being high. This is nice information to know, but what could you find out 

by reexamining the data? What is the range of answers? If it is 5 to 8, you know that most people 

have similar feelings about your product—better than average but not perfect, with those at the 

8 level being relatively pleased. It might take just a few tweaks of your product to move that average 

up to 7.5 or higher. 

  What if the range was from 1 to 10? Now you have people who love your product and others 

who hate it. It would likely take tremendous changes to convert those 1s to higher scores, and those 

changes might end up alienating the 10s. You now have a whole different scenario from when the 

range was small. What if you subdivided the answers based on some demographic value? For ex-

ample, maybe you could sort by sex, age, wealth, or race. If we subdivide our answers into male and 

female, for example, we might find out that the average male response was 3.4, while the average 

female response was 7.8. If our product were a new skin lotion with a floral fragrance, we would ex-

pect women to like it better than men. If we thought the fragrance was neutral (and we should have 

asked this in our questionnaire), maybe we want to revise the scent or simply focus on the target 

market that likes it, the women. 

  There are two major types of questions used in surveys: open- and close-ended questions. One 

frequent type of close-ended question—the  scalar question —is illustrated above: “On a scale 

of 1 to 5, how would you rate XYZ?”  Dichotomous questions  are those with two choices—

sex, employed or not, and so on.  Categorical questions  give you several predetermined groups 

from which to choose—for example, age levels (under 20, 20 to 29, 30 to 39, etc.).  Open-ended 

questions  allow the interviewees to answer any way they wish. Instead of asking, “Do you like 

XYZ?” (a question that can be answered, “yes,” or “no,”), you could ask, “What are the advantages 

of XYZ?” 

  With close-ended questions, which can be answered only in certain ways, it is much easier to 

compare groups and to statistically analyze. However, they can limit the information you get. Let’s 

say that your research shows that many people are concerned with the quality of their lawn service. 

What does this mean? One woman may believe that the trimming isn’t as accurate as she would 

like, while a man is upset because the service ruined his in-ground sprinkler system. A simple 1–5 

scalar, close-ended question wouldn’t capture this information. Open-ended questions—“What do 

you dislike about your current lawn service?”—would. 14  

  Open-ended questions, which can be answered in many ways, can help you find new niches 

and perfect your product or service before you introduce it. Stephanie Kellar ( www.lashpro.com ) 

had an idea for a new eyelash curler. She posted open-ended questions on a Usenet newsgroup 

     survey  

 A data-collection method using a 

questionnaire—in person, on phone, 

on paper, or on the Internet.    

     scalar questions  

 Questions that are answered by 

some sort of scale; for example, 

“On a scale of 1 to 5, how do you 

like this book?”    

     dichotomous questions  

 Questions that have only two pos-

sible choices; for example, “Have 

you shopped here before?”    

     categorical questions  

 Questions that are answered by 

selecting the proper category; for 

example, “What is your ethnicity? 

White, African American, Hispanic, 

Asian, American Indian, Other.”    

     open-ended questions  

 Questions that allow respondents 

to express themselves as they 

choose; for example, “What do 

you like about this book?”    
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 Open- and Close-Ended Questions 

 With a partner, design two questionnaires about a service business you are considering—dry cleaning, restau-

rant, and so on. 

   1. One questionnaire should have only open-ended questions, while the other one should ask similar things 

using closed-ended questions.  

  2. Each of you should submit your questions (orally or in writing) to 10 people (different sets of people).  

  3. Compare your results. What are the pros and cons of each set of data?   

SKILL MODULE 

12.2

 SMALL BUSINESS INSIGHT 

 Irene Viento thought she had done things right. She decided to start a retail outlet, GrandKids, to target 

grandparents—especially those who had money to buy extra special things for their grandchildren. Viento had 

experience with this target group, being a grandmother herself. She studied the demographics of Pelham, New 

York, her hometown, and relying on school data and information from an advertising circular company, she esti-

mated that there were about 10,000 families in the area. Although there were 10 direct competitors within eight 

miles, there were none in Pelham, an upscale New York City suburb. She found a location just outside of town 

and started her business in 1994, but she had to close her doors by 1997. Basically, her research was flawed: 

Pelham had only slightly more than 3,200 families and the largest age group was in the 22–49 range—not the 

grandparents Viento needed. She also didn’t know whether her potential customers were willing to drive to her 

out-of-town location, and if they were, wouldn’t they be just as apt to visit her competitors? 

 GrandKids 16  

called alt.fashion. In just a few months, she had collected information from over 100 people with 

minimal effort. She also used this venue to find people willing to test her new product in the de-

velopment phase. 15  

  As Stephanie Kellar found out, polling a group of consumers with common interests on the 

Internet is an inexpensive way to do marketing research and to find potential new customers for both 

test markets and the real thing. To find Usenet groups appropriate for your product or service, try 

Google, or more specifically, Google’s group search at  http://groups.google.com . 

  Open-ended questions provide data that are more difficult to tabulate; they take considerably 

more time to ask and evaluate, and answers can be difficult to compare. For example, if you asked, 

“How often would you use this product?” you might get answers such as “some of the time,” “two 

or three times a month,” or “whenever I have guests.” Are those answers the same? If not, which 

one reflects a heavier user? In this case, a categorical question (once a month, 2–3 times a month, 

4–5 times a month, etc.) would be easier to interpret. Open-ended questions are best for gathering 

preliminary information, when samples are small and when there are data that are difficult to get any 

other way. You can get a feel for the strengths and weaknesses of each type of question from Skill 

Module 12.2. 

  Last, you need to recognize that there is no such thing as perfect information. People say one 

thing and do another. They may like your product but consider it a luxury item that they may or may 

not purchase. Things are constantly changing, and no one can understand all the interrelationships 

and how they might affect a business. There are always more questions that could be asked, and 

more data that could be collected. Look for support for your ideas, but understand that the best you 

will have is a good, educated guess. 
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       Sales Forecasting 17  
  One of the most important pieces of the marketing plan—and of the business plan—is knowing 

what your sales will be. This determines your profitability and, ultimately, whether you will stay in 

business or not. Often companies base sales forecasts on historical sales, but since you’re new, you 

can’t do that. Just as with marketing research, there are costly mathematical or computer-generated 

models that can be used. There are also much simpler ways of coming up with a reasonably good 

estimate, such as the one shown in Skill Module 12.3 and the technique described below and on the 

Online Learning Center.      

LO3

  Use sales forecasting 

methods.

SKILL MODULE 

12.3

 Sales Forecasting from a Fixed Inventory 

 Let’s start with a simple reselling example. You will buy St. Louis Cardinals’ Adjustable Baseball Caps (with the 

MLB logo sticker showing it is official) from a St. Louis area Walmart. The caps retail for $5.00, but you talked the 

store manager into giving you a deal on 100 of them for $4.25 each. 

  Go to shopping.google.com and type in “St. Louis Cardinals’ Cap.” In summer 2009, around 58 possibilities 

came up, with prices ranging from $8.89 to $20.95. Limiting prices to adjustable caps cut the range only slightly, 

from $8.89 to $17.95. Shipping from most sellers ran from $3 to $5. 

  Now look at the types of caps being offered. The red cap you got from Walmart is the most distinctive of the 

types, and only two vendors sell a similar cap. One is on eBay and the other has an online store. Both sell it at 

$9.98, shipping included. This is your baseline price, unless you think you can sell at a premium. Since you have 

100 caps, your forecast is how long it will take to sell them. You can track the cap seller on eBay to see how long 

it takes for the “in stock” number to drop, and then multiply that number of days by 100 to get how long you 

can expect your stock to last. (If you track sales of the other types of caps, you can learn which are the most in 

demand and perhaps buy a different type of cap next time.) 

  You could speed up your sales by going to stores around Cardinals’ Stadium on game day and selling the store 

owners caps, or (if your peddler’s license is valid) even sell caps outside the stadium itself. At $10 a cap, you will 

be undercutting the competition, and should be able to sell all 100 in one afternoon or evening game. A quick 

Google check shows the stadium seats 46,800, and most games are at 70 percent capacity, so you’re looking at 

32,760 people. If one person in 300 bought your hats, you’ll sell out in one game. By the way, if you’re selling out 

too fast, raise the prices until your hats keep moving, but at a 100-hats-a-game rate. 

  Some products or services are tied to others. For example, if your company lays sod for new 

lawns, you can estimate the total market by looking at projected new homes being built in your 

geographic area. From there, you’ll need to calculate what percentage of that market you can 

get. In other words, what’s the competition like, and how do you measure up? If the market is 

underserved and all the competition is relatively equal in terms of size, product, price, service, 

and such, you might be able to divide the total market by the number of competitors, and maybe 

deduct a percentage “just to be safe” since you are relatively new. For example, perhaps the 

three existing firms will cover 85 percent of the business, and you’ll only get 15 percent the first 

year. On the other hand, if you, or your competitor, offer unique products or services or have 

other advantages (or disadvantages), these can factor in. Using the same example, if you are the 

only firm offering in-ground sprinkler installation as well, you may be able to capture a larger 

portion of the market, or maybe most of a subsection of the market, in this case perhaps the more 

expensive homes. 

  Other products are not tied as neatly to others. If you are opening a restaurant, looking at the 

number of people who eat out in your particular geographic area just won’t cut it. Some folks eat 

only fast food. Others don’t like Chinese cuisine. Some go out only for breakfast. As a result, there 

are many different types of restaurant customers. 

  This is a good situation for some marketing research. You could conduct traffic counts during 

the hours you’ll be open. You could stop a number of people to ask them how often they eat out and 

what type of restaurant they are likely to choose (and whether they think they’d like to try yours—a 
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little word-of-mouth advertising). You could stop by your competition and see how long the waiting 

lists are or pick up a menu and see what prices they are charging. From these items you can get an 

idea of how many customers you might get. 18  This is certainly “softer” than the first method of es-

timating and is slightly more subject to error (both overestimation and underestimation). However, 

for most products this is the best information you can get. 

  This is also the time to verify that the potential market you’ve identified meets your capacity. If 

your restaurant will serve only 120 people over the hours you are open and the potential market is 

300, you need to use your capacity figure,  not  your potential market figure. (You may also want to 

consider a larger space, more tables, more hours, more staff, or other ways of handling this unex-

pected extra market, if not immediately, at least for the future.) On the other hand, if your potential 

market is only 50, is that enough to be profitable? (Or can you lease a smaller, less expensive place 

or cut costs elsewhere to make your business profitable?) 

  Once you have figured out the number of customers, the next step is to estimate the average 

amount of sales per customer. This is usually a little easier; if your lunch prices range from $10 to 

$15, you could select the average price, or, more conservatively, assume everyone will eat the least 

expensive meal. 

  If you are selling a product, see what competitive products are going for in the market. Using 

traditional retailers and distributors nearly always quadruples the price you set “at the factory.” You 

know what your costs will be and you know what profit you need; does this price the product be-

yond the competition? If so, can you find a way to convince your customers of your extra value, to 

cut your costs in production, or to use a different distribution channel? (More about that is covered 

in the other marketing chapters.) Are your prices below that of the competition? While this doesn’t 

sound like it could be a problem, it might be a signal for you to double-check all your assumptions 

to make sure you didn’t miss an important step. (Also, lower prices sometimes cause customers to 

doubt the quality; you expect more from a $10 T-shirt than from a $2 one.) 

  If you are selling online, a search will bring up competitive products. Or use some of the pricing 

 bots  such as Google product (www.google.com/product, a Google affiliate) and MySimon ( www.

mysimon.com ) for products, or Elance ( www.elance.com ) and Smarterwork ( www.smarterwork.

com ) for services to come up with the best prices. Depending on your product, there are even spe-

cialized price bots; if you deal in books, try  www.bestbookbuys.com . For other products, try an 

Internet search of “your product price bot.” eBay is also a good place to check out what the competi-

tion is charging. If your prices seem too high or too low, rethink how you calculated your costs, your 

product, and your method of distribution, or determine how you can create enough value for your 

customer to choose you over the competitive products out there. 

  In many cases, the best sales forecast you can come up with is another educated guess. Consider 

the assumptions you made and try to justify why you made them. Try to anticipate questions that 

you will be asked and consider your answers beforehand. In some cases you may want to look at 

several levels of sales forecast—an optimistic, average, and pessimistic view. 19    

  Differential Advantage 
  What makes your product or service different from the competition? In marketing terms, this is 

called a  differential advantage,  or what strategists call a  competitive advantage,  as discussed 

in Chapter 7 20  and demonstrated in Skill Module 12.4. When you first envisioned your product or 

service, chances are that you had a reason for thinking it would succeed in the marketplace. It could 

be that you found a target market that wasn’t being served or was underserved. More commonly, 

though, this differential advantage is the result of something we do differently in one area of the four 

Ps—product, price, place, and promotion. Perhaps there is something different about your product 

or service, maybe something you identified when you analyzed your competition. 21      

  Let’s say your Census Bureau research identified a large Chinese population in the area, most 

who still speak Cantonese at home (true for areas in or near Los Angeles and some other parts of 

the country). It could be that few of these people use housecleaning services because of real or 

perceived language problems. Maybe you have Cantonese language skills and can use this to your 

advantage. Or maybe as a result of rapid new home construction in the area, there are not enough 

     bot  

 A Web-based program that uses 

artificial intelligence techniques to 

automate tasks such as searches.    

LO4

  Find or create a prod-

uct’s differential advantage.

     differential advantage  

 The characteristic that separates 

one company from another in 

product, price, promotion, and/or 

distribution.    
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housecleaning services to take care of all the new potential clients. Possibly your research will 

show people who work evenings and would rather have their houses cleaned then, while they are 

at work, while most services clean during the days. These would be examples of an underserved or 

unserved market.  

  Alternatively, you could create a differential advantage with one of the parts of the marketing 

mix. (These are the entry wedges discussed in Chapter 7.) Here are some ideas for differentiating 

based on your product:

   ● Instead of simply cleaning the house, your service will do grocery shopping, drop off dry 

cleaning, and run other errands for customers.  
  ● You will provide a homemade meal that can be popped in the microwave once the client re-

turns from their busy day.  
  ● You will offer specialized cleaning services—window cleaning or carpet shampooing.    

 Determining Differential Advantage 

 This module works best when using a product or service with which everyone is familiar. Hamburgers or pizzas 

work very well. We will describe the process with pizza. 

1.     Select a product category and target market:  For this demonstration, we will pick pizza delivered to 

your door. Our target market are students at Saint Louis University.  

2.    List four or five competitors in this category:  Obviously you can include the big chains like Domino’s 

and Pizza Hut. But also include some local firms. We will pick two more pizza restaurants from the area 

around Saint Louis University—Vito’s and Imo’s.  

3.    Use the 4 Ps  (product, price, place, and promotion) to carefully consider how the competitors differ. Since 

we are talking about delivered pizzas, place is going to be excluded, but look at the other 3 Ps.

Domino’s Pizza Hut Vito’s Imo’s

Product

Free delivery Y Y N Varies

Sicilian style N N Y N

Superlarge Y Y N N

Sweet sauce N N N Y

Price

1-Topping 14-inch $10.99 $13.24 $12.50 $12.07

Promotion

Online coupons Y Y N N

On-campus coupons Y N Y Y

 The selection of specifics for the 3 Ps used here is one version; you would pick the kinds of issues you think 

would be important to your target market, such as other food items, trust in the brand, or how “in” the 

brand is.  

4.    Analyze your results:  Obviously, Domino’s leads on price. Vito’s offers a Sicilian-style pizza and Imo’s 

offers a sweet pizza sauce. Highest-priced Pizza Hut offers little differential advantage compared to the 

competition. In your comparison, you want to see where competitors are alike, and especially, where they 

are different. Are those differential advantages likely to make a big difference in sales or profits? A “yes” is 

great news for that competitor. Are they tough for competitors to copy? A “yes” here can make the origi-

nator happy.  

5.   Repeat this process with a product/service and target market of your choosing.   

SKILL MODULE 

12.4
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 The possibilities are limited only by your imagination and the customer’s perception that you can 

fill a need. 

  Your differential advantage could be in pricing. While the lowest prices may attract customers, 

they are also subject to retaliation by bigger, better-established companies and are usually not a 

good idea for start-up companies. 23  However, if your cost structure is lower, you may succeed this 

way. But if your cost structure is not lower, you will not be able to compete in pricing. The key is not 

necessarily to be cheaper than your competition, but to be different from your competition. For ex-

ample if the housecleaning services in your area price by the size of house (typical in the industry), 

you might price by the jobs to be done. Dusting will cost so much, and vacuuming another price; 

washing dishes is a certain price, while changing bed linens is another. A customer may choose to 

have your service only vacuum and do laundry. 

  Why do people pay more to shop at some stores, drive certain cars, or purchase certain brands? 

While there are differences in products and services, often the differences cannot be justified by the 

costs. What we have in this case is  prestige pricing.  With prestige pricing, people will pay more 

for a particular name brand because of the perceived benefits of driving a Jaguar car or wearing a 

Rolex watch. If you are able to create a prestige image in your customer’s mind, you can charge 

much higher prices than the going rate. As a matter of fact, unlike other firms, prestige firms often 

lose customers by lowering prices because the product is perceived to be not quite so good. If you 

offer a custom product or extra service, you may be able to claim this pricing strategy and use it as 

a differential advantage. 

  Place is another area in which your firm may have a differential advantage. While a houseclean-

ing service is somewhat limited as to “place” decisions, other product and service firms have carved 

market niches for themselves by their place decisions. In the computer industry, Dell—by direct 

marketing—and Gateway—by its stores carrying only Gateway products—bucked tradition by 

doing something different. (This attempt at differentiation had mixed results as the Gateway stores 

proved to be too expensive and needed to be closed.) Smaller operations have done the same—dry 

cleaners with pick up and delivery services, mobile dental offices, renting videos via the Internet 

( www.Netflix.com ) and mail, and many others. 

  Promotion, too, can create a differential advantage, although more likely it will be the means 

by which you convey this advantage to your customers. Creative advertising can woo clients from 

existing competition or encourage clients not currently buying a product or service to try it. By care-

ful targeting, your promotions will appeal to the wants and needs of your potential customers. A 

money-back guarantee or free first time consultation encourages customers to try new companies. 

Discounts for client referrals can grow your business through word-of-mouth. Your housecleaning 

service could offer free carpet cleaning for a one-year commitment. You could offer a “friends and 

family” discount of 10 percent off the regular cleaning price for up to five new friends or family 

 SMALL BUSINESS INSIGHT 

 Steak houses have been around forever, and steak house franchises come and go. So one can forgive the 

“experts” who didn’t back Ruth’s Chris Steak House when it started franchising in 1977. Of course, Ruth Fertel, 

founder and owner until her death in 2002, had been going against “good” advice since she mortgaged her 

house and purchased her first restaurant against the advice of her lawyer and banker. Ruth’s Chris Steak House 

differentiated itself by using only the finest ingredients, serving gourmet steaks in an upscale setting, with a good 

bottle of wine available. Currently, the restaurant has over 80 locations and is patronized by those appreciating 

the ambience and great food. 

 Ruth Fertel and Ruth’s Chris Steak House 22  
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members who sign up for your services, plus a discounted cleaning to the original client for each 

successful referral. 

  In the vignette at the beginning of the chapter, Kwok-Foon Lai used differential advantages 

in several areas. He started with a better-than-average porridge and combined it with outstanding 

customer service (product differential advantage). He was able to keep his costs low and pass these 

savings on to his customers (price advantage). He selected a location away from his competition, 

arguably an area that was underserved (place advantage). His word-of-mouth strategy may have 

been a slow way to get started, but it kept his costs down and helped his pricing strategy (promotion 

advantage). As time passed, however, his excellent reputation passed on by word-of-mouth kept his 

customers coming back years after they had moved away from the area. 24     

  The Marketing Plan 
  The components of a marketing plan are fairly straightforward. 25  First, you discuss your target 

market—the people who will be buying your product. Second, you explain your current situa-

tion vis-à-vis your competition. In the third section, detail your marketing strategy and objectives. 

Finally, you explicitly address the 4 Ps: product, promotion, price, and place. 26  Let’s discuss each 

of these components in detail.     

  Target Market 
 Target market has been mentioned several times, and defined and described in Chapter 9. It is an 

essential element of your entire approach to business. It is easy to say that your target market in-

cludes “everyone,” but that is true for very few products or services. Think of your circle of friends. 

How many foods or drinks or movies do you all agree on? How would those choices play with your 

parents? In reality, most products and services work best with some markets. The successful entre-

preneur uses this to identify the best market for a good or service. 

  In developing your product or service, what competitor did you have in mind? Who is the target 

market for that firm? Which of their customers might agree with your improved approach? That 

group would be a potential target market. 

  What if you have a new product or service? Why do you think it serves a purpose? What other 

people might share the same thought you have? Describe them and you have a possible target mar-

ket. At other times your target market will get defined geographically, if you have a small neigh-

borhood store or, demographically, if your product or service appeals to only one demographic 

segment. For many products and services, however, the appeal might be 

broader than to a single demographic group. 

  Marketing professionals like to talk about market segmentation, 

which is also shown in Skill Module 12.5. Segmenting is simply a way to 

divide the total market—everyone in the world, essentially—into manage-

able pieces that have some common characteristics. Although you could 

divide by virtually any method imaginable (by middle initial, month of 

birth, number of cavities, last book read, etc.), marketers look for seg-

ments that are likely to have similar needs and buying behavior.  Geo-

graphic segmentation  is one method frequently used. Many businesses, 

large or small, choose to operate in one country, while even the biggest 

multinationals choose a manageable number of countries. 27  People who 

live in cities often have different needs from those in rural areas. People 

who live in Minnesota have different needs from those in Arizona, par-

ticularly in the winter. New Yorkers have different preferences from Los Angelinos. Many service 

industries have no choice but to segment geographically; if your car wash is located in Phoenix, you 

aren’t going to attract too many customers from outside the city. 

  Demographic segmentation  is also a valuable way to divide the total market. Teenagers have 

different needs from toddlers, as do other age groups. Where and how people shop and what they 

buy varies because of income, ethnicity, sex, education level, marital status, and virtually any 

LO5

  Identify the critical com-

ponents of a marketing plan.

     market segmentation  

 The process of dividing the market 

into groups that have somewhat 

homogeneous needs for a product 

or service.    

    ● If this photo were used in an 

advertisement, what markets 

might it be targeting? What types 

of products or companies might 

try to appeal to so many market 

segments?  
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demographic variable you choose. Life cycle position—unmarried, married without children, mar-

ried with small children, married with teenage children, empty nesters, retirees, and so on—also 

determines the types of products a person may be interested in buying. 

  Benefit segmentation  divides customers into groups based on what benefits they seek when mak-

ing product or service decisions. For example, one customer buys a certain brand of toothpaste 

because it is a cavity fighter. Another customer wants the toothpaste that gives him fresher breath. 

A third may be looking for whitening power, while a fourth may want something that fights plaque. 

Many cars are segmented this way—speed, safety, capacity, and the like. Frequently used categories 

include those shoppers interested in a good value versus those more interested in reputation and 

prestige—think of Walmart shoppers versus those frequenting designer dress shops. 

 Another category for segmenting has to do with an individual’s personality. Adventure seek-

ers buy different products (or for different reasons) than more timid people. Hobbies, sports 

interests, religion, cultural interests, and similar individual factors can determine the likelihood 

FIGURE 12.3

  Target Market Ads 

   These Bridgestone ads 

are aimed at targeting two 

different markets. Can you 

identify which market(s) 

each ad is geared toward? 

Is each ad successful in 

meeting its market’s needs? 

Why or why not?  

 Identifying Target Market Segments 

 Marketers select their target market (or markets) first and then design their advertisements to attract and ap-

peal to these customers. While there are “universal” advertisements, more effective ones are those that tempt a 

specific audience. Here’s how you can identify your target market:

   1. Go to the library and browse through several magazines. Choose several that appeal to very different 

audiences, for example, different ethnic groups ( Latina, Ebony ), different age groups ( My Generation, 

Seventeen ), different hobbies or sports ( Skiing, American Philatelist, Opera Today ), different income levels 

( Forbes, Rosie ), different sexes—or sexual orientations ( GQ, Ladies Home Journal, Out, Girlfriend ), different 

life stages ( Brides, Pregnancy, My Generation ), and the like.  

  2. Review the ads and look for clues that would cause you to believe that the ad is focused at a particular 

group.  

  3. Show several of these ads—without identifying the magazine—and see if your classmates can determine 

the possible target market. (Figure 12.3 shows a couple of examples.)    

SKILL MODULE 

12.5
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of people purchasing certain products. For example, you are unlikely to purchase Showgard 

mounts unless you are a philatelist or Salomon SNS Pilot Equipe Skate bindings unless you are 

a Nordic skier.  

  A target market is the population segment or segments that are likely to buy your product or 

service. If you design dresses, you’ll want to focus your efforts on women; if they are expensive, 

custom-designed, evening gowns, you’ll want to narrow that focus to wealthier women (demograph-

ics, benefits) and those who engage in activities requiring the wearing of evening gowns (hobby, 

cultural interest). 

  Generally, marketers choose one of three targeting strategies: undifferentiated, differentiated, 

and concentrated. An  undifferentiated strategy  is useful when there is really no difference in the 

reasons why customers buy your products, that is, when it makes no sense to try to segment or target 

a particular market. Imagine selling bottled water at an outdoor fair on a hot summer day. Folks 

don’t care what brand of water it is, and they are unlikely to go someplace specific for the water. 

Being at the right place with any reasonable product will get the job done. A lot of entrepreneurs 

are prone to fall into this trap (“My market is everybody!”), but as you can tell from the example, it 

is a rare situation in which an undifferentiated strategy works. While it may be true that you have a 

product that everyone wants, we can find different ways of promoting, distributing, or pricing the 

product that often attracts different segments. Even for bottled water, someone could say their water 

is purer, their bottles are bigger, their price lower, and so forth. 

  A  differentiated strategy  is used when there is more than one market segment likely to need 

a product or service. By slight differences in how we make the product, promote it, distribute it, or 

price it, we can appeal to different markets. For example, both women and men use razors, but the 

color of the razor, the brand name, and product shape and how it is advertised (who uses it and how) 

are different. 

  A  concentrated strategy  is used when a firm chooses one particular segment on which to 

focus all its efforts. Entrepreneurs often are able to locate a particular niche that the larger compa-

nies ignore, and by focusing their efforts on them, are able to do extremely well. For example, Dale 

Bathum was tired of playing golf in shoes that just didn’t fit, so in 1996 he formed Bite Footwear 

to make fashionable yet comfortable golf shoes (concentrated strategy). In later years, he expanded 

his product line into other shoes—hiking, fishing, running—and added a women’s line as well (dif-

ferentiated strategy). 28  

  Why bother with targeting? The main reason is so that you don’t waste a lot of effort and money. 

Once you know who your target market is, you can determine their purchasing behavior. You can 

find out where people in that group shop, where they are likely to see your advertisements (e.g., 

what television shows they watch, what magazines they read, what Web sites they visit, etc.), what 

prices they expect, what messages are likely to appeal to them—in short, everything you need to 

know to successfully market to them. If you are trying to sell handmade baby clothes, you could buy 

a banner ad on the CNN Web site, but one on the Mommy Mall Web site is less likely to be wasted 

on nonpurchasers. It’s just logical to be where your potential customers are. 29  

  In Chapter 11, you had the opportunity to do a skills module using U.S. census data to locate 

potential areas for a housecleaning service. Continuing with this scenario, we decided that certain 

areas in western San Bernardino County had a concentrated population of individuals earning above 

$100,000 annually. This same area tends to have high numbers of professionals—perhaps too busy 

to do their own housework. People living in this area would be a likely target market. Using the cen-

sus data, we could find out more demographic information about them that might be helpful in put-

ting together our marketing plan. For example, looking at their ethnic background or the languages 

spoken at home might give us some clues for how we will want to do our advertising. The key is to 

be as specific as we can be about who these people are. 

  We can also start identifying the best ways of reaching these potential clients. Are there super-

markets, car washes, dry cleaners, or other businesses in the area where it might be appropriate to 

post notices? Is there a local magazine or newspaper that reaches a majority of those people? For 

example, in this area, there is a monthly magazine called  Foothill Communities  that contains local 

news and business ads. The  Los Angeles Times  newspaper provides a weekly local community 

supplement. A little research would lead us to find out that a majority of the people in this area 

commute to Los Angeles daily for their jobs. Perhaps a billboard along a major freeway could target 

     undifferentiated strategy  

 A marketing strategy that uses no 

segmentation; assumes that all 

consumers have virtually identical 

needs and can be reached by the 

same marketing mix.    

     differentiated strategy  

 A marketing strategy in which 

a marketer selects two or more 

distinct groups of consumers and 

designs specific marketing mixes 

to meet their needs.    

     concentrated strategy  

 A marketing strategy in which 

a marketer selects one specific 

group of consumers and designs a 

marketing mix specifically for that 

group.    
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geographically. We may be able to find local community events where we can distribute information 

(guerilla marketing) or we may be able to capitalize on local issues or news for our advertising. 

  While defining your target market is important, it also pays to think about secondary target mar-

kets. 30  These are customers who might be interested in using your product or service, but are not 

whom you probably start out targeting. You need to at least consider who they are and how you might 

respond to them, and certainly keep them in mind for future expansion. For example, what will you do 

if a company calls your housecleaning company and asks if you’ll clean its offices? Roy “Bud” Davis, 

one of the co-founders of Bert and Bud’s Vintage Coffins ( www.vintagecoffins.com ), builds custom 

coffins designed to be works of art that make a statement about the person who will be buried in them. 

His target market is wealthier people over age 55 who have “an independent streak, a sense of humor 

about their mortality, and the practicality to plan ahead.” He found secondary target markets in Civil 

War reenactors who want authentic looking recreations of historical caskets, heavy metal music fans 

who use them as beds, and pet owners looking for a way to remember a special pet. 31   

  Current Situation 
 The second step in creating your marketing plan is to examine your current situation. If you 

are an ongoing business, this means examining what you have done over the past year and how 

effective these actions were. Ongoing and new businesses also need to reflect on the political, 

economic, cultural, and other external environments and consider how they may affect the busi-

ness. For example, are you located in a high-population growth area? Then it may be reasonable 

to expect your business to grow (if the growth is in your target market). Is the unemployment 

rate growing? Good news if you are an employment service, but bad news for many other ser-

vices. Ask yourself, “What’s going on and how might that affect my business?” What are the 

challenges you’ll face this next year? What unique attributes does your business have to combat 

these challenges? 

  Often a SWOT analysis (see Chapter 7) is a good tool for organizing this material. What things 

do you do very well and what things do you do less well (strengths and weaknesses)? What “gaps” 

are there in market coverage—specific markets not covered, new technologies not exploited, fea-

tures competitors ignore, and so on—that you can fill (opportunities)? How could your competi-

tion, new laws, the economic environment, or other outside forces negatively affect your business 

(threats)? 

  Probably the key component in your situational analysis will be to consider your competition. 

Certainly, you will need to consider  direct competition,  those providing the same product or 

service. But  indirect competition,  what people use if they do not purchase the product or service 

category, is also important. In other words, if you are going to clean houses, what other houseclean-

ing services (direct competitors) are doing business in the area? Also, if potential clients do not 

purchase housecleaning services, what is their alternative? In this case, the indirect competition 

would be cleaning themselves, having their children or other family members do it, or simply ig-

noring the dust and cobwebs—an extreme alternative, to be sure. Watching for ads, checking the 

Yellow Pages, and asking people in the area are all good ways to gather this information for your 

housecleaning business. Exhibit 12.1 shows a questionnaire that could be used to do this. Some of 

the items will be more or less important depending on your particular business, and there will prob-

ably be additional questions you will need to add. 

  Identifying competition does two things for us. First, we can get an idea of how crowded the mar-

ket is. The Census Bureau tells us how many potential households are out there. An informal poll of 

residents in the area can give us an idea of what percentage might use a housecleaning service. For a 

rough estimate, we could simply divide the households who use cleaning services by the number of 

competitors we’ve identified and come up with an idea of the number of clients per service. If we add 

our company to the mix, will the resulting number of clients per service be enough to be profitable? 

(This is exactly some of the same information needed for your sales forecast discussed earlier.) 

  The second piece of information identifying competition gives us is a chance to find out what its 

strengths and weaknesses are. Weaknesses in particular can identify opportunities for our company 

to excel. Are competitors ignoring certain sectors of the market? Are their clients 100 percent happy 

with them? If not, what aren’t they doing that you could? Are they late to their appointments? Do 

     direct competition  

 Other companies that make a 

similar product or provide a similar 

service; for example, direct com-

petition for Coca-Cola includes all 

other soft drink providers.    

     indirect competition  

 Companies that provide alterna-

tives that are dissimilar to your 

product/service that consumers 

might choose to meet a similar 

need; for example, indirect com-

petition for Coca-Cola includes any 

other company providing items to 

quench thirst.    
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EXHIBIT 12.1

 Competitive Analysis 32  

  Competitor Competitor Competitor

 A B C

Where is your competitor located?   

What are your competitor’s annual sales?   

Is the company owned or in partnership with 

any other corporations?   

What are the competitor’s strengths?   

What are the competitor’s weaknesses?   

What is the company’s product line?   

How do the products compare to yours, in 

terms of functionality, appearance, and any 

other criteria?   

What is the price structure?   

What are the company’s marketing activities?   

What are the company’s supply sources for 

products?   

What are the strengths and weaknesses of its 

sales literature?   

Is the company expanding or cutting back?    

they cancel too frequently because they are understaffed and an employee illness means that some-

thing doesn’t get done? What prices do they charge, and do the clients feel they are getting their 

money’s worth?  

  The 4 Ps 
 Your written marketing plan will contain detailed information about your product or service, how 

you will promote and price it, as well as how you will get it to the customer (the “place” part of the 

4 Ps). In defining your target market, you have already determined likely courses of action in these 

areas. For your marketing plan, though, you will be more specific. 

  In defining your product, you need to describe all the details. What features does it have? Are any 

of these options? Does it come in different sizes, flavors, or colors? What service elements do you 

include with the product (for example, delivery, setup, training, warranty, etc.)? If you are providing 

a service, again, what specific tasks will you do? Will you sell this as a bundled service (e.g., com-

plete housecleaning), or will you sell it in units (e.g., vacuuming separate from windows, cleaning 

bathrooms, washing windows, etc.)? What short-term (next few years) improvements or changes do 

you foresee? 

  An example or photo of your product or service is a great visual aid in helping you sell your plan. 

If you are a restaurant, have a sample menu, photos of some prepared food, and a photo of the build-

ing you’d like to lease. If you write business plans for other companies, a sample table of contents 

might be adequate. Blueprints, color chips, sketches, and fabric samples are other things that could 

be included. In addition, the cost structure (e.g., materials, labor, overhead) needs to be included. If 

the marketing plan is part of an entire business plan, cost details can be left for the financial section, 

but the total should be identified here. 

  Price will be determined by your cost structure. In addition to identifying the actual price you will be 

asking, include information about additional expenses the customer may incur (for example, shipping 

or installation). Why do you consider this amount of profit to be appropriate? How does your price 

compare to that of the competition? If it is higher or lower, how do you explain or justify this? 
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  In advertising, for example, you may have determined that a print ad is a good method for reach-

ing your target market; now you will want to consider in which magazines to place the ads (e.g., a 

hobby magazine, a local magazine, etc.), and what their cost will be. What tools will you use (fly-

ers, Internet, print ads in magazine or newspapers, television or radio, banners and posters, etc.)? 

How will you schedule your advertising efforts (weekly radio spot, daily newspaper ad, twice a year 

distribution of flyers, etc.)? What are the various costs of these and how successful are they at reach-

ing your target audience? (In other words, consider costs versus benefits.) What is your advertising 

budget? 

  Identify what your message should contain—slogans, promises, photos, and so on. A rough 

mock-up of a print piece or a script of a radio or television ad should be included, explaining how 

you feel these will resonate with your target market. 

  Are you using any promotional tools (e.g., coupons, referral discounts, sales, giveaways, etc.)? If 

so, what are they? How much will they cost? How often will you do this? 

  The distribution system of your product or service can vary considerably depending on what you 

are doing. For example, if you are doing some sort of mail order sales, will you be taking the boxes 

to the local post office or to UPS or some other shipper? Will you go daily or weekly or on some 

other schedule? Will you be using a fulfillment center? What will your costs be for shipping boxes, 

packaging materials, and the like? 

  If your product or service will be in a store or other building or space you lease, what will this 

cost you? Why did you choose this place (e.g., traffic counts and other indicators that it is a good 

spot for your particular business)? If it’s the Internet, are you going with eBay, other e-malls, or on 

your own? Why? What sort of hit rates do you expect? 

  This is a partial list of the questions that should be answered in writing this part of the market-

ing plan. What you include will be specific to the type of business you are planning. How do you 

figure all this out? A very useful tool to consider is called the  filtering process.  33  Put yourself in the 

shoes of your prospective customer and consider that you are searching for something to solve the 

problem your particular product or service will solve. What are the steps you would take to find a 

solution? Would you first look in the phone book? Then you’ll want to make sure you have a Yellow 

Pages listing. Would you ask friends? Now you may wish to consider some sort of referral bonus 

to customers who recommend you. What sorts of information would you want to know about the 

company, product, or service before you made your decision? These may be things to put in your 

ad (e.g., address and hours of operation) or, for more complicated items, things that should be ad-

dressed in your sales pitch (like more detailed information on technical aspects of your product, 

why you are better than the competition, or specifics about your guarantee). What are the features 

customers are likely to want (and how will they know you have them)? Where would they likely 

shop? How far would they drive to get your product or service? Since you are now the expert on 

your product or service, you might be a little too close to the process and this, too, might be a good 

place to do a little marketing research by identifying a few potential customers and asking them 

these questions.  

  The Written Plan 
 Your written marketing plan will include the specific details about your target market you con-

sider useful as well as information about your present and near future situation including com-

petitors. The plan will also identify your differential advantage and how this will be conveyed 

through your product or service, your pricing, your place (your way of getting your product/ser-

vice to your customers), and your promotion. For a new company, this provides your justification 

for going into the market. If there aren’t enough customers out there to make a reasonable profit 

or if you have no clearly defined method of finding them, you’ll have trouble convincing anyone 

to loan you money. For an ongoing establishment this is your action plan for the near future, usu-

ally the next year. 

  In addition to the sections mentioned above, the written plan may include financial projections 

(if not part of an entire business plan). The plan will also include your budget for doing the things 

you plan to do, the schedule of when you’ll do them, and how you will evaluate your progress. This 

last item will include measurements against your objectives and will include things like matching 
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monthly sales projections and goals against actual sales and similar evaluations. Indicate what you’ll 

measure and when you’ll measure it. 

  Since your marketing plan is essentially your action plan, write it as such. List the major overall 

goals you have for your company and then the specific tactics you need to achieve them. Make your 

goals simple, concrete, and measurable. For example, if you plan to open a housekeeping service in 

western San Bernardino County, your goal or objective could be to have 100 customers within six 

months (determined from the sales forecasting you did earlier). How are you going to achieve that? 

What specific tactics will you use? Perhaps, you’ll advertise in XYZ local magazine and in ABC 

newspaper. You’ll distribute 1,000 flyers door-to-door or place them under the windshield wipers 

of cars in grocery store parking lots (where legal and permitted). A shared mail program (those 

envelopes containing ads or coupons from a number of sources) can print and deliver coupons to 

10,000 houses for under $500. Break down and outline the costs for doing each of these activities. 

Set a time schedule. 34  

  What should the written plan look like? There are nearly as many formats as there are companies 

writing marketing plans. There are software packages that help you work through the plan step by 

step and will create a high-quality, professional-looking plan, such as Marketing Plan Pro ( www.

marketingplanpro.com ) by Palo Alto software. Even the basic version comes with about 70 sam-

ple marketing plans, the idea being that they can serve as templates for whatever business you may 

be planning. (Check out the Web site for a free sample marketing plan.) 

  Another consideration is whether the marketing plan is to be part of a business plan or whether it 

is to stand alone. In the first case, there are a number of items that will be covered in the other part of 

the business plan and do not need to be duplicated. For example, the financial section of the business 

plan will include balance sheets, income statements, and such and do not need to be duplicated, but 

only referred to in the marketing plan section. For a stand-alone marketing plan, at least a summary 

version of these would need to be included. 

  Table 12.2 is a suggested layout of things to be included. 35  Two types of marketing plans are 

considered—a full stand-alone marketing plan and the marketing section of the business plan, like 

those described in Chapter 8. You’ll notice that the categories for the marketing analysis follow 

the same elements outlined in Table 8.3 in Chapter 8, which gives the different types of plans and 

the sections of each. Here we add the details of how the 4 Ps fit into the sections of the marketing 

analysis and plan.    

  What’s Next? 
  The marketing plan has been discussed almost as though it’s a one-time process, and it’s not. It’s 

the basic building block for your business plan and your road map to what you want to do, but it 

shouldn’t be set in concrete. 36  Successful businesses are constantly tweaking their marketing plan to 

accommodate necessary adjustments found during evaluation and control reviews, or to reflect new 

research, changes in the environment, changes in competition, new target markets, new opportuni-

ties in promotion, new anything. 37  In addition, on a regular basis (at least once a year), 38  you should 

take the time to decide what you want to accomplish next—increase sales, introduce a new product, 

move into a new market, and the like—and revise your marketing plan to reflect this next step. Caryl 

Felicetta started her business, The Argyle Studio, an advertising and graphic design firm, without 

a marketing plan. After a year of haphazard growth, she and her partner did their first systematic 

review and marketing plan. With this plan, their business grew by 100 percent the next year and has 

averaged about 50 percent growth each year after that. 39  

  If you are uncomfortable with the prospect of doing a marketing plan yourself, there’s low-cost 

help for you available in a number of ways. First, try the Small Business Administration ( www.sba.

gov ) or the Service Corps of Retired Executives (SCORE) ( www.score.org ) for advice.  Entrepre-

neur  magazine ( www.entrepreneur.com ) has examples and a number of worksheets you can use 

to help you gather and organize your information. Last, contact a local community, technical, or 

four-year college (small business or entrepreneurship department if they have one, otherwise, the 

marketing department) or campus club in those areas and offer your company as a class project. 40  

(A small donation to the class or club should be considered.)    
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Marketing Plan OutlineTABLE 12.2

     Stand-alone Marketing Section of

     Marketing Plan a Business Plan

1. Table of contents X 

2. Executive summary X 

3. Company description, mission, focus, structure X 

4. Situation analysis X 

 a. Company SWOT analysis X 

 b. Product/service SWOT analysis X (in Competition section)

 c. Competitive analysis X (in Competition section)

 d. Customer analysis X (in Competition section)

5. Marketing analysis X X

 a. Market and target customer X X

 b. Differential/competitive advantage X X

 c. Marketing objectives X X

 d. Overall marketing strategy (the sales plan) X X

  i. Product strategy and Description X X

  ii. Pricing strategy X X

  iii. Promotion strategy X X

  iv. Place/distribution strategy X X

  v. Contingency plans X X

   (1) Reaction to competitors X X

   (2) R&D/growth plans X X

6. Financial data and projections X 

7. Implementation plan or schedule X X

8. Evaluation and control X 

9. Appendixes X 

   CHAPTER SUMMARY 

 Understand the importance of a marketing plan.

   ● The marketing plan helps you articulate how you are going to 

sell your product or service.  

  ● The marketing plan is a necessary piece of the business plan.  

  ● The plan examines your current situation and competition and 

specifically identifies what you will do with your product, pric-

ing, promotion, and distribution.    

 Recognize the major methods for conducting market 

research.

   ● Secondary research is data already gathered for some other 

purpose than the question you are trying to answer.

    ●  Internet, libraries, newspapers, and magazines offer free 

data; data are also for sale and can range from relatively 

inexpensive to very expensive.  

LO1 LO2
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   ●  While using secondary data is quick and often free, it may 

not give you exactly what you need.     

  ● Primary data is that which you gather to answer your current 

questions.

    ●  Primary data can be gathered through observation, focus 

groups, or questionnaires.  

   ●  Questionnaires can be administered via mail, phone, 

Internet, or in person and can consist of close-ended or 

open-ended questions.       

 Use sales forecasting methods.

   ● If your product or service is a component of another product or 

tied directly to another product or service, your estimated sales 

can be calculated as a portion of this known number.  

  ● Most products and services, however, will require “softer” 

estimates such as traffic counts or questionnaire results.  

  ● This sales forecast is critical to and must be checked against 

your capacity.    

 Find or create a product’s differential advantage.

   ● A differential advantage is that which sets you apart from the 

competition.  

  ● The differential advantage can be in your product, promotion, 

distribution, or pricing.    

 Identity the critical components of a marketing plan.

   ● Who is your target market?

    ●  Typically, markets are divided by demographic, life style, 

or personality traits.  

   ●  The target market is the group that is likely to buy your 

product or service and that has distinct purchasing 

behaviors.  

   ● Secondary target markets should also be considered.     

  ● What is your current situation?

    ●  Ongoing businesses must reflect over the recent year and 

how effective their actions were.  

   ●  All businesses must consider likely changes in political, 

economic, cultural, and other external environments and 

how these may affect the business.  

   ●  Direct and indirect competition must be identified and its 

actions and likely actions analyzed.     

  ● What are your specific plans for your product, promotion, 

pricing, and distribution?  

  ● The marketing plan needs to be written, but the format can 

vary depending on who is going to use it.  

  ● The plan should be revised regularly—whenever something 

significant occurs to change a piece of it or at least once a 

year.     

LO3

LO4

LO5

  KEY TERMS 

   marketing plan, 374  

  marketing research, 374  

  primary research, 374  

  secondary research, 374  

  ethnographic research, 378  

  focus group, 378  

  survey, 379  

  scalar questions, 379  

  dichotomous questions, 379  

  categorical questions, 379  

  open-ended questions, 379  

  bot, 382  

  differential advantage, 382  

  market segmentation, 385  

  undifferentiated strategy, 387  

  differentiated strategy, 387  

  concentrated strategy, 387  

  direct competition, 388  

  indirect competition, 388    

  DISCUSSION QUESTIONS 

    1. Consider that you are planning to open a self-service car wash 

in town. What sorts of secondary data might be helpful in cre-

ating your marketing plan?  

   2. What are some of the ways that you could use secondary 

research to better understand the various segments of your 

market and to develop promotional materials?  
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  EXPERIENTIAL EXERCISES 

    1. Visit your school’s library or your local public library and 

investigate the reference section. Make a list of resources 

that might be useful if you were opening a new dry cleaning 

business.  

   2. Revisit the U.S. Census Bureau Web site ( www.census.gov ) 

and list secondary data that might be useful in opening your 

dry cleaning business.  

   3. Select a local shopping mall to do some observation and pri-

mary data collecting. (Try a food court or bench in a waiting 

area where you can be comfortable and unobtrusive.) Make a 

list of the sorts of observational data you could collect.  

   4. Select an item from your list in question 3 and collect data 

for 15 minutes. What does your information tell you, and 

how could you use it?  

   5. Assume your dry cleaning business is a service that you’ve 

found the average person will use once a month in your area. 

You also discovered that customers want to drive less than 

three miles for dry cleaning. Get a map of your city and select 

a street corner at random. (We’ll assume that you will be able 

to build your dry cleaners there.) Use the Census Web site 

to estimate the population in your three-mile radius. Consult 

the phone book to find other dry cleaners within that radius. 

Assuming you will evenly split the customers, what would be 

your market share?  

   6. Make a list of the competitors of the company for which you 

work. What are their strengths and weaknesses? Are you 

aiming at the same target market(s)?  

   7. Using the competitors identified in question 6 (or choosing a 

different product or service), attempt to identify the target mar-

keting they have selected. (Good ways of doing this is by iden-

tifying advertising or distribution aimed at particular groups.) 

Do any of them have secondary markets?  

   8. Interview someone at the company where you work. What kind 

of marketing plan does the company have (formal, informal, 

detailed, etc.)? How often is it reviewed?    

www

www

   3. What sorts of primary data could you collect using observation 

for your car wash?  

   4. Create a questionnaire that could be used to gather data for 

your car wash. Use both closed- and open-ended questions.  

   5. With your classmates, make a list of products or services that 

are or could be tied to other products or services. To which 

products or services are they tied? How could this be used to 

predict sales?  

   6. With your classmates, make a list of several products or 

services unlikely to be tied to other products or services. 

How might you estimate sales with these?  

   7. Is it ethical to pose as a customer in order to gather data 

from a competitor? What sort of behaviors do you believe 

to be ethical and justifiable, and which ones cross the 

line?  

   8. Going back to our car wash example, list all the ways you 

could differentiate your product, price, promotion, and distribu-

tion from the competition.  

   9. How could you segment your car wash market? Brainstorm as 

many different ways as possible. (Remember that some of the 

most successful businesses are those that have found unique 

ways to segment and reach a particular market.)  

  10. Use the filtering process and consider the steps you would take 

in trying to resolve the dirty car problem. What does this tell 

you about the product, price, promotion, and location of your 

potential new business?    

  MINI-CASE 

 INFOGLIDE 41  

 David Wheeler got into business in order to ease his anger about his father’s murder and in an attempt to 

see justice done. A computer database expert, he designed a program that would sift through crime reports 

in an effort to link and pinpoint criminals. The first trial of the product connected several  seemingly unrelated 

crimes and located a suspect. 

  In 1991, Wheeler formed InfoGlide, Inc., to sell this software program to law enforcement  agencies 

throughout the country. While the agencies found it a valuable tool and indeed used it to investigate 
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  SUGGESTED CASES AND ARTICLES 

   ● The Wallingford Bowling Center   

  Available on Primis: 

   ● Creemore Springs Brewery: Branding without Advertising  

  ● Optical Distortion, Inc. (A)  

  ● Sealed Air Corp.     

  eClips Videos: 

   ● Norb Mayrhofer States Importance of Understanding Market 

You are Targeting  

  ● Earl Blanks Discusses Research Performed Prior to Starting 

Party City Franchise    

  STVP Videos: 

   ● You Must Have Real Sales and Customers to Be in Business  

  ● Customers Will Say What They Need     

  SUGGESTED VIDEOS 

 successfully a number of crimes, as government agencies, few could afford it. Wheeler had a product that 

just didn’t have a market. 

  In 1996, after struggling for several years to attract venture capitalists, InfoGlide reexamined all pos-

sible and potential markets. It discovered that hundreds of millions of dollars a year were lost because of 

insurance frauds—frauds that could be linked with Wheeler’s software just as police cases were. InfoGlide 

immediately retargeted its product and revamped its marketing plan, and by 1998 had raised $5 million in 

venture capital. Today, the company has 38 employees and is worth $100 million. 

  CASE DISCUSSION QUESTIONS 

   1. In selecting a new target market, InfoGlide would have had to adjust all parts of the marketing 

plan as well. What changes could you envision in the product, the price, the promotion strategy, 

and the distribution?  

  2. Can you identify other markets that could benefit from the basic concept of Wheeler’s software? 

What changes might need to be made for these markets?  

  3. Researchers call this process  transmigration,  changing a company so it can enter a peripheral or 

related industry. Select a firm you know and brainstorm several transmigrations it could make.     



  A Marketing Plan: PizzMo 42  
 A marketing plan intended for inclusion in a business plan. Section numbers correspond to 
Table 12.2 on page 392.  

  3. STORE’S MISSION 

  Here at  PizzMo , our mission is to deliver an entire eve-

ning’s worth of enjoyment directly to your home.  PizzMo  

will deliver the freshest, most appetizing pizza right along 

with the most entertaining movie. By bringing dinner and 

a movie right to your doorstep, we want to take the hassle 

out of your evening and give you a worry-free night.   

  4c. COMPETITIVE ANALYSIS 

  We have no direct competitors in our specific business on 

the West Coast. There are other pizza delivery companies 

like  Pizza Hut®  and  Domino’s©,  as well as video rental 

stores, like  Blockbuster©  and  Hollywood Video©.  How-

ever, none of them deliver both the pizza and the movie 

together. 

 There is, though, a precise example of our pizza and 

video delivery company in Saint Peters, Missouri, called 

 Big Guys,  but it caters only to the surrounding area. It is 

a mom and pop company, that claims to have homemade, 

mouthwatering pizza. In addition, there is a company in 

Narbeth, Pennsylvania, called  Real Pizza,  but this is a 

pizza delivery company that has teamed up with a video 

store. At  Real Pizza,  there are two entities, the pizza place 

and the video store, where the pizza delivery person picks 

up a customer’s movie on the way to delivering the pizza 

to the house. Along the same line,  Pizza Hut  has part-

nered with  Casa Video  in Tucson, Arizona, but the deliv-

ery person must pick up the movie at the video store, just 

as at  Real Pizza.    

  5a. TARGET MARKET 

  Our target market is between the ages of 18 and 35, 

both college students and young, middle-income fami-

lies. College students will be prime candidates because 

of the easy and quick indoor date night that  PizzMo  

provides. Our delivery service will be the best way for 

these scholars to get a break from their studies without 

diverting from them for too long. An average college 

student in our target market would earn at least $15,000 

per year. Families with young children will be another 

main targeted group. These prospects will find  PizzMo  

irresistible because of the immense benefits. A common 

family in our target would make a combined income of 

no less than $40,000 a year. The tremendous assistance 

that we will provide them with a worry-free night will be 

irreplaceable, because these people would prefer not to 

leave the comfort of their own home. Taking children out 

to eat can be a very daunting task; with  PizzMo , worries 

are over because we bring dinner and entertainment to 

your door.  PizzMo’s  typical customer will order from us 

at least once a month, but up to six times a month, spend-

ing an average of thirty dollars each time.   

  5b. DIFFERENTIAL ADVANTAGE 

  As mentioned before, we will be the first company in the 

area to offer delivered pizza plus a video of the custom-

er’s choice—fast, easy and convenient.   

  5c. MARKETING OBJECTIVES 

  As we are a new company,  PizzMo’ s first marketing ob-

jective is to get information about our product/service out 

to our customers—name/brand recognition. Second, we 

want to develop brand loyalty among these customers.   

  5d(i). PRODUCT STRATEGY 

   PizzMo  will offer a full menu—salads, sandwiches, piz-

zas, sides, and beverages. A customer can choose from an 

individual or a family-size salad with a choice of Italian, 

ranch, or honey-mustard dressings. Sandwich choices in-

clude: roast beef and cheddar, meatball, ham and Swiss, 

Italian sub, or a turkey melt. We’ll make seven specialty 

pizzas: bacon cheeseburger, meat cravers, veggie, meat-

ball, parmesan chicken, tostada, and the ultimate. Or you 

can create your own pizza with these toppings: pepper-

oni, sausage, pork sausage, beef, Canadian bacon, bacon, 

diced ham, black olives, onions, mushrooms, bell pep-

pers, tomatoes, jalapenos, fire-roasted vegetables, and 

pickles. On the side, customers can order bread sticks, 

cheese bread sticks, little smokies, and toasted ravioli. To 

drink, we’ll offer Coke® and Pepsi® products, in addi-

tion to bottled water. 

  PizzMo  will carry only DVD rentals, which will be 

stored in the bookcase behind the front desk in alphabeti-

cal order.  PizzMo  will carry popular new releases from 

the last month. When we retain a DVD past this point, 

we will offer the copies for sale on our Web site at a dis-

counted rate. People can purchase the previously viewed 

DVDs on our Web site and receive them with a delivered 

pizza, pick them up at their leisure inside the store, or pay 

for shipping. Delivered DVD rentals will be due seven 
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days from the day rented, and customers will be given 

a self-addressed stamped envelope with which to return 

the DVDs.   

  5d(ii). PRICING STRATEGY 

  At  PizzMo  our pricing strategy will be very similar to  Big 

Guys,  our “model,” in order to establish a family restau-

rant feel and an honest appeal to our customers. How-

ever,  PizzMo  wants to lead the market with a low-price 

strategy in an attempt to secure loyal customers with our 

wholesome values, and we also want to appeal to cost-

efficient buyers. We will set up a pricing orientation with 

roughly 65 percent of our products in the inexpensive 

range, which consists of items under $9, and 35 percent in 

the medium-priced range of $10 to $15. There will be no 

items priced over $15; however, buying any combination 

of products will lead to a higher overall price. In addition, 

customers will be able to build their own pizzas, which 

could easily go over $15 if many toppings were added. In 

these instances, the price will be less of a factor and will 

be second to the amazing quality of the pizza. We will 

also carry the usual breadsticks, chicken wings/fingers, 

salads, sandwiches, and other Italian foods and will price 

these comparable to our competition.   

  5d(iii). PROMOTION STRATEGY 

  In our advertising and promotional scheme, our goal is 

to get the word out about our delicious pizza, fast and 

friendly service, and reliability. We will attempt to do 

this using minimal, but effective advertising that really 

reaches our target market and transforms them into loyal 

customers. One of our big campaigns will be to use mail-

ers with coupons attached as well as an offer for a free 

small pizza with no strings attached. The free pizzas 

will only require identifying proof that the person is the 

same as the name on the mailer. We hope that by offer-

ing a sample of our delicious pizza in combination with 

a coupon, we will create a repeat purchase that will turn 

into a lasting relationship. Since 85 percent of all pizza 

consumers use some form of coupons,  PizzMo  hopes to 

acquire many of its original customers through the use 

of this technique. We will also use electronic coupons 

on our Web site that customers can print directly and re-

deem with their purchase. Since these types of coupons 

typically have a higher redemption rate,  PizzMo  hopes to 

reach people who will adopt us as their pizza and enter-

tainment company of choice. 

 In order to help our customers create a bond with us, 

 PizzMo  will use advertising techniques that are more 

personal, but that also reach a large audience. Radio will 

be one of our main sources of advertisement aside from 

the mailers. We will use fun and energetic stories that 

catch the listener’s attention and create a picture in their 

mind, as well as evoke a remembrance of the taste and 

smell of their last  PizzMo  experience. Finally there will 

be a catchy jingle to end the commercial and reinforce 

the advertisement, leaving an imprint on the listener’s 

mind. These radio commercials will air primarily before 

lunchtime and during evening rush hour. We hope to pat-

tern our radio commercials after  In-N-Out  burger chain, 

which has become a hugely brand loyal, hometown estab-

lishment that has no need for a large advertising budget. 

Instead, most of its profits go back into the company with 

benefits to its employees and quality products. 

 Catchy billboard ads will also be used by  PizzMo  

to reach motorists who are trying to plan their evening. 

These will be placed primarily near colleges and univer-

sities, as well as near a few main freeways (perhaps the 

10, 405, 605, 60, etc.). The advertisements will not be 

overly distracting, but will aim customers in the direction 

of our Web site by either suggesting free pizza, as in the 

mailers mentioned above, or promoting the unique and 

hassle-free service, without saying too much. Ideally, we 

would like to keep the people guessing, so that they are 

forced to look at the Web site and would be more likely 

to buy as a result. 

 Our costs associated with promotions and advertising 

are represented in the following table. 

Advertising Costs

Promotion Type Total Expense

Mailers w/coupons  $5,000

Radio $10,000

Billboards  $5,000

TOTAL $20,000

    5d(iv). LOCATION STRATEGY 

  Our main focus as a start-up organization will be to direct 

our business to the West Coast, until success allows us to 

expand to the entire country. We will begin in areas like 

California, Oregon, and Washington, with quick expan-

sion to Arizona and Nevada. These states place a some-

what high dependency on the personal automobile and so 

in this case, we feel that  PizzMo  will be of ideal service. 

For that reason, we plan on utilizing our delivery attribute 

as our prime promotion in hopes of maximizing profits 

in these areas. 
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  PizzMo  will most likely be located in strip malls and 

will need relatively small square footage to perform daily 

operations. One of the prime locations found for the first 

of our stores is a small shop centrally located among 

other storefronts in Pasadena. The property is up for sale 

at $20,000 for 1,500 square feet, which should be the per-

fect size as a start-up. The address is 1704 E. Washington 

Boulevard and is located in a strip center along with a 

salon and a liquor store. The prior tenant was a cell phone 

business, so there will be additional funds required to 

transform the location into a kitchen-friendly retail out-

let. However, the location is one of the most optimum 

found because of its proximity to a large residential area. 

The neighborhood has many young families, as well as 

college students, who are our precise target market. The 

median household income of the area is $72,889, and 

the average household size is 2.99 people. The area of 

Pasadena is 69.4 percent families and has an average of 

$28,140 in retail expenses and another $2,577 in enter-

tainment expenses. This is an affluent area, whose resi-

dents fit  PizzMo’s  target market to a T with 57 percent 

working in a white-collar job and 38.9 percent with a col-

lege education or better. 

 The retail configuration of the area around the Pasadena 

storefront includes a beauty salon, jewelry store, insur-

ance and auto leasing establishment, a nail salon, laundry, 

delicatessen, wholesale tobacco store, and a preschool. 

There are a few small restaurants several blocks away, 

but since  PizzMo  is a delivery business, these are not di-

rect competitors. We understand that sometimes people 

want to go out to eat, but  PizzMo  caters to those evenings 

when the same people want to stay in and have a pleasant 

experience in their own home. Most of the other stores in 

this area are family-owned, which may help  PizzMo  since 

we too will be this type of retail outlet. We are hoping 

that the community welcomes us into the neighborhood 

with open arms and that the surrounding homeowners 

enjoy our honest offerings.   

  5d(v). CONTINGENCY PLANS 

  There are a lot of pizza places out there, and certainly 

anyone could add the ability to offer videos along with 

their pizza. This is perhaps our biggest threat. We hope 

to “stay under the radar” of the larger pizza chains at first 

and develop customer loyalty so that our customers will 

not switch when someone else offers a better deal. In ad-

dition, as we are delivery only, we can locate in low-rent 

areas and should always be able to compete on price. 

 While we will offer many pizzas similar to our com-

petition,  PizzMo  also intends to experiment with local 

flavors and preferences. We will accumulate information 

about the “make your own” pizzas to see if there are some 

local favorites we can add to the menu, things that the 

large chains usually do not do. 

 As mentioned above, we will concentrate on the West 

Coast states at first and gradually expand. The first stores 

will be in the Los Angeles area and will be located simi-

larly to the Pasadena store. As we move into other areas, 

we hope to franchise our operation, which allows us to 

use our local partner’s knowledge of the area.   

  7. IMPLEMENTATION SCHEDULE 

  Securing the lease, forming the company, and all the re-

lated paperwork can be done in the first month. Equip-

ment will be ordered and remodeling started immediately 

afterwards, along with designing the Web site, packaging 

materials, and promotional materials and ordering DVDs. 

About one month before the store opens, advertising and 

promotion will begin and the Web site will be activated. 

We expect to be in business within five months.       
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 ● Tracy and Brad Butler of 

Acropolis Computers, pictured 

here, learned the power of careful 

accounting practices when their 

consultant uncovered thousands 

of dollars of lost income due to 

poor pricing strategies. Armed 

with these facts, Acropolis 

Computers began to grow steadily 

into a more solid business. In 

what ways did Tracy and Brad 

use accounting in determining 

their cost structures?  
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  Focus on Small Business: Tracy and Brad Butler 
and Acropolis Computers 1  

 When you complete this chapter, you will be able to: 

 LO1 Describe the basic concepts of accounting. 

 LO2 Specify the requirements for a small business accounting system. 

 LO3 Explain the content and format of common financial statements. 

 LO4 Use accounting information as a tool for managing your business effectively. 

 LO5 Develop a complete set of budgets for your business. 

 LO6 Use accounting information to make better business decisions.  

  After three years of hard work, Tracy and Brad Butler still did not seem to be making very much money. The 

reason for this was not obvious to the brothers. Sales were growing. The business was regularly working on 

the computers of between 600 and 700 loyal customers. Customers were satisfied, and it showed in their 

high rate of referrals. 

  At a loss as to what they were doing incorrectly, the brothers engaged a consultant to analyze their 

business processes. What the consultant showed them changed the way they ran their business. 

  The brothers, engineers by education, were masters of the computer but novices at accounting. They 

simply did not understand the relationship among costs, revenues, and profits. For example, they charged 

customers only what Acropolis paid for the parts, without any markup to pay for the time Acropolis spent 

ordering, storing, and carrying the part in inventory. When they went to a client’s home to do repairs, they did 

not charge a service fee for their travel time or for the wear and tear on their truck. Although they charged for 

labor by the hour, if the labor was only a few minutes, they gave it away for free. Those lost minutes alone 

accounted for a $40,000 shortfall in income annually. 

  “We were actually losing $200 a job,” Tracy said. 

  The process of pricing out their real costs, and then mapping those costs to the work they did for clients, 

helped Acropolis Computers finally become profitable—even after paying off the consultant’s eventual bill 

for $27,000! 

  But that was just the start. 

  “Only 4 percent of our revenue was coming from individuals, but they were a large number of people: 

600 to 700,” Tracy said. 

  Once they understood the nature of the costs of their business, the brothers trimmed it drastically, mov-

ing away from serving individuals and focusing instead on providing service to businesses with between 15 

and 150 employees. As the nature of their business changed, they changed its name to Acropolis Technology 

Group,  www.acropolistech.com , moving from the basement to commercial locations in Wood River, Illinois, 

and Creve Coeur, Missouri. 
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  “The success we have enjoyed has come directly from understanding the relationships among Rev-

enue, Gross Margin, Overhead, and Burdened Labor rates,” Tracy Butler said. 

  Acropolis was ranked for three consecutive years by  Computer Resellers News (CRN)  in their yearly Fast 

Growth list. In 2004, they grossed over $3.1 million in sales. 

  Success came, but only after they got their numbers under control. 

  DISCUSSION QUESTIONS 

    1.  What is the nature of the “ . . . relationship between costs, revenues, and profits . . .” that Tracy and 

Brad Butler did not understand?  

   2. What do you infer about Acropolis’ accounting system during the years leading up to this crisis?  

   3. Why was it important for Acropolis to begin marking up the price of computer parts over their cost?  

   4. How is it possible for a business to succeed by deliberately getting rid of loyal customers?        

  Why Accounting Matters to Small Business 
  The way many people think of it, what makes a business businesslike is its focus on making 

money, and in the end, the only way an owner knows or can prove to others that money is being 

made is through keeping careful accounting records. Accountants themselves think of five reasons 

why accounting is important to a small business:    

   ● It proves what your business did financially.  
  ● It shows how much your business is worth.  
  ● Banks, creditors, development agencies, and investors require it.  
  ● It provides easy-to-understand plans for business operations.  
  ● You can’t know how your business is doing without it.    

  There are three types of accounting,  managerial accounting , which is used by managers for 

planning and control,  tax accounting , which is used for calculating and reporting taxes, and  finan-

cial accounting , which is used by banks and outside investors. 

  Managerial accounting is forward-looking and attempts to predict the results of management 

decisions. 

  Tax accounting is used to produce tax returns and schedules. Tax accounting is important for avoid-

ing penalties for noncompliance and for minimizing how much money you have to pay in taxes. 

  Financial accounting is a formal, rule-based system intended primarily for absentee owners, 

bankers, investors, and regulators.   

  Basic Accounting Concepts 
  If you, as do many folk, have an aversion to even thinking about accounting, let alone trying to  do  

accounting, then you are about to gain a new perspective on the topic. As you read the next couple 

of pages you’ll come to realize that accounting is actually a very simple process that is based on 

common sense. 

  The most basic concepts of accounting are:

    1.  The idea that a business has an existence that is separate from its owner, called “business entity 

concept.”  

   2.  The expectation that a successful business will stay in business, or the “going concern concept.”  

   3.  An extremely simple equation called the “accounting equation.”  

   4.  The premise of revenue and expense.  

   5.  The principle that accounting information must be useful to the owners and managers of 

businesses. 2     

LO1

  Describe the basic con-

cepts of accounting.

     managerial accounting  

 Accounting methods that are spe-

cifically intended to be used by 

managers for planning, directing, 

and controlling a business.    

     tax accounting  

 An accounting approach based 

on specific accounting require-

ments set by governmental taxing 

agencies.    

     financial accounting  

 A formal, rule-based set of ac-

counting principles and proce-

dures intended for use by outside 

owners, investors, banks, and 

regulators.    
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  Business Entity Concept 
 Because of the  business entity concept , it is possible to separate business transactions from your 

own personal transactions. Thus we can distinguish between money that your business borrows, and 

money that you borrow for personal needs. It is the business entity concept that underlies the legal 

forms of establishing businesses, such as corporations, limited partnerships, and limited liability 

companies. (These are explained in detail in Chapter 18.)  

  Going Concern Concept 
 The assumption that a successful business will stay in business enables long-range planning and 

strategy. Accounting assumes that this year’s business results will affect next year’s, and that the 

intent of business is to make money over a period of many years. The  going concern concept  

also implies that, as a separate entity, the business may continue in business even if it is sold to other 

owners.  

  The Accounting Equation 
 Of all the concepts and ideas of accounting, the  accounting equation  is the simplest, but least 

understood. The entire system of accounting entries, reports, and financial statements is developed 

from this simple equation. The primary value that accounting produces for owners and managers is 

that of keeping records. The accounting equation is the method that is used to place these records 

into understandable categories that are useful for managing your business. 

  This equation has its basis in keeping track of everything that the business owns, while at the 

same time keeping track of what the business owes to others and what it is worth to its owners. This 

is done as a simple two-part equivalence, which is best understood by presenting an example. 

  Suppose you decide to start a business making executive desks of fine hardwoods. You already 

have a hobby of woodworking, and have collected tools during the pursuit of your hobby. These 

tools, especially the power tools, are very valuable, and you want to transfer their ownership to your 

new business. You will also need some cash for working capital, and your local banker (who already 

has one of your desks) has agreed to loan money to your business. Let’s take a look at how these 

transactions are recorded, using the accounting equation. 

  First, you give up ownership of your tools, transferring them to your new corporation:

What the Business Owns ⴝ Claims on the Business

Woodworking tools $50,000 Capital donated by owner $50,000

 Notice that the business now owns the tools worth $50,000, but you as the owner have a “claim” on 

the business equal to the value you gave up. Should you change your mind right now, and dissolve 

the business, you could take back the tools. Or, were you to sell the business to someone else, you 

would expect to receive no less than the value of the tools. 

  Next, the bank makes a $50,000 loan to the business:

What the Business Owns ⴝ Claims on the Business

Cash $  50,000

Woodworking tools    50,000

Total value $ 100,000

Loan payable to bank $  50,000

Capital donated by owner    50,000

Total claims $ 100,000

  Now the business owns money and equipment. The total value of what it owns is $100,000. At 

the same time, the business owes $50,000 to the bank, and once the bank debt is paid, there will 

still be $50,000 value left for the owner. It may be hard to believe, but this is the entire accounting 

equation. The value of everything that the business owns is exactly equal to the sum of what the 

     business entity concept  

 The concept that a business has 

an existence separate from that of 

its owners.    

     going concern concept  

 The accounting concept that a 

business is expected to continue 

in existence for the foreseeable 

future.    

     accounting equation  

 The statement that assets equal 

liabilities plus owners’ equity 

(assets   liabilities   owners’ 

equity).    
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business owes to others plus any claims the owner has. Of course, the accounting equation is stated 

a bit differently. Its formal expression is:  

Assets   Liabilities   Owners’ Equity 

 So, let’s take a look at the equation in the example, rewritten to use accounting terms:

Assets ⴝ Liabilities ⴙ Owners’ Equity

Current Assets

Cash $  50,000

Long-Term Assets

Woodworking tools    50,000

Total assets $ 100,000

Current Liabilities

Loan payable to bank $  50,000

Owners’ Equity

Capital donated by owner    50,000

Total liabilities & equity $ 100,000

  Notice that, except for using different terms, this is exactly the same as the earlier example. The 

only part that might be confusing is understanding what the terms “assets,” “liabilities,” “equity,” 

“current,” and “long-term” mean. An  asset  is simply something the business owns that will have 

value in the future. A  liability  is a legal obligation to pay some amount (or to give up product or 

services) at a time in the future.  Owners’ equity  is simply whatever value is left after all liabilities 

have been paid.  “Current”  means that the value of the item can be realized, or must be paid as cash 

within one year.  “Long-term”  simply means that the asset will still be valuable more than one year 

in the future, or that the business may take longer than one year to pay the amount owed. The for-

mat used here is called a  balance sheet  because assets  must  equal the sum of liabilities and owners’ 

equity. Simple, huh?  

  Revenues, Expenses, and Costs 
 Now suppose you purchase $10,000 of hardwood and $5,000 of supplies. What does this do to the 

accounting equation? 

Assets ⴝ Liabilities ⴙ Owners’ Equity

Current Assets

Cash $ 35,000

Inventory 10,000

Supplies 5,000

Long-Term Assets

Woodworking tools   50,000

Total assets $100,000

Current Liabilities

Loan payable to bank $50,000

Owners’ Equity

Capital donated by owner    50,000

Total liabilities & equity $100,000

  As you can see, making these purchases of inventory and supplies does not change the value 

of the business. All that you did was trade an asset called “cash” for assets called “inventory” and 

“supplies.” However, the inventory has a cost of $10,000 and the supplies have a cost of $5,000. 

You gave up $15,000 in cash to obtain them. So, a  cost  is the value of what you  give up  to gain 

something you need or want. 

  To explain revenues and expenses it is best to continue our example. Suppose that, having started 

the business and purchased inventory and supplies, you produce and sell one desk to a local attor-

ney. In making the desk, you use $1,000 of your inventory. You pay your employee $400 in wages. 

You present the attorney with an invoice for $2,500, and he promises to pay you in 10 days. How do 

these transactions affect the accounting equation? 

  First, recognize that only $400 has changed hands. You used inventory that you’d already paid 

for, and you accepted the attorney’s promise to pay in lieu of cash. It should be obvious to you that 

     liabilities  

 Legal obligations to give up things 

of value in the future.    

     owners’ equity  

 The difference between assets 

and liabilities of a business.    

     cost  

 The value given up to obtain some-

thing that you want.    
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the value of inventory has gone down by $1,000. But what do we do with the $2,500 sales price? 

We recognize $2,500 of revenue, and we deduct $1,400 of expenses in this manner:

Assets ⴝ Liabilities ⴙ Owners’ Equity

Current Assets

Cash $  34,600

Accounts receivable 2,500

Inventory 9,000

Supplies 5,000

Long-Term Assets

Woodworking tools    50,000

Total assets $ 101,100

Current Liabilities

Loan payable to bank $ 50,000

Owners’ Equity

Capital donated by owner 50,000

Revenues earned 2,500

Expenses for inventory used (1,000)

Expense for wages paid       (400)

Total liabilities & equity $ 101,100

  Now we can see the differences among costs, revenues, and expenses. Costs are the value of what-

ever you give up to get what you need or want. Revenue is an increase in owners’ equity that is the 

result of selling your product or service.  Expenses  are reductions in owners’ equity that recognize 

the value of goods (inventory) and services (labor) used to produce your product or service. When 

you sold the desk, the business received the attorney’s promise to pay, which is called “accounts 

receivable.” The business gave up the value of the inventory used and the value of labor expended. 

  Of course, if we continued to record transactions in this way, pretty soon the owners’ equity part 

of the balance sheet would become unreadable. Just imagine a year’s worth of sales and expenses 

being recorded as in the example, above. So, as a matter of practicality transactions are not actually 

entered directly into the balance sheet. Rather, we create an  account . An account is simply a record 

of transactions that are similar in nature. Thus we have an account for sales revenue where we record 

each sale as it is made. Similarly, we have an account for wage expense in which we record wages 

as they are incurred. At the end of the accounting period, whether it is a day, a month, a quarter, or 

a year, we simply add up all revenues and all expenses. We then subtract expenses from revenues 

and the remainder is our profit (or our loss if it is a negative number). 

  A complete discussion of basic accounting is available as a set of interactive slides in the online 

learning Web site for this text: http://www.mhhe.com/katz3e.  

  Information Usefulness 
 There are only two reasons to do accounting: first, to produce information that is useful to you for man-

aging your business, second, to meet legal or contractual requirements. To be useful, information must 

be accurate and relevant. 3  You can ensure that your accounting information is accurate by using a com-

puterized accounting program, as discussed in the following section. Relevance of information must be 

evaluated for each decision as it is made. If having the information helps you make a smarter decision, a 

faster decision, or a decision you feel more comfortable about, then the information was relevant. 

  The skill module shown on the next page illustrates the issues discussed in this section. 

Accounting Systems for Small Business
  The primary reason to acquire and use a computerized accounting system is to ensure the accuracy 

of your accounting information. Computerized systems also simplify the accounting process by 

providing automatic error checking, entry screens that look like the common business forms, and 

automatic production of financial statements and management reports.     

  The most commonly used small business systems are QuickBooks, Peachtree, SimplyAccount-

ing, One-write, and Great Plains. All these systems automatically produce financial reports that 

meet legal requirements for content and format. Although, as with any computer program, you will 

have to invest some time in learning to use it effectively, each of these accounting programs is very 

user-friendly. Its use can be mastered in a very short time, a matter of a few hours. Most community 

     expense  

 A decrease in owners’ equity 

caused by consuming your prod-

uct or service.    

LO2

  Specify the require-

ments for a small business 

accounting system.
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 Why Does Accounting Matter? 

 Suppose you are operating a buffalo wings restaurant, and you purchase a high capacity fryer as discussed in the 

text above. Suppose you have estimated the following costs of operating your restaurant for one month:

Variable costs:

 food (chicken, potatoes, etc.) $ 15,000

 beverage (soda, tea, beer) 4,500

 supplies (napkins, cleaning materials, etc.) 2,000

 labor 21,600

Total monthly variable costs $ 43,100

Fixed costs (rent, insurance, depreciation, etc.) $ 21,900 

  Now suppose that you are currently using a battery of three fryers that you originally bought used for $4,000. 

Because the purchase price was small, you recognized the entire $4,000 cost of the fryer as an expense in the 

year it was purchased. 

  The Vulcan representative is trying to sell you a new four-basket computer-controlled battery fryer. The pur-

chase price is $25,000 and the costs of shipping, installation, and testing will be $5,500. The representative has 

shown you how the new fryer, because of its improved insulation, safety features, and cooking capacity will save 

you $1,000 per month in reduced electricity use and lowered insurance premiums. The fryer also has much greater 

capacity than the one you are currently using, so you will be able to cook more wings and serve more people. 

  You have spoken with your accountant, and she told you that for tax purposes the fryer will have to be depre-

ciated in six years, using the “5-year  MACRS rate ” set by the IRS. The amount of  depreciation  expense 

you will recognize will be the following:

 Year Depreciation

 1 $ 6,100

 2   9,760

 3   5,856

 4   3,513

 5   3,513

 6   1,758

   1. What is the cost of buying the new fryer?  

  2. How will your expenses change if you buy the fryer?  

  3. How will your fixed costs per year change if you buy the fryer?  

  4. If you predict that sales will increase by 10 percent per year, should you buy the fryer?  

  5. Suppose that your accountant called you and said that the fryer could be depreciated for seven years, using 

straight line depreciation of $4,357 per year for the first six years and $4,358 in the last year. Would this 

change your decision of whether to buy the fryer?  

  6. Under what conditions is the amount of depreciation expense relevant to deciding whether to buy the fryer?    

     MACRS rate  

 An Internal Revenue Service ac-

ronym for the Modified Acceler-

ated Cost Recovery System. The 

MACRS approach lets taxpayers 

depreciate more of the cost earlier 

in the life of a capital expense.    

     depreciation  

 Regular and systematic reduc-

tion in income that transfers asset 

value to expense over time.    

SKILL MODULE 

13.1

colleges offer night and weekend classes in QuickBooks and Peachtree, and you may have (or have 

even taken) similar courses at your school. There are also numerous online sites that offer tutorials. 

Each program itself includes a tutorial, help files, and a printed manual to help you master its use. 

  To ensure that your accounting information is accurate, reliable, and useful, the accounting 

 system that you choose should easily and efficiently accomplish the following tasks:

   ● Provide a simple, easy-to-understand user interface.  
  ● Have an exhaustive context-sensitive help function.  
  ● Produce an income statement that clearly lists revenues and expenses by appropriate catego-

ries for your industry and type of business.  
  ● Produce a classified balance sheet that clearly shows the financial position of your business.  
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  ● Facilitate the development of a cash budget.  
  ● Facilitate the task of developing operating and investment budgets.  
  ● Produce financial statements in approved formats to be furnished to outside investors, bank-

ers, and regulators.  
  ● Produce multiple-year comparison financial statements for management use.  
  ● Provide a method for you to define and produce custom reports to meet your management needs.  
  ● Be able to export financial data in a form that can be used by your accountant and can be im-

ported into tax preparation and spreadsheet programs.  
  ● Maintain an internal “audit trail” that records all entries and changes to the accounting system 

in order to facilitate the identification and correction of errors.  
  ● Enforce security measures to reduce the opportunity for employee misuse or fraud.  
  ● Have provisions that will either allow the program to grow with your business or to easily 

export its data into programs that can handle larger businesses.       

  Setting Up an Accounting System 
  Your specific accounting needs are largely determined by the industry you’re in and by the size of 

your business. The smallest businesses often need little in the way of accounting records beyond an 

accurate check register. As businesses become larger, the difficulty of any one person being able 

to remember all its details increases exponentially. When a business is large enough to have one or 

more employees, formal record keeping is a must. 

  Regardless of your business’s size, the one essential element of an accounting system is  cash 

accounting  that is accurate, easy to use, and tracks all checks written and all deposits made. 

  As your business grows the following accounting functions will become important to your 

success:

   ●  Accounts payable  records to track what you owe and to make timely payments in order to 

capture prompt pay discounts and to maintain a good credit rating for your business.  
  ●  Payroll  records to ensure that payroll and employment taxes are kept current.  
  ●  Fixed asset  accounting that automatically calculates and accumulates depreciation.  
  ●  Inventory  accounting that facilitates maintaining the appropriate levels of inventory and aids 

in calculation of appropriate stocking and reorder levels.  
  ●  Credit card sales  function to enable reconciling your sales records with the amount of dis-

count and charge backs taken by your credit card provider.  
  ●  Accounts receivable  records if you provide credit to your customers. Accurate and timely 

accounts receivable records are essential for making decisions concerning the extension of 

credit. Accurate records also help produce accurate billing of customers, and thus help to 

maintain good customer relations.  
  ●  Insurance register  to ease the problems of keeping necessary insurance coverage current and 

in force.  
  ●  Investments  records if your business keeps surplus cash invested in securities.  
  ●  Leasehold  records if your business has made improvements to leased property or equipment.    

  The actual task of setting up a computerized accounting system for your business is quite easy. 

All the small business accounting systems listed above include all the functions that you are likely 

to need. Additionally, each program has a method to establish a set of records that is appropriate for 

your specific business. Should you have a business that is unique, setting up a set of records from 

scratch takes less than an hour. Quickbooks and Peachtree include an “interview” function that will 

guide you through the setup process by furnishing a series of questions and prompts. 

  Often in such situations, you can get help for free from your local Small Business Development 

Center ( www.sba.gov/sbdc/sbdcnear.html ) or SCORE (the Service Corps of Retired Executives; 

 www.score.org ). Alternatively, for a small fee (generally $200 to $1,000) many CPAs (certified 

public accountants) will set up any of these accounting programs for your specific needs. You can 

find CPAs in your phone book (hard copy or online) or even through Google searches for a CPA 

directory. As when you choose any other professional (like doctors or lawyers), it makes sense to 

check with others about a professional before making a major commitment.   
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  Financial Reports 
  The final output of a computer system is a set of  financial statements  and reports. Although there 

is certainly room for you to customize financial reports in many ways, the overall content and form 

of financial statements have been made standard by long usage. Bankers and investors are famil-

iar and comfortable with standard financial statements. When you apply for a loan or seek equity 

investment, you will be expected to present financial information in the format and containing the 

information that is standard for your industry.     

  Figure 13.1 shows examples of the most common formats. When you are familiar with them, you 

will find that you can easily understand and adapt them to the differences unique to your industry. 

        There are five common financial statements:

   ● Income statement  
  ● Statement of retained earnings  
  ● Statement of owners’ equity  
  ● Balance sheet  
  ● Cash flow statement 4     

LO3

  Explain the content and 

format of common financial 

statements.

     financial statements  

 Formal summaries of the content 

of an accounting system’s records 

of transactions.    

Revenues       

less:

Expenses        

equals

Operating

Income           

plus

Gains              

less

Losses

equals

Net Income

1,000

500

500

150

50

600

Beg. Retained       

earnings

plus        

Net Income

less

Dividends

equal           

End Retained

Earnings

Beginning Cash Balance  

Net Income

less Adjustments

for Accruals

Subtotal Cash Available

Cash inflow (used) by Investing

Cash inflow (used) by Financing           

Ending Cash Balance

Statement of

Cash Flows

700

100

200

600

500

700

(100) 500

(200)

0

1,200

600

Beg. Owners'       

Equity

plus        

End Retained

Earnings

equal           

End Owners'

Equity

2,100

1,200

3,300

Assets       

equal

Liabilities

plus

End Owners'        

Equity

4,200

3,300

900

Ending cash balance is

reported on the balance

sheet as the asset, cash.

(See Fig. 13.6)

This entry shows the cash

effect of noncash

revenues and expenses

that are part of net income.

Income Statement
Statement of

Retained Earnings
Balance Sheet

Statement of

Owners' Equity

Investing and financing activities

show up as changes on the balance

sheet from the prior period. They are

not on the income statement because

they are not part of profit and loss.

FIGURE 13.1

Flow of Information in 

Financial Statements
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  To the uninitiated these financial statements can seem almost alien, but in reality each type is 

similar in concept and operation to financial records we use in everyday life (see Figure 13.2):

   ● Think of your checking account or the account tied to your debit card. You put money in and 

write checks or use your debit card to take money out. That is similar to the use of the income 

statement.  
  ● The exact amount you have in the account at any moment depends on the deposits credited 

to your account (which can take anything from minutes to days, depending on how you made 

the deposit and the speed of your bank) and which checks have been handled by the bank. 

Figuring that exact amount (which some people do with their check registers or by keeping a 

running tally in their heads) is the idea behind the statement of cash flow.  
  ● The monthly bank statement gives you the check and deposit information as well as any fees 

the bank charged you or interest it paid into your account. That parallels the statement of 

 retained earnings .
    ● When you apply for a student loan or for a loan to purchase a car, you must fill out a loan ap-

plication. This form asks you to list what you own and how much it is worth. It also asks you 

to list all debts you owe to others. This is very similar to the balance sheet on which financial 

accounting is based.          

  The important thing about these financial statements is that they  articulate , that is, information 

flows from the income statement through the statement of retained earnings, the statement of own-

ers’ equity to the balance sheet. Information from the income statement and the balance sheet flows 

to the cash flow statement (see Figure 13.1). 

  Income Statement 
 The  income statement  is the primary source of information about a business’s profitability. 

The income statement shows the amount of revenues earned minus its expenses which equals net 

income:

 Revenues ⫺ Expenses ⫽ Net Income  

  All income statements follow the same simple general format. Reading from the top down, the 

income statement presents answers to the questions shown in Figure 13.3.       

  The usefulness of the income statement for managing a small business is related to the amount 

of detail available in the statement. There are two formats for income statements: (1) a  single-step  

     retained earnings  

 The sum of all profits and losses, 

less all dividends paid since the 

beginning of the business.    

     articulate  

 The concept that information 

flows from the income statement 

through the statements of retained 

earnings and owners’ equity to the 

balance sheet.    

     income statement  

 A statement that lists revenues 

and expenses and shows the 

amount of profit a business makes 

for a specified period of time.    

Income

StatementDeposits Purchases

Checking Account

Debit

Cash

Flow

Balance

Sheet
Loan

Application

Deposits

Deposits

Outstanding

Purchases

Noncleared

Checks

Bank Statement

Debit

FIGURE 13.2

Everyday Financial 

Documents and Similar 

Financial Reports
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format, illustrated in Figure 13.4A, which provides little detail—it simply lists all revenues and 

gains together, then lists all expenses and losses together, and (2) a  multiple-step  format, illustrated 

in Figure 13.4B, which lists revenues from operations separately from other income and gains.       

  Most owners and managers of small businesses prefer the multiple-step format because of its 

greater detail. Notice that in Figure 13.4B operating income of $105,800 is reported separately 

from the nonoperating gains and income from leasing. The two most commonly used computerized 

accounting systems for small businesses, QuickBooks and Peachtree, by default produce income 

statements in the multiple-step format.       

FIGURE 13.3

Organization of the 

Income Statement

FIGURE 13.4A

Typical Single-Step 

Format Income 

Statement

Question Income Statement Content

How much revenue did the business produce? Sales

  

What did it cost to produce its product? Cost of goods sold

  

How much is available to pay expenses and provide profits? Gross margin

  

How much did the business use in its continuing operations? Operating expenses

  

How much income did the business produce? Operating income

  

What costs did the business have for financing? Interest expense

  

 Net income before tax

  

How much tax must the business pay? Income tax

  

How much profit did the business make? Net Income

Real Wood Furniture Co.

Manufacturers of Fine Wooden Desks

Income Statement

for the Year Ended December 31, 2012

All revenues

and gains are

grouped

together.

All expenses

and losses are

grouped

together.

Only net

income after

tax is shown.

Income is the

result of

operations for

a specified

period of time

(one year).

Revenue and gains

 Sales $255,000

 Income from leasing 4,000

 Gain on sale of equipment 500

Total revenues and gains 259,500

 

Expenses and losses

 Cost of goods sold $84,200

 Sales, marketing, and administrative 50,000

 Depreciation 15,000

 Interest expense 5,000

 Income tax expense 22,000

 Total expenses and losses 176,200

 Net income 83,300
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FIGURE 13.4B

Typical Multiple-Step 

Income Statement

Gross

margin is 

shown.

Operating income

is shown as a

line item.

Income is the

result of

operations for

a specified

period of time

(one year).

Marketing is

separated

from general

expenses.

Shows both

income before tax and

income after tax.

Real Wood Furniture Co.

Manufacturers of Fine Wooden Desks

Income Statement

for the Year Ended December 31, 2012

Sales revenue $255,000

Less cost of goods sold 84,200

Gross margin 170,800

Less operating expenses

 Marketing $25,000

 Sales and administrative 25,000

 Depreciation 15,000

  Total operating expenses 65,000

Operating income 105,800

Income from leasing 4,000

Less interest expense 5,000

Gain on sale of equipment 500

Income before taxes 105,300

Income tax expense 22,000

Net income $83,300

Nonoperating

revenues and

gains are

reported

separately.

  Difficulties in Understanding the Income Statement 

 There are two typical difficulties that arise in understanding and interpreting the income statements. 

First, there are disagreements about  what  exactly should be reported as revenue. The second prob-

lem arises from disputes over  when  to recognize revenues. 5  

  Suppose your business is a water park that is open for only 120 days between June and September. 

In the late fall you run a promotion to sell season tickets as holiday gifts. Through this promotion, you 

sell for cash $200,000 worth of season tickets. Have you realized a revenue? No, to be recognized as 

revenue, you must have earned the money. This means that even though you have $200,000 in your 

bank account, it really isn’t yours until the holders of season passes use them to visit the park. In fact, 

the amount of the season passes would be shown on your balance sheet as a liability—you owe the 

pass holders either access to the park or their money back. 

  Similar problems arise in determining the amounts and timing of gains, losses, and expenses. 

Suppose your business sells motor scooters. Customers who buy one will expect to receive a war-

ranty. If they have a problem within the warranty period, they will expect that the scooter will be 

promptly repaired or replaced. So how much expense should you recognize for warranty? And when 

should you recognize it? When you sell the scooter, or when it comes back for repair? The amount 

of warranty cost and the timing of returns are not known at the time of sale. 

  Despite the difficulties and limitations of the income statement, it provides valuable information. 

Most small businesses do not have any difficulty deciding how much and when revenues and ex-

penses occur. In many small businesses, all sales to customers are made either for cash or as credit 

card transactions that are essentially the same as cash. Subscriptions and warranties are not an issue. 

So in many cases, the income statement of a small business is a reliable report of just how well the 

business is doing in producing profits.  

  Use of the Income Statement 

 The income statement is used by you, by lenders, and by investors to analyze the effectiveness of 

business operations.  Operating income  is the most used item on the statement. It represents just 

how well management achieved sales and controlled costs to produce profits. Lenders use operating 
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income as a measure of how much debt a business can support. Interest is deductible for determining 

income tax, therefore net income before tax is available to make interest payments. Equity investors 

similarly look to operating income as an indication of future sales, so operating income becomes a 

favorite indicator of the value of their investment.   

  Balance Sheet 
 The  balance sheet , also called the  Statement of Financial Position,  presents a “snapshot” of the 

financial holdings and liabilities at the close of business on a specified date. The balance sheet ex-

plicitly details the accounting equation for your business. The balance sheet provides answers to the 

questions shown in Figure 13.5. 

  The usefulness of the balance sheet is determined by the detail it includes. As shown in Fig-

ure 13.5, the minimum level of detail is to report both assets and liabilities in two categories: current, 

which will either produce or use cash within a year, and long term, which will convert to cash over 

a period of time greater than one year. However, your balance sheet may be made in greater detail 

if there is a need to do so. A common practice is to present multiyear balance sheets to facilitate 

analysis, as is shown in Figure 13.6.             

  Use of the Balance Sheet 

 The information in the balance sheet is used to determine the liquidity, financial flexibility, and finan-

cial strength of the business, which are detailed below. These measures of a business’s financial posi-

tion are used by owners, lenders, and equity investors in making financial and investment decisions. 

   Liquidity  is a measure of the expected time before an asset can be converted into cash, and of the 

expected time before a liability must be paid. A completely liquid asset is one that can be converted 

instantly to cash, at its full value. 6  Cash is the most liquid of assets, as it does not have to be con-

verted. An illiquid asset  cannot  be sold quickly without suffering a significant discount from its true 

value. Specialized machinery is not a liquid asset. Certainly, given enough time, specialized ma-

chinery that is not technologically obsolete can be sold. However, it is not likely to be sold quickly, 

and is quite likely that when sold, it will sell for only a portion of its true value as a productive asset. 

Think of a hot rod automobile. You might spend $20,000 or more building it. But if you must sell it, 

     balance sheet  

 A statement of what a business 

owns (assets), what it owes to 

others (liabilities), and how much 

value the owners have invested in 

it (equity).    

     liquidity  

 A measure of how quickly a com-

pany can raise money through 

internal sources by converting 

 assets to cash.    

Question Balance Sheet Content

What does the business own that can be turned into

cash within one year? Current assets

  

What does the business own that will produce revenues

for more than one year? Fixed assets

  

What other things does the business own, such as investments,

patents, and copyrights? Other assets

  

What is the value of everything that the business owns? Total assets

What debts does the business have that must be paid within one year? Current liabilities

  

What debts does the business have that will take longer

than a year to pay? Long-term liabilities

  

How much is the business worth to its owners? Owners’ equity

  

 Total liabilities and equity

FIGURE 13.5

Organization of the 

Balance Sheet
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you are unlikely to get more than a tiny fraction of your cost. The same is true for any custom asset, 

and the more illiquid it is, the greater the discount. 

  Liquidity is a measure of the ability of a business to meet both short-term and long-term obliga-

tions. Lenders are concerned with liquidity because it indicates the level of risk that a loan will not 

be repaid as contracted. Equity investors are concerned with liquidity because it affects a business’s 

ability to pay dividends. 

  The most common ratio used to estimate liquidity is the  current ratio . The current ratio is cal-

culated by dividing the value of current assets (those assets expected to be converted to cash within 

one year) by the value of current liabilities (those liabilities that must be paid within one year). The 

rule of thumb for evaluating current ratio is that the minimum acceptable ratio is 2.0, and higher is 

better. The calculation and use of financial ratios are discussed in detail in Chapter 15. 

   Financial flexibility  is an indicator of the business’s ability to manage cash flows so that the 

company has the financial ability to respond appropriately if an unexpected opportunity or problem 

arises. There are no accepted financial ratios that are indicators of financial flexibility. Financial 

flexibility is a matter of judgment, usually based on experience. What owners, managers, bankers, 

and investors look for to help indicate levels of financial flexibility include (1) the ability to sell 

nonoperating assets, (2) the ability to obtain loans or to sell additional stock, and (3) the ability to 

increase efficiency and to lower costs of operation. 7  You can see that what is similar across the three 

indicators is the business’s ability to rapidly and efficiently raise additional capital. 

  The  financial strength  of the business is also a matter of informed judgment. The balance sheet 

provides information about the nature of the assets and liabilities of the business. In evaluating financial 

strength, more cash and cash equivalents indicate higher strength. Current assets that comprise cash, 

short-term investments, and accounts receivable are more indicative of strength than are inventories 

     current ratio  

 The value of current assets divided 

by current liabilities.    

     financial flexibility  

 A business’s ability to manage 

cash flows in such a manner that 

the company can respond appro-

priately to unexpected opportuni-

ties and needs.    

     financial strength  

 The ability of a business to survive 

adverse financial events.    

Real Wood Furniture Co.

Manufacturers of Fine Wooden Desks

Balance Sheet

for December 31, 2012 and 2011

   2012 2011     

Assets

Current assets

 Cash 35,000     18,800

 Accounts receivable                                        15,500 3,500

 Inventory                                                         18,300 8,000

  Total current assets                                      68,800 30,300

Fixed assets

 Property, plant and equipment                       217,000 177,000

 Accumulated depreciation                              (50,000) (35,000)

 Net fixed assets                                             167,000 142,000

Total assets                                                      235,800 172,300

Liabilities and owners’ equity

Current liabilities

 Accounts payable                                              6,000 9,500

 Note payable to bank                                        1,500 1,700

 Credit card payable                                           2,500 4,500

 Deposits from customers                                  2,000 5,600

  Total current liabilities 12,000  21,300

Long-term mortgage                                        120,000 126,000

  Total liabilities 132,000 147,300    

Owners’ equity

 Common stock 10,000 10,000    

 Retained earnings 93,800 15,000    

 Total owners’ equity 103,800 25,000    

Total liabilities and equity 235,800  172,300     

Current assets

are things that

are expected to

be turned to

cash within

one year.

Retained earnings is

the sum of all profits

and losses, less any

dividends paid from

the start of the

business to the date

of the balance sheet.

Fixed assets

include machinery,

buildings, land, and

so on, that will be

used for a long

time.

Current

liabilities are

debts that will

have to be paid

within one year.

Owners’ equity is

what is left over

after all debts

are paid.

A balance sheet

may be shown for 

one year, or for

multiple years.

Cash is the most

liquid of all assets.

PP&E is always

shown at its

original cost—its

historical cost.

Deposits from

customers are

liabilities because

you owe your

customers either

the product they

bought or their

money back!

FIGURE 13.6

Typical Balance Sheet
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and prepaid expenses. In fact, excessive amounts of inventory in the current assets are indicative of 

management problems and financial weakness. For example, a large inventory may indicate lagging 

sales or products that have become obsolete or fallen out of favor with customers—all indicators of out-

of-touch management. Long-term assets that are relatively new, low current liabilities, low long-term 

debt, and fully funded retirement plans for employees are all indicative of financial strength.  

  Problems in Interpreting Balance Sheet Information 

 For all its usefulness to the owners and managers of businesses, the balance sheet has several limita-

tions. First, all values listed in a balance sheet are  historical  values—the cost of the asset when it 

was acquired. In the case of long-lived assets, such as land, buildings, and equipment, the value re-

corded in the accounting records can be widely different from the asset’s current value. Given even 

a small level of inflation, the original cost of such assets is likely to be a much smaller number of 

dollars than its current value. On the other hand, cash is always current. This means that ratios such 

as return on assets (current income/net average asset value) have a current value as numerator and a 

denominator that, at best, is measured in older dollars of greater purchasing power. At the extreme, 

the true value of the asset may have changed because of changes in population density, demograph-

ics, highway access, and economic development. 

  Additionally, every balance sheet typically contains estimated amounts, such as estimated loss 

from uncollectible accounts receivable, estimated warranty cost, accumulated depreciation, deple-

tion, amortization, and income taxes. Sometimes these estimates can be significantly wrong, such as 

when an unexpected product defect appears. 

  Finally, certain assets and liabilities are omitted from the balance sheet. Assets that are not listed 

include the value of licenses, established business with vendors, established customers, organiza-

tional knowledge and expertise, employee loyalty and morale, and research and development. When 

such assets represent a major strength of your company, the balance sheet will underreport your 

firm’s financial strength.     

 Applying for a Loan 

 You are going to apply for a loan for your business. Your banker told you that you will need to bring him a set of 

financial statements that show your business income, your business’s financial position (balance sheet), and your 

cash flows for the year to date. To complete this task, you have collected the following information from your 

accounting records, which you keep manually in a three-ring binder. 

  Use the information to make a balance sheet in the format shown in Figure 13.6. (You can complete only the 

current year balance sheet.) 

Account Balance

Accounts payable 2,500

Accounts receivable 5,000

Building and equipment 112,000

Note to bank 27,500

Customer deposits 3,000

Cash 15,000

Accumulated depreciation 35,000

Capital portion of owners’ equity 50,000

Retained earnings 14,000 

1.   What is the amount of current and long-term assets that you have?  

2.   Can you pledge the retained earnings of $14,000 as collateral for the new loan? Why or why not?  

3.   Calculate the current ratio. Using the rule of thumb given in the text, is this a good or bad ratio?  

4.   Why would the current ratio matter to your banker?   

SKILL MODULE 

13.2
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  Cash Flow Statement 
 You compute the  cash flow statement  in order to see the sources and uses of cash by the business. 

Cash flow statements can be either direct statements or indirect statements. The direct statement 

is developed solely from the cash records of the business (only those things bought and sold) and 

does not make any reconciliation to the income statement.  GAAP  (Generally Accepted Accounting 

Principles) now specifies that the direct method should be used. The indirect statement of cash flows 

starts with net income and adjusts the accruals and deferrals to provide cash flow information that 

can be easily reconciled to the other financial statements. Most owners, lenders, and investors prefer 

the indirect method because it explicitly links net income and the balance sheet to cash flows. 

  There are six items that must be reported in the statement of cash flows (see Figure 13.7A): 

1.    Cash flows from operating activities.  

2.    Cash flows from investing activities.  

3.    Cash flows from financing activities.  

4.    Net effect of foreign exchange rates.  

5.    Net change in cash balance during the period.  

6.    Noncash investing and financing activities.        

     cash flow statement  

 A statement of the sources and 

uses of cash in a business for a 

specific period of time.    

     GAAP  

 Generally Accepted Accounting 

Principles are the standardized 

rules for accounting procedures set 

out by the Financial Account Stan-

dards Board and used in all audits 

and submissions of accounting 

reports to the government.    

 Organization of the 

Cash Flow Statement 

FIGURE 13.7AQuestion Cash Flow Content

Cash flows from operating activities

 1. How much money did I receive from my customers? Cash collected from customers

 2. How much did I pay for merchandise? (Cash paid for merchandise)

 3. How much did I pay for leased equipment? (Cash paid for equipment leases)

 4. How much did I pay my employees? (Cash paid for wages and salaries)

 5. How much did I pay for other expenses? (Cash paid for miscellaneous expenses)

 6. How much cash did I receive from interest earned? Interest received

 7. How much did I pay in interest on borrowed funds? (Interest paid)

 8. How much cash was provided (used) by operations? Net cash provided (used) by operating 

   activities

Cash flows from investing activities

 9. How much cash did I receive (use) from disposing  Cash proceeds (use) from disposal of

  of obsolete or surplus equipment?  equipment

 10. How much did I use in paying credit deposits? (Cash paid in security deposits)

 11. How much cash did I receive from selling  Cash proceeds from security sales

  stock in another company?

 12. How much cash did I pay to acquire equipment? (Acquisition of equipment)

Cash flows from financing activities

 13. How much money did I invest in my own business? Owner’s contributions

 14. How much did I borrow from banks? Proceeds from bank loans.

 15. How much did I pay back to banks on loans? (Principal payments on bank loans)

 16. How much money did I take out of the (Owner’s draws)

  business for personal use?

Net effect of foreign exchange rates  

 17. How much money did I gain (lose) through  Gain (loss) due to foreign currency

  foreign currency conversions?  exchanges

Net increase (decrease) in cash

 18. Do I have more or (less) cash now than at  Net increase (decrease) in cash

  the beginning of the year?

Noncash investing and financing activities

 19. What was the value of barter transactions  Schedule of noncash investing

  that I made?  and financing activities
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  Common  cash inflows  (receipts) and  outflows  (payments) are shown in Figure 13.7B.     

   Operating activities  include all the functions that are performed to create your product or ser-

vice. Thus the receipt of cash from customers is an operating activity. Funds received from obtain-

ing a loan at a bank is not an operating activity; rather, it is a financing activity. 

   Investing activities  include the acquisition and disposal of property, plant, equipment, and 

investment securities of other firms. The outflows are the cash investments made by the business to 

acquire noncash assets. Investing outflows arise from the sale or disposal of noncash assets acquired 

from prior investments. 

   Financing activities  are those actions taken by management to finance the operations of the 

business. Thus cash inflows come only from investments by owners and from money borrowed 

through notes, mortgages, and bonds. Cash outflows from financing activities comprise capital re-

paid to owners and repayment of the principal amount of borrowings. 

   Net effect of foreign exchange rates  is becoming ever more important to small businesses. The 

Internet has opened foreign trade to businesses of all sizes. Exchange rates often vary rapidly, affect-

ing the value of contracts and sales made in currencies other than the currency of the home nation 

of the business. 

   Net change in cash balance  simply reconciles the net increase or decrease with the beginning 

cash balance and the ending cash balance. 

   Noncash investing and financing  comprise transactions in which an exchange of value other than 

cash takes place. An example of a noncash transaction is when a debt is settled by issuing stock 

to the creditor. These types of transactions are rarely made by small businesses. A more common 

transaction for small businesses is a barter transaction, which is discussed in detail in Chapter 14.    

  Uses of Financial Accounting  
 Although financial accounting is not specifically designed for management purposes, it can be 

a highly valuable aid in decision making. Financial and business managers are familiar with the 

format, content, and interpretation of financial statements. Obtaining loans, answering Internal 

Revenue Service inquiries, and satisfying the reporting requirements of regulatory agencies are all 

made easier when an appropriate set of financial statements is provided. 

     operating activities  

 Activities involved in producing 

and selling goods and services.    

     investing activities  

 The purchase and sale of land, build-

ings, equipment, and securities.    

     financing activities  

 Activities through which cash is 

obtained from and paid to lenders, 

owners, and investors.    

LO4

  Use accounting infor-

mation as a tool for manag-

ing your business effectively.

Inflows   Outflows

Cash Flows from Operating Activities

1. Cash received from customers 1. Cash paid to purchase inventory

2. Interest received on accounts receivable 2. Salaries and wages

3. Dividends received on investments 3. Cash paid for rent, utilities, royalties,

 in other firms  and license fees

4. Cash refunds from vendors 4. Income taxes, duties, and fines

5. All interest received from loans to other entities 5. All interest paid on liabilities

Cash Flows from Investing Activities

1. Disposal of property, plant, and equipment 1. Acquisition of property, plant and equipment

2. Disposal of investment securities 2. Acquisition of investment securities

3. Receipt of the capital amount of loans made 3. Loans made to other entities

 to customers and vendors 4. Acquisition of assets other than inventories

Cash Flows from Financing Activities

1. Cash received from owners of the business 1. Cash paid to owners as dividends and draws

2. Cash received from borrowing 2. Cash paid to acquire the firm’s own stock

 3. Repayment of the principal of borrowed funds

 Typical Cash Inflows 

and Outflows on the 

Cash Flow Statement 

FIGURE 13.7B
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  As the accounting scandals of recent years have made evident, the existence of financial account-

ing statements, even when audited by major accounting firms, does not guarantee that the represen-

tations of management are complete, accurate, or even true. In this respect, financial accounting 

is much like a lock on the door. A lock will keep honest people honest. Crooks will pick the lock, 

jimmy a window, or find another entry to commit burglary. Similarly, a business manager who is 

determined to commit fraud might be inconvenienced by accounting standards, but will find some 

way to do the crime. 

  Thinking about the lock idea, if you have locked something, doesn’t it just make sense to double-

check that the lock is in fact locked? Doing that just shows a healthy skepticism. Similarly for 

owners and managers of small businesses, all representations by owners, managers, employees, and 

providers of business outsourcing should be examined with an attitude of informed professional 

skepticism. It is just a healthy attitude to have. 

  Reporting to Outsiders 
 The greatest value of financial accounting for small business owners and managers is reporting 

the results of operations and the financial condition of the business to entities outside the business. 

Outsiders can include absentee owners, 8  creditors and lenders, unions, and taxing and regulatory 

agencies. Each of these groups has some interest in the conduct of the business. Each has either or 

both legal rights and political power to enforce honest disclosure of your business’s finances. You 

are less likely to be accused of misrepresentation if your disclosures comply with accepted account-

ing principles.  

  Record Keeping 
 The primary criteria for a small business’s record keeping system are: (1) simplicity of use, 

(2) accuracy of detail, (3) timeliness of reports, (4) understandability to the manager of the business, 

and (5) security of data. An appropriate accounting system keeps records of the details of financial 

transactions that facilitate the task of corroborating the conduct of the business. The most convinc-

ing evidence that can be provided to outsiders is a set of complete and accurate records that can be 

substantiated by third-party sources.  

  Taxation 
 Current Internal Revenue Service (IRS) regulations require that employers withhold federal income, 

social security (FICA), and Medicare taxes from the wages of each employee. Employers must 

also pay the federal unemployment tax (FUTA). The amount withheld, and the employer’s share of 

taxes, must be paid to the IRS regularly, on a schedule determined by the amount of withholding. 

At the year’s end, each employer is required to submit summaries of each employee’s total earnings 

and withholdings for the year and to report the information to the IRS and to each employee on a 

Form W-2. This process can be automated by using one of the small business computerized account-

ing systems mentioned earlier. 

  Similarly, businesses need to pay taxes each year, and having the financial records makes the task 

dramatically easier. In fact many of the computerized accounting packages have tax modules or are 

designed to feed information to tax programs such as Intuit’s TurboTax or H&R Block’s TaxCut.  

  Control of Receivables 
  Accounts receivable —money owed your business by customers—is often the key to survival. An 

appropriate record-keeping system provides detailed reports of amounts due from customers includ-

ing purchases, payments, and current contact information. The key in controlling receivables is to 

have them  aged,  by sorting them into groups of those that are 30, 60, 90, and over 90 days past due. 

If you don’t receive payment when due, you should take immediate and appropriate action to collect 

it. Often businesses step up collection efforts when the receivables are more than 30 days overdue, 

with many businesses treating receivables more than 90 days old as delinquent. In such cases the 

owners may refer the account to a collection agency or even factor the account, selling it (at a sub-

stantial discount) to a company that will take aggressive actions to collect the entire amount owed 

and keep all the money it obtains.  
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  Analysis of Business Operations 
 Your accounting records contain information that can be easily used for analysis of the results and 

state of your business. Experience in your business provides a benchmark to which all items may 

be compared. Those items that appear unrealistic—either too high or too low—should be carefully 

examined. The examination should attempt to answer the following: 

●   What are the appropriate levels of sales and expenses?  
●   Why do certain expenses appear too high or too low?  
●   Can any expenses be reduced or eliminated?  
●   Are profits appropriate for your investment, risk, time, and effort?       

  Uses of Managerial Accounting  
 Managerial accounting—the forward looking form of accounting—is one of the three types of ac-

counting, along with tax and financial. Mastering certain managerial accounting techniques will 

make you a better small business manager. 9  The techniques of managerial accounting will help you 

become more accurate at forecasting profits, planning operations, and conserving scarce resources. 

Managerial accounting information and reports are used in the conduct of all managerial functions: 

planning, organizing, staffing, directing, and controlling. 

  Managerial accounting is based on understanding how costs change as a result of business 

changes. Some costs, such as the cost of food for a restaurant, change because of increases or 

decreases in gross sales. If you sell more steaks to customers, you must buy more steaks from 

your meat supplier. Other costs, such as rent on your building, do not change when you sell more 

or when you sell less. Rent is usually determined by a contract called a lease. For most stores 

outside of malls, leases have a specified term (for example, one year) during which rent will not 

change. 

  Many things both external to the business and internal can cause costs to change. External forces 

that cause cost changes can be anything from inflation, to changes in supply and demand, to eco-

nomic shocks such as war. Internal forces are functions of how your business works. Consider a 

commuter airline. The amount of fuel used changes as a result of how long, how high, and how 

fast the airplane is flown. Flying a long trip at a low altitude and a high speed will use much more 

fuel than flying a short trip at high altitude and low speed. The cost of fuel, therefore, changes with 

(1)  external factors , the cost per gallon that you have to pay, and (2)  internal factors , how you 

decide to operate your planes. Other costs of your airline will change according to the operating 

decision you make. For example, costs of landing the airplane are caused by the cost of a landing 

fee at the airport, wear on the tires and brakes, and fees for parking and using airport facilities. Costs 

for ticket agents, baggage handlers, and onground fleet service are largely driven by the number of 

airports which the airline serves. 

  Notice that none of the costs for this commuter airline are related to the revenues paid by pas-

sengers. Fuel burn is very nearly the same whether the airplane is empty or full. Landing costs are 

based on landing, no matter how many passengers are aboard. Costs for ground crew are deter-

mined by how many people are working, and how many hours they work, not how many passengers 

they help. 

  Cost-Volume-Profit Analysis 
 The most common application of managerial accounting, called  cost-volume-profit analysis  

(CVP) is based on sorting costs into only two categories:  variable costs  and  fixed costs . The total 

cost is the sum of variable costs and fixed costs. To make this analysis, all costs that change with 

changes in output (which can be units made or sold, or sales revenue) are called variable costs. All 

costs that do not change because of changes in output are called fixed costs. In the example of the 

commuter airline, which uses a measure of the number of passengers for output, 10  every cost listed 

is considered to be fixed. None of them change as passenger loads change. 

  Fixed costs are those costs that cannot be (or are extremely difficult to be) assigned to a specific 

item sold or manufactured. Imagine that  MyLibros.com,  whose business plan you saw at the end 

     external (cost) factors  

 Aspects of the world outside the 

business which could cause the 

business’s costs to change.    

     internal (cost) factors  

 Aspects of or choices within the 

business which could cause the 

business’s costs to change.    

     cost-volume-profit 

analysis  

 A managerial accounting tech-

nique which looks at the fixed 

and variable costs of a business 

to  arrive at a number of unit sales 

(volume) to maximize profits.    

     variable costs  

 Those costs that change with each 

unit produced, for example, raw 

materials.    

     fixed costs  

 Those costs that remain constant 

regardless of quantity of output, 

for example, rent.    
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of Chapter 8, rents an office. The firm pays for utilities to heat or cool the building, for lighting 

and operating their computers. MyLibros has all the paperwork expenses of running a virtual busi-

ness that relies on other entities for supply and distribution. It has legal fees and accounting fees. 

Eventually, MyLibros will have to hire additional workers, secretaries, office managers, Web pro-

grammers, purchase agents, and salespersons. MyLibros must pay for security, cleaning, or other 

services. None of these items is directly connected to the sale of any single book, but MyLibros 

cannot do business without them. The effect of variable costs and fixed costs is shown graphically 

in Figure 13.8.     

  It is important to understand that fixed costs are paid whether you sell or make one product, one 

million products, or no products. If MyLibros hires an office manager, he or she will want to get 

paid whether anything is sold or not. The electric company expects to be paid regardless of what 

MyLibros’s sales are. 

  Most variable costs are the costs directly related to the production or sale of one item. For ex-

ample, MyLibros must purchase every book that they sell. The more books sold, the greater the cost 

of books sold will be. The same is true for magazines and other media that the business sells. The 

books all have to be shipped to the customer. Again, the more books sold, the greater the cost of 

shipping will be. MyLibros is also paying Internet sites for “click through” advertising. Each time 

an Internet user clicks on the MyLibros link to buy a book, the company is charged 15 cents. 

  As does MyLibros, most retail businesses usually have primarily variable costs for the goods they 

sell. In contrast, many businesses have very few variable costs. An airline, for example, has minimal 

variable costs which include a small addition to fuel burn due to the added weight of carrying more 

passengers or cargo, the food and service item that a passenger consumes en route, and sometimes a 

per-person fee for using airport facilities. 

  Expendables are often variable costs. Expendables (also called indirect materials) are products 

used in the sales, manufacturing, or delivery that are not part of the finished product. MyLibros may 

need a $0.25 cardboard carton in which to ship the books, some bubble wrap for protection, tape to 

seal the container, etc. These items are necessary, but MyLibros’s product is the book which these 

items contain. 

  Other variable costs are not directly related to an individual product but still change in proportion 

to changes in output. For example, there is usually some amount of waste or scrap in a production 

process. MyLibros may have to discard shipping boxes that are dirty, torn, or have become wet. 

Books may be dropped, wrinkling the cover, or tearing pages. Bonuses paid to salespersons as a 

percentage of sales, the cost of creating and fulfilling an order for product, and the cost of shipping 

product commonly vary with changes in output, and thus are variable costs. See Figure 13.8. 

  Generally, both fixed and variable costs are averaged over a year. For example, MyLibros might 

have a clogged drain that causes several shipping boxes to have to be discarded in a single day. The 

business will not charge a greater scrap rate for that event, but will expense the average scrap rate 

for the year over time. Legal fees might be paid only once a year, but part of this cost will be shown 

as a cost for each month of the year, not just for that particular month. There are some accounting 

exceptions to this, but using averages is both perfectly acceptable, and about the only reasonable 

way to handle the situation. 

  To understand how this works, consider what MyLibros’s cost structure would be if they were 

selling only books, not books, magazines, and other media. (These numbers come from the MyLibros 

 Total Costs 

FIGURE 13.8

$ 11,615

$ 20,423

Fixed Costs

($5,014)

R
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Units of Sales

3500 817

Variable Costs

($18.86 per book)

Total Costs
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financial planning Excel ®  workbook on the textbook Internet site.) The costs are placed into the 

variable and fixed categories in Figure 13.9.     

  Suppose MyLibros sold only one book in the month. What would the financial results be? 

 MyLibros would lose $5,008: revenue of $25.00 minus variable cost of $18.86 minus fixed costs 

of $5,014. If MyLibros sells 350 books, as forecast, the loss decreases to $2,865 (revenue of (350 *

$25) minus (350 * $18.86) minus $5,014). How many books must MyLibros sell in one month 

before the company starts earning a profit? This is easy to calculate, if you rephrase the question: 

How many books must MyLibros sell in a month so that gross revenue exactly equals total cost? Let 

 X  be the number of books that must be sold. The question now can be made into an equation (see 

Figure 13.10): 

 Key points 

●   Fixed costs plus variable costs equal your total cost.  
●   Fixed costs remain constant in total, but variable costs increase as output increases and de-

crease if output decreases.  
●   The more books MyLibros sells, the less its fixed costs  per item  become. In our example, at 

one book, the entire fixed cost of $5,014 needs to be applied to that book. At 350 books, fixed 

cost per book drops to $14.33, and at 817 books, it is a mere $6.14 per book. This truism is 

called  economy of scale .        

     economy of scale  

 The idea that it is cheaper (per 

item) to make many of an item 

than few.    

 Example of Fixed and 

Variable Costs Based 

on  MyLibros.com  

FIGURE 13.9  Books Magazines

 91% of gross sales 9% of gross sales

Revenues:  

Price $23.50  $17.02

Shipping fee 1.50  0

Gross price $25.00  $17.02

Variable costs:  

Discount 2.35  0

Cost of goods sold 14.57  13.94

Selling 1.94  0.20

Monthly fixed costs:  

General 835.00  

Administrative/wages 1,750.00  

Rent 1,500.00  

Depreciation 429.00  

Other 500.00  

Total fixed costs per month 5,014.00  

Note: Selling costs are divided between books and magazines in proportion to gross 

sales.

Revenue   Variable Cost   Fixed Cost

$25X   18.86X   5,014

25X   18.86X   5,014

6.14X   5,014

X   5,014 / 6.14

X   816.6 books

Of course, MyLibros cannot sell 6/10s of a book, so the answer must be 817 books.

 Figuring the Breakeven 

Point 

FIGURE 13.10



 Small Business Accounting: Projecting and Evaluating Performance CHAPTER 13 421

  You have certainly encountered these concepts before. The point at which gross revenue exactly 

equals total costs is called the  breakeven point . At breakeven you neither make any money nor 

lose any. In the example above, MyLibros must sell 817 books to break even. These relationships 

are shown graphically in Figure 13.11. Of course, no one goes into business to break even. For 

this reason, the concept has been expanded into cost-volume-profit analysis (CVP). MyLibros has 

determined that the best price for their books is $25.00. Suppose management would like to earn 

$100,000 per year. How many books must MyLibros sell to make a $100,000 profit? There must be 

enough sales to cover all MyLibros’s costs, then to produce $100,000 in profit:     

 Total Revenue   Total Variable Cost   Total Annual Fixed Cost   Desired Profit $25X    18.86 X   (12   5,014)   $100,000

  If you solve this equation as is done in Figure 13.10, above, you will find that MyLibros must 

sell 26,086 books to earn an annual profit of $100,000. These relationships are shown graphically in 

Figure 13.11.     

  This formula can easily be expanded to account for income taxes. If MyLibros’s management 

wants to have $100,000 after tax, and the firm’s tax rate is 25 percent, then the formula would 

become:     

$25X   18.86 X   (12   5,014)   ($ 100,000/(1   .25))

  The discussion above was simplified by assuming that MyLibros would sell only books. In fact, 

the firm currently sells magazines in addition to books. In practice, having more than one product 

greatly complicates the determination of breakeven. In a two-product situation like that of  MyLibros, 

the business can break even with either product, alone. There is a near infinite number of combina-

tions of the two products that will provide breakeven. To handle this problem, you must do one of 

two things: (1) assume fixed proportions of each product, as MyLibros does, or (2) use a percentage 

average of each, sales price and variable cost. 

  No one starts or buys a business for the purpose of losing money. Rather, you go into business 

for the express purpose of making profits and creating wealth. It is unfortunate that, as business 

failure statistics show, a significant number of small business owners do not achieve this basic goal. 

One of the underlying causes of financial failure of small businesses is the lack of a coherent plan to 

produce the profits necessary for continued existence and growth. 11  

  Accounting data contain the information necessary to create detailed plans of how to make a 

desired level of profit. The problem is coaxing the information out of the data. 

  The process of profit planning comprises creating a  model  of the business which will allow you 

to test various situations, assumptions, and occurrences without risking financial loss. If the model 

“crashes,” simply reset it and try again. 12  Models can be as simple as a schedule of expected profits 

at differing levels of sales, or as complex as a full, interactive computerized simulation of the busi-

ness and the economy.    

     breakeven point  

 The point at which total costs 

equal gross revenue.    

$ 20,423

$ 40,850

Fixed Costs

($5,014)

Variable Costs

R
ev

en
ue

Units of Production

817 1,634

Total Costs

$35,831

Total Revenue

Breakeven

Point

Loss

Profit
 Breakeven Point 

FIGURE 13.11
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  The Business Plan and the Budget Process  
 The most common model used for small businesses planning is the familiar business plan, like those 

described in Chapter 8. Looked at the managerial accounting way, a business plan specifies the 

amounts and types of inputs required to achieve a set of desired outcomes. It is based on assump-

tions concerning how costs will change in response to changes in the business operations, how risks 

can be controlled, and what opportunities can be taken. The financial projections in your business 

plan are a form of a budget which can easily be expanded to be useful for day-to-day management 

of your business. In fact, the budgeting techniques we show here use exactly the same estimates and 

calculations as you must make to create pro forma financial statements for a business plan. The bud-

gets here, however, have the advantage of being comprised of a series of small, easy-to-understand 

schedules. When they are linked and printed as a single set of financial statements, they are identical 

to the familiar business plan  pro forma  statements. 

  Planning/Budgeting 
 Strategic planning, as discussed in Chapter 7, results in statements that are expressed in broad terms. For 

example, your strategic marketing position may be a price strategy, a luxury strategy, or a value strategy. 

However, if your broad strategic goals are to be achieved, you must take specific tactical steps. Budget-

ing is the process through which strategy is mapped into a series of tactical and operational actions. 13  

  The process of achieving your strategic goals requires complex activities, cooperation among 

the people in your business, and the use of significant valuable resources. You will be better able to 

direct all this if you have a documented quantitative plan of action for your business. Such a plan is 

called a  budget . 

  Once a budget has been prepared, it becomes a standard against which performance can be mea-

sured. 14  Your budget establishes resource restraints within which your managers and employees 

must operate. Your budget becomes the basis for controlling activities and the use of resources. 

By constantly comparing actual performance to budgeted amounts, determining the causes of the 

inevitable differences, taking necessary corrective action, and providing feedback concerning per-

formance, you may ensure that you attain your business goals. 

  Despite the many benefits to comprehensive budgeting, few small business owners consistently 

budget. 15  Those who do create budgets often set them aside in the rush of business activities. 16  

  Let’s face it, budgeting is seen by many entrepreneurs as a tedious and difficult job. We are 

going to try to convince you otherwise. In fact, business planning is a  simple  process of applying 

your knowledge of your business to make estimates of future operations and results. In many ways 

it is little more than an expanded application of the break-even analysis that was discussed earlier. 

However, business planning uses more detail than break-even analysis, and thus provides a basis for 

analyzing, directing, and controlling your day-to-day business operations at the level of detail that 

is most effective for you. 

  The first step in budgeting (as in any other method of business planning) is to make a forecast of 

your future sales. From the sales forecast, and from your knowledge of cost behaviors, collections, 

payments, and expenses, a complete business plan will be developed. Although this sounds daunt-

ing, in practice, you can adjust the level of detail you need to provide a comprehensive budget that 

is both compact and understandable (see Figure 13.12).     

  You may create as many or as few supplemental budgets and schedules as you need to model 

your business. The budgets and schedules that you will find most useful are listed in Table 13.1.  

  Completing a Master Budget 
 As you will have to do when you develop your own business plan, the founders of  MyLibros.com  

had to make a set of assumptions about how their business would work. Some of the assump-

tions that they made were for the purpose of simplifying the task of planning. Other assumptions, 

however, are unique to doing business online with a minimum of physical assets and employees. 

Because of these facts, the MyLibros business plan cannot be simply copied and applied to “brick 

and mortar” businesses. 

  Therefore, to provide you with as useful an application as possible, one which can be easily 

modified to fit a wide variety of businesses, we will not develop budgets here exactly as is done in 

LO5

  Develop a complete set 

of budgets for your business.

     pro forma  

 Latin for “in the form of” when 

used to describe financial state-

ments, indicates estimated or hy-

pothetical information.    

     budget  

 A financial plan for the future, 

based on a single level of opera-

tions; a quantitative expression of 

the use of resources necessary 

to achieve a business’s strategic 

goals.    
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the  MyLibros.com  plan. Rather, we will use it as the basis for a teaching case which will include 

assumptions that are more generally applicable to the most common small businesses. 

  For the purpose of illustrating both how simple it is to create a  master budget , and the specific 

techniques to do so, we will use the following assumptions which differ from those of the business 

plan for  MyLibros.com.   

1.    Each month’s sales will be a specific whole number of books and magazines.  

2.    The unit sales price of books will be $23.50 and of magazines will be $17.02.  

3.    Shipping fees will be $1.50 per book, which is collected from customers.  

4.    All customers will pay by use of credit cards.  

5.    Credit card processing fee will be 2.8 percent of gross sales.  

6.    All books will be sold at a 10 percent discount from the unit sales price.  

7.    The ending inventory of books will be equal to 60 percent of the next month’s gross sales in units.   

     master budget  

 A budget, also referred to as a 

 comprehensive budget,  consists 

of sets of budgets that detail all 

projected receipts and spending 

for the budgeted period.    

Sales forecast

Capital spending

Assumptions:

     Cost behaviors

     Inventory levels

     Receivables

     Payables

Purchases and

production

budgets

Expense

budgets

Cash and

short-term

borrowing

Capital

budgeting and

long-term

borrowing

Pro forma

balance sheet

Pro forma

income

statement

Pro forma

statement of

cash flows

Beginning balance

sheet items

TABLE 13.1 Useful Budgets and Schedules

 Budget for a Manufacturing Business Budget for a Retail or Wholesale Business

1. Sales budget 1. Sales budget

2. Schedule of budgeted cash receipts 2. Schedule of budgeted cash receipts

3. Production budget 3. Purchases budget

4. Direct materials budget 4. Cost of goods sold budget

5. Direct labor budget 5. Labor budget

6. Manufacturing overhead budget 6. Overhead budget

7. Cost of goods manufactured and sold budget 7. Selling and administrative budget

8. Selling and administrative expense budget 8. Cash disbursements budget

9. Cash disbursements budget 9. Cash budget

10. Cash budget 10. Budgeted income statement

11. Budgeted income statement 11. Pro forma cash flow statement

12. Pro forma cash flow statement 12. Pro forma balance sheet

13. Pro forma balance sheet

 Budgeting 

Relationships 

FIGURE 13.12
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  The master budget that is developed from these assumptions contains the budgets and schedules 

for a retail business, as is shown in Table 13.1. The specifics of producing these budgets are detailed 

below. To make the discussion more compact, we will use only the first three months of the second 

year of the original  MyLibros.com  financial projections as the basis for this discussion. The rest of 

the projections in the business plan are created in exactly the same way, in a reiterative process. 

A copy of the entire Excel ®  workbook, which contains both the original  MyLibros.com  financial 

projections and this teaching case, can be downloaded from the Web site for this textbook. In the 

workbook you can see all the details of the assumptions and calculations used.  

  Sales Budget 
 The first step in preparing a master budget is to prepare a sales budget. The sales budget shows the 

projected future level of sales in units multiplied by the sales price per unit. Chapter 12 discusses the 

many methods you may use to project future sales.  MyLibros.com  calculates sales from an estimate 

of Web traffic to their site. For teaching purposes, we assume a specific number of book purchases 

and magazine subscriptions for each month. This simplifies setting up the spreadsheet formulas, but 

it does cause minor differences from the original  MyLibros.com  business plan in Chapter 8. 

SCHEDULE 13.1

MYLIBROS.COM

Sales Budget

For the Quarter Ending March 31, 2012

Month/Quarter Jan Feb Mar Apr Quarter 1 Total

Sales in units     

 Books 608 621 634 648 1,863

 Unit sales price 23.50 23.50 23.50  23.50

Revenue from books 14,288.00 14,593.50 14,899.00  43,780.50

 Magazines 81 83 85  249

 Unit sales price $17.02 $17.02 $17.02  $17.02

Revenue from magazines 1,378.62 1,412.66 1,446.70  4,237.98

Shipping fees @ 1.50 per book 912.00 931.50 951.00  2,794.50

 Misc. media 0.00 0.00 0.00  0.00

Gross sales 16,578.62 16,937.66 17,296.70  50,812.98

 Less credit card processing fee 464.20 474.25 484.31  1,422.76

 Less discounts on book sales 1,428.80 1,459.35 1,489.90  4,378.05

Net sales 14,685.62 15,004.06 15,322.49  45,012.17

Note that April sales forecast is 

needed to determine the ending 

inventory for March.

  Notice also that unit sales prices, gross sales, and net sales are all carried to a whole penny. While 

this level of detail is necessary for accuracy when using unit prices, it is not necessary and is some-

what misleading at the net sales level. Remember that all the numbers both in an initial business plan 

and in later budgets are based on lots of estimates. There simply is no way that you are ever going 

to estimate the exactly “correct” amount. For the purposes of planning, controlling, and directing, 

it is sufficient for any small business to carry calculations only to whole dollar amounts, or even to 

round to the nearest one hundred dollars.  
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  Purchases Budget 
 Once sales have been projected, the next step is to plan for inventory purchases. The business plan 

for MyLibros was designed with the idea of buying 100 percent of inventory in the month before 

it will be sold, which is a reasonable simplifying assumption because of the nature of on-line busi-

nesses. However, there are almost as many patterns of buying and holding inventory as there are 

businesses that need inventory. Restaurants and bars usually purchase food and alcoholic beverages, 

especially meats and beer, two or three times per week. It is common for restaurant food suppliers 

to require payment in cash when the goods are delivered. The common practice for consumer elec-

tronics (stereos, DVD players, car radios, etc.) is for the retailer to place annual orders for product 

which will come in the form of only a few future deliveries. This annual ordering is usually done at 

the Winter Consumer Electronics Trade Show which is held in Chicago every January. 

  Most often a retail business will start each month with some amount of inventory already in hand 

(often around 60 percent of projected sales) and the rest is ordered for delivery in that month. If MyLibros 

operated this way, what would its Purchases Budget look like? Schedule 13.2 shows this more common 

approach, which can easily be modified to fit any pattern of ordering and holding inventory. 

SCHEDULE 13.2

MYLIBROS.COM

Purchases Budget 

For the Quarter Ending March 31, 2012

Month/Quarter Jan Feb Mar Quarter

Books:    

Sales in units 608 621 634 1,863

Desired ending inventory

(60% of next month’s sales rounded 

up to next higher whole number) 373 381 389 389

Inventory required 981 1,002 1,023 2,252

Less beginning inventory 365 373 381 365

Books to be purchased 616 629 642 1,887

Cost per book $14.10 $14.10 $14.10 $14.10

Total cost of books purchased $8,685.60 $8,868.90 $9,052.20 $26,606.70

Magazines    

Sales in units 81 83 85 249

Desired ending inventory — — — —

Inventory required 81 83 85 249

Less beginning inventory — — — —

Magazines to be purchased 81 83 85 249

Cost per magazine (rounded) $13.94 $13.94 $13.94 $13.94

Total cost of magazines purchased $1,129.14 $1,157.02 $1,184.90 $3,471.06

Total cost of inventory purchases $9,814.74 $10,025.92 $10,237.10 $30,077.76
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  The purchases budget shows the number of units that are expected to be acquired during the 

budget period. The specific number of units that must be bought in each period is a function of 

how many units are on hand at the beginning of the period, how many are projected to be sold, 

and the desired number of units to be held in inventory at the end of the period. Examine the 

column for February. Sales are predicted to be 621 books. Management wishes to have approxi-

mately 60 percent of the next month’s sales on hand at the end of the quarter: 381 books. Thus, 

1,002 books are needed to meet the demands of sales and ending inventory. However, manage-

ment plans to start the quarter with 373 books in stock. Thus, only 629 books must be purchased 

during February. This simple formula is used over and over to produce most of the schedules of a 

master budget: the amount needed   the amount to be used   desired ending amount − predicted 

beginning amount. Other inventory items to be purchased are estimated in exactly the same man-

ner. Notice that in the purchases budget there is no beginning and ending inventory for magazine 

subscriptions. This is because a subscription is a contract which cannot be held in inventory. The 

formula for calculating budget items is often presented in the accounting format, as is shown in 

Figure 13.13.      

  Cost of Goods Sold Budget 
 The  cost of goods sold budget  shows the predicted cost of product actually sold during the ac-

counting period. The calculation is simply the quantity of goods sold times the price that you expect 

to pay for each product. 

  At this point, the first quarter of the second year,  MyLibros.com  is expecting to sell only books 

and magazines. The firm expects to begin selling other media items beginning in July of the sec-

ond year. Budgeting for other media items would be done in the same manner as is done for books 

and magazines. Because MyLibros never handles magazines, an acceptable alternative accounting 

method would be to simply show the expected commissions received from magazines. However, 

the management of MyLibros elected to show a cost of goods sold for magazines, and it is included 

here for that reason, and to illustrate the budgeting process. 

     cost of goods sold 

budget  

 A schedule that shows the pre-

dicted cost of product actually sold 

during the accounting period.    

Amount used 

  Ending balance 

  Amount required 

  Beginning balance 

  Amount to be added

 Formula For Master 

Budget 

FIGURE 13.13

SCHEDULE 13.3

MYLIBROS.COM

Cost of Goods Sold Budget 

For the Quarter Ending March 31, 2012

 Jan Feb Mar Quarter

Units sold    

Books 608 621 634 1,863

Cost per book $14.10 $14.10 $14.10 $14.10

Cost of books sold $8,572.80 $8,756.10 $8,939.40 $26,268.30

Magazines 81 83 85 249

Cost per magazine $13.94 $13.94 $13.94 $13.94

Cost of magazines sold $1,129.14 $1,157.02 $1,184.90 $3,471.06

Net cost of goods sold $9,701.94 $9,913.12 $10,124.30 $29,739.36
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   Labor Budget 
 The labor budget shows both the amount and cost of labor needed to meet output goals. MyLibros, 

as it is currently being operated, has very little cost of labor, and management has chosen not 

to show labor as a separate amount. Rather, labor is included in the category Administrative and 

Wages. This treatment is not uncommon because for many small businesses, labor is not a major ex-

pense, and the cost of separate budgeting and accounting is greater than the value of these processes 

for the management of the firm. For other small businesses, such as plumbing companies, electri-

cians, restaurants, etc., labor is the single largest cost and thus requires substantial management 

attention. The budget shown in Schedule 13.4 is an example of the most commonly used method to 

forecast labor cost. 

SCHEDULE 13.4

MYLIBROS.COM

Labor Budget 

For the Quarter Ending March 31, 2012

Month/Quarter Jan Feb Mar Quarter

Number of units shipped 608 621 634 1,863

Time per shipment (1/10 hours) 0.215 0.215 0.215 

Hours to be worked 130.72 133.55 136.31 400.545

Wage rate, including employment taxes 10.00 10.00 10.00 

Cost of employee benefits    

Total labor cost 1,307.20 1,335.15 1,363.10 4,005.45

  Selling, General, and Administrative Expense (SG&A) Budget 
 The selling, general, and administrative (SG&A) budget illustrated here contains both costs that 

change with production and costs that do not. Selling costs, including freight, are a variable cost in 

respect to sales. General and administrative costs are fixed. 

SCHEDULE 13.5

MYLIBROS.COM

Selling, General, and Administrative Budget 

For the Quarter Ending March 31, 2012

Month/Quarter Jan Feb Mar Quarter

Selling 1,216.79 1,242.34 1,268.43 3,727.56

General 835.00 835.00 835.00 2,505.00

Administrative & wages 442.80 414.85 386.90 1,244.55

Total SG&A 2,494.59 2,492.19 2,490.33 7,477.11

Administrative & wages is the $1,750 monthly budget from the MyLibros business plan, less the 

amount allocated to labor in Schedule 13.4.
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  Overhead Budget 
 Traditionally, all overhead costs have been treated as fixed, not changing with changes in output 

as measured by either volume of production or gross sales. It is becoming more common for 

managers to use  activity-based cost estimates  for overhead. As was discussed above, many 

costs that do not vary in proportion to output levels do vary in response to changes in other 

business activities. If the cost behaviors are known, they can easily be included in the budget 

process. For simplicity, the example given here assumes that overhead costs are fixed with re-

spect to sales.  

     activity-based cost 

estimates  

 An accounting method which as-

signs costs based on the different 

types of work a business does in 

order to sell a particular product or 

service.    

SCHEDULE 13.6

MYLIBROS.COM

Overhead Budget 

For the Quarter Ending March 31, 2012

Month/Quarter Jan Feb Mar Quarter

Rent 1,500.00 1,500.00 1,500.00 4,500.00

Maintenance 500.00 500.00 500.00 1,500.00

Depreciation 429.32 429.32 429.32 1,287.96

Total overhead 2,429.32  2,429.32  2,429.32  7,287.96

  Budgeted Income Statement 
 The budgets that have been completed to this point can now be combined into a “pro forma” bud-

geted income statement. It is common to create the budgeted income statement in only a fiscal pe-

riod format (one quarter or one year) as is done here. While the income statement could be produced 

in months or even in days, that level of detail, while possibly helpful for management, is not helpful 

to bankers, investors, or others outside management for which the income statement is intended. 

Thus the detailed planning that is included in the budget is condensed for the income statement. The 

entire budgeted income statement is based on the assumption that all budgeted items, sales, produc-

tion, purchasing, labor, overhead, and SG&A will be incurred exactly as planned in the supporting 

budgets. During the year, comparisons of actual results are made to the budgeted items. If the budget 

is met, then the projected profit will be realized.  

  Completing a Comprehensive Budget 
 The final schedules to be completed to produce a master budget are (1) a cash receipts budget, 

(2) a cash disbursements budget, and (3) a cash budget. From these schedules, a pro forma cash 

flow statement and a pro forma projected balance sheet are prepared. 

  The management of cash is so important to small business that it deserves a chapter to itself. 

Therefore, the discussion of cash and cash budgeting is included in the next chapter.  

  Controlling 
 Managerial accounting, primarily through the budget process, provides information that allows 

managers to determine how well the business is doing in attaining its goals. This is done by com-

paring actual results to budgeted results. The difference between actual and budget is called a

  variance . Management can determine where the business is not meeting goals through examining 

a report of variances. 
     variance  

 The difference between an actual 

and budgeted revenue or cost.    
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  Variances should be evaluated to determine the significance of a particular variance. Small vari-

ances from budget are expected to occur, as the budget is a collection of estimates. No business 

manager, in fact, no person, no computer, is capable of making estimates that are exactly what 

future results will be. For this reason, it is customary for management to determine a range of ac-

ceptable variances. Individual variances that fall within the predetermined acceptable range are 

ignored. Variances that exceed the acceptable range are examined in detail, with the manager trac-

ing the activities that drive the cost to determine the cause of the variance and appropriate methods 

to deal with it. 

   Variance analysis  is a topic that is simple in concept but complex in execution. At the most 

basic level, variances occur because of one of two events: (1) Prices are different from what was 

estimated, or (2) Quantities are different from what was estimated. Thus variances can be reduced 

to determine the amount of variance caused by price changes and the amount of variance caused by 

changes in volume. 17  The specifics of variance analyses are detailed in the Thoughtful Entrepreneur 

box on the next page.      

     variance analysis  

 The process of determining the ef-

fect of price and quantity changes 

on revenues and expenses.    

SCHEDULE 13.7

MYLIBROS.COM

Budgeted Income Statement 

For the Quarter Ending March 31, 2012

Sales revenue  50,812.98

Less discounts on book sales  4,378.05

Net revenues  46,434.93

Less cost of goods sold  29,739.36

Gross margin  16,695.57

Operating expenses:  

 Labor 4,005.45  

 Selling, general, & administrative 7,477.11

 Rent 4,500.00  

Other expenses: 1,500.00 17,482.56

Income before depreciation, interest, and income tax  (786.99)

Interest  0

Depreciation  1,287.96

Net income before provision for income tax  (2,074.95)

SKILL MODULE 

13.3

 Preparing a Master Budget 

 Go to the McGraw-Hill Web site for this textbook ( http://www.mhhe.com/katzesb ) and download the Excel 

budget template for  MyLibros.com . Using the information in the downloaded spreadsheet, complete a monthly 

master budget for the remainder of the second year of operation, following the examples shown in this chapter. 
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 Performing Variance Analyses 

 Suppose that you operate a business that produces aluminum window frames for the replacement window indus-

try. You have used all your expertise to budget the next year’s operation of your business. Based on prior years’ 

results, the current state of the economy, and projections for the replacement window industry, you developed 

the following budget items:

Materials to produce one window frame Budget

Aluminum extrusions 16 ft @ 1.20 per ft $19.20

Sheet aluminum 25 sq in @ $ 0.08 2.00

Screws 22 @ .06 each 1.32 

  For the past month, you estimated total production to be 6,000 window units. You actually produced 

5,800 window frames. You used 93,960 feet of extrusion that cost $109,933 in total. As a manager, how 

would you answer the questions, “How did the price of aluminum affect us?” and “Did we use the extrusions 

efficiently?” 

  Logically, the answer to the first question can be found by answering the question, “What would I have paid 

for the aluminum I actually used if the price had been what I expected?” The difference between that and what 

you actually paid is the difference caused by price changes. 

  The second question, “Did we use the material efficiently?” can be answered by asking, “How much material 

should I have used to make the number of window units that were actually completed?” The difference between 

what you should have used and actually did use multiplied by the price you expected to pay for aluminum is the 

difference resulting from efficiency. 

  These questions are answered by variance analysis, which uses the information mentioned above to produce 

quantitative results. The equations that make up variance analysis are given in Figure 13.14. Figure 13.15 shows 

how the calculations are made.         

Actual Cost of Material
"Flex Budget"

Expected Cost of Materials Actually Used 

Fundamental Variance Analysis
Budgeted Quantity of Material

for the Amount Produced
Times the Budgeted Price

Actual
Quantity

Actual
Price

Actual
Quantity

Budgeted
Price

Budgeted
Quantity

Actual Units
Produced

Budgeted
Price

Difference due to change in price
Price Variance

Actual Results minus Flex Budget

Difference due to change in quantity
Quantity Variance

Flex Budget minus Original Budget

Total Variance
Actual Result minus Budgeted Cost

-- --X X X X

Actual Cost of Material
"Flex Budget"

Expected Cost of Materials Actually Used 

Variance Analysis Example
Budgeted Quantity of Material

for the Amount Produced
Times the Budgeted Price

93,960 ft.
$109,933
93,960 ft.

93,960 ft. $1.20 16 ft. 5,800 units $1.20

Price Variance
$2,819 favorable

Quantity Variance
$1,392 unfavorable

Total Variance
$1,427 favorable

-- --X X X X

93,960 ft. $1.17 92,800 ft. $1.20-- --X X

111,360-- --109,933 112,752

Fundamental Variance 

Analysis

FIGURE 13.14

Variance Analysis 

Example

FIGURE 13.15

  THE THOUGHTFUL ENTREPRENEUR 
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  Decision Making  
 Managers have five primary functions in a business: planning, organizing, staffing, directing, and 

controlling the combined efforts of the firm. Each of these functions requires making decisions, 

both large and small. The primary purpose of managerial accounting is to support good decision 

making. 

  To use accounting information for decision making, you need to have some understanding of the 

processes by which people make decisions. 

  All current theories of decision making are based on the belief that people are rational, that 

is, people think, reason, and consider alternatives before they act. Although this assumption 

may be a bit optimistic, it applies (or  should  apply) to decision making in business situations. 

The assumption of rationality itself comes in several “flavors.” At one extreme are theories that 

assume that the human mind has essentially unlimited reasoning powers. At the other extreme 

are theories that assume that people have limited abilities to obtain and process information. 

  The theories of unlimited reasoning powers have been largely discredited. Research shows that 

people use incomplete information and incomplete analyses of alternatives to make decisions. 

Today, it is generally assumed that people are inefficient processors of information. Theories 

based on the assumption of limited human abilities are called  bounded rationality models.  18  One 

implication of the assumption that people are limited in their ability to use information is that the 

more information available to be included into the decision process, the less efficient that process 

will be. 

  Thus to make good decisions we need (1) good information, (2) efficient ways to condense infor-

mation so it is understandable, and (3) methods to help compare alternatives. 

  Managerial accounting is both a source of information that is used in decision making and a 

methodology to reduce the complexity of the information used to make a decision. By  definition, 

managerial accounting deals with only financial information. By limiting the information being 

considered to financial concerns, the complexity of the alternatives is reduced. Managerial account-

ing further reduces information complexity by evaluating information for relevance to the decision 

to be made. For financial purposes, any decision that was made in the past cannot be changed and 

is therefore irrelevant to any decision to be made today. Information that is the same for two or 

more alternatives cannot be used to choose between them. For these reasons, managerial  accounting 

LO6

  Use accounting infor-

mation to make better busi-

ness decisions.

  Thus we can see that the actual cost of material was $2,819 less than the expected cost for the amount 

actually used. This is called a  favorable price variance . On the other hand, the cost of the amount of 

materials actually used is greater than the budgeted cost of materials to make 5,800 window frames. This is 

called an  unfavorable quantity variance . The terms  favorable  and  unfavorable  are determined by the 

variance’s effect on profits, all other things being as budgeted. Paying 3 cents a foot less for extrusions than was 

budgeted would cause a greater profit than budgeted, if all other budget items were exactly correct. Conversely, 

using more extrusions to make 5,800 window frames than was budgeted for that level of output would cause a 

decrease from budgeted profit. 

  Note that although the variances are labeled as favorable or unfavorable depending on the direction of 

the variance from budget, no value judgment can be made from the label. A favorable price variance could 

be a bad event for the company; if, for example, the reason for the lower price was lower quality of ma-

terials that would prevent the business from attaining its strategic goals. Additionally, managers must use 

judgment to determine if the variance is worth the effort to investigate. For example, the price of aluminum 

extrusions is set by the world price for aluminum. It is not likely that any amount of investigating would re-

sult in determining a way to get a lower price. On the other hand, using 0.2 feet more of material than was 

budgeted might indicate that cutting tools are out of adjustment or that worker efficiency is not as great as 

expected. Management could reasonably expect to find the cause and to devise a way to improve the use 

of this resource.  

     favorable/unfavorable 

variance  

 A label applied to variances to 

indicate their effect upon the in-

come statement; favorable vari-

ances would result in profits being 

greater than budgeted, all other 

things being equal; unfavorable 

variances would result in profits 

being less than budgeted, all other 

things being equal.    
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decision support is based solely upon the differences in expected financial outcomes among identi-

fied alternatives. 

  Examining some of the common management decisions that can be aided by the use of account-

ing information and procedures will illustrate these concepts. 

   Investments  are a constant management problem. To reduce the difficulty of choosing from 

among investment alternatives, managerial accounting has developed two basic methodologies to 

reduce the magnitude and complexity of the information that must be considered in making an 

appropriate decision. 

  The first of these simplification methods is called  differential revenues and expenses.  This meth-

odology comprises estimating the  changes  in revenues and expenses from current operating results 

that will occur if each alternative is taken. The decision rule that is applied is to accept the invest-

ment that produces the greatest profit. 

  The second simplification method is called  net present value analysis  (NPV). NPV analyses are 

based on the concept that a dollar to be received right now has more utility (value) than does a dollar 

to be received at some time in the future. To perform NPV analyses, only cash flows are considered. 

The decision rule is to accept the largest positive NPV. The theory and application of NPV is covered 

in detail in Chapter 17. 

   Outsourcing  requires that a decision be made whether the business should make a component of 

its own product or purchase the component from another business. As is done in investment deci-

sions, accounting information relevant to the decision is reduced to differential revenues and costs, 

or to cash flows. Depending upon the methodology chosen, either the differential profits (losses) or 

the net present value of each alternative is calculated. Once the information is developed, decision 

rules are applied. 19  

  A simple example of an outsourcing decision is the provision of salad for a local restaurant. 

Suppose that the restaurant is a barbeque that serves cole slaw as its only salad. The restaurant may 

either make the slaw on premises at a cost of $2.87 per pound or purchase it from a wholesaler at 

$2.40 per pound. Should you make the slaw or purchase the slaw? A superficial examination of the 

problem would indicate that purchasing it is less expensive. Examining only the differential costs 

offers a very different conclusion (see Exhibit 13.1).   

EXHIBIT 13.1

Using Differential 

Costs to Make an 

Outsourcing Decision: 

Make or Buy?

Current Costs to Make Slaw on Premises 

Pounds of slaw served per month  900

Materials per pound  $0.87

Direct labor per pound (2.4 hrs @ $10 per 30 lbs.)  0.80

Variable overhead per pound   0.20

Allocated fixed costs per pound   1.00

 Total cost per pound  $2.87

Differential Costs between Alternatives 

 Alternatives

 Make Buy

Materials $0.87 –0–

Direct labor  0.80 –0–

Variable overhead  0.20 –0–

Purchase price     –0–   2.40

Total $ 1.87 $2.40
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  CHAPTER SUMMARY 

 Describe the basic concepts of accounting. 

●   Accounting matters to small businesses because: 

●   Accounting proves what your business did financially.  

●   Accounting shows how much your business is worth.  

●   Banks, creditors, development agencies, and investors 

require accounting statements.  

●   Accounting provides easy-to-understand plans for busi-

ness operations.  

●   Accounting provides information about how your business 

is doing.     

●   There are three types of accounting: 

●   Managerial accounting attempts to predict the results of 

management decisions.  

●   Tax accounting is used to produce tax returns and 

schedules.  

●   Financial accounting is a formal, rule-based system 

intended primarily for absentee owners, bankers, inves-

tors, and regulators.     

●   Accounting is based on a few basic concepts: 

●   A business is believed to have an existence that is 

separate and different from the owner’s (business entity 

concept).  

●   Because a business exists, it is expected to continue to 

exist (going concern).  

●   The accounting equation is simply an expression of the 

common sense statement that your net worth is whatever 

is left over after all your debts are paid.     

●   To use accounting effectively for management purposes, 

you must understand the difference between costs and 

expenses: 

●   Costs are real changes in the value of what you own.  

●   Expenses are simply entries made in your accounting 

system to record your use of goods and services in the 

conduct of your business.     

●   There are only two reasons to do accounting: 

●   To produce information that is useful to you for managing 

your business.  

●   To meet legal or contractual requirements.       

 Specify the requirements for a small business 
accounting system. 

●   The primary reason to acquire and use a computerized 

accounting system in your business is to ensure the accuracy 

of your accounting information.  

●   Your accounting system should easily and efficiently accom-

plish the following tasks: 

●   Provide a simple, easy-to-understand user interface.  

●   Have an exhaustive context-sensitive help function.  

●   Produce financial statements in the format used by your 

industry and type of business.  

●   Facilitate the development of a cash budget.  

●   Facilitate the task of developing operating and investment 

budgets.  

LO1

LO2

  The difference arises from the fact that fixed costs will not change if the decision is made to pur-

chase the slaw. By definition, fixed costs are costs that do not change with changes in output (here 

output is slaw). As a result, the amount of fixed cost allocated to making slaw is irrelevant to the 

decision. If you have trouble understanding this, simply put a line for fixed cost into the decision 

criteria above. Put the allocated amount of $1.00 in the columns for making and buying the slaw. 

Add the columns and see if your decision would change. 

  Accounting is useful for managers of small businesses, for record keeping, for reporting to 

absentee owners and other stakeholders, for substantiating assertions made to regulators and tax-

ing agencies, for support of the five functions of management, and for decision making. Account-

ing information is a financial model of the operations of the business and provides a wealth of 

useful reports, analyses, and measures that are valuable to the management of small businesses. 

Accounting is a rich source of information. It is not, however, the only source of information 

needed by managers.     
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●   Provide a method for you to define and produce custom 

reports to meet your management needs.  

●   Be able to export financial data in a form that can be used 

by your accountant and can be imported into tax prepara-

tion and spreadsheet programs.  

●   Maintain an internal “audit trail” that records all entries 

and changes to the accounting system in order to facili-

tate the identification and correction of errors.  

●   Have provisions that will either allow the program to 

grow with your business or to easily export its data into 

 programs that can handle larger businesses.     

●   Your specific accounting needs are determined by the industry 

you are in and by the size of your business.  

●   When a business is large enough to have one or more employ-

ees, formal record keeping is a must.  

●   Essential elements of an accounting system are: 

●    Cash accounting  that is accurate, easy to use, and tracks 

all checks written and all deposits made.  

●    Accounts payable  records to track what you owe and to 

make timely payments in order to capture prompt pay 

discounts and to maintain a good credit rating for your 

business.  

●    Payroll  records to ensure that payroll and employment 

taxes are kept current.  

●    Fixed asset  accounting that automatically calculates and 

accumulates depreciation.  

●    Inventory  accounting to facilitate managing inventory.  

●    Credit card sales  function to enable reconciling your sales 

records to those of your credit card provider.  

●    Accounts receivable  records if you provide credit to your 

customers.  

●    Insurance register  to ease the problems of keeping neces-

sary insurance coverage current and in force.  

●    Investments  records if your business keeps surplus cash 

invested in securities.  

●    Leasehold  records if your business has made improve-

ments to leased property or equipment.       

 Explain the content and format of common financial 
statements. 

  ● The final output of an accounting computer system is a set of 

five financial statements and reports. 

●   Income statement.  

●   Statement of retained earnings.  

●   Statement of owners’ equity.  

●   Balance sheet.  

●   Cash flow statement.     

●   It is common for these statements to be presented as only 

three separate documents by combining the statements of 

retained earnings and owners’ equity into the equity section of 

the balance sheet.  

●   The income statement is the primary source of information 

about a business’s profitability.  

●   The primary difficulties in understanding and interpreting the 

income statement arise from two causes: 

●   Disagreements about what should be reported as revenue.  

●   Disputes over when to recognize revenues.     

●   The income statement is used in the following ways: 

●   The income statement is used to analyze the effectiveness 

of business operations.  

●   Lenders use operating income as a measure of how much 

debt a business can support.  

●   Equity investors similarly look to operating income as 

an indication of future sales and thus the value of their 

investment.     

●   The balance sheet presents a snap-shot of the financial holdings 

and liabilities at the close of business on a specified date.  

●   The balance sheet is used in the following ways: 

●   The balance sheet is used to determine the liquidity, 

financial flexibility, and financial strength of the business.  

●   These measures are used by owners, lenders, and equity 

investors in making financial and investment decisions.     

●   The following are problems in interpreting balance sheet 

information: 

●   All values listed in a balance sheet are  historical  values—

the cost of the asset when it was acquired.  

●   A balance sheet contains several estimated amounts.  

●   Certain assets and liabilities are omitted from the balance 

sheet.     

●   The purpose of the cash flow statement is to disclose the 

sources and uses of cash by the business.  

●   There are two primary formats of cash flow statement: 

●   The direct statement is developed solely from the cash 

records of the business and does not make any reconcili-

ation to the income statement.  

LO3
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●   The indirect statement of cash flows starts with net 

income and adjusts the accruals and deferrals to provide 

cash flow information that can be easily reconciled to the 

other financial statements.       

 Use accounting information as a tool for managing 
your business effectively. 

●   Financial accounting is useful for decision making.  

●   Financial and business managers are familiar with 

the format, content, and interpretation of financial 

statements.  

●   Obtaining loans, answering Internal Revenue Service inquiries, 

and satisfying the reporting requirements of regulatory agen-

cies are all made easier when an appropriate set of financial 

statements is provided.  

●   Financial accounting is used for reporting to outsiders.  

●   Managerial accounting is used internally for management 

purposes.  

●   By mastering managerial accounting techniques, you will 

become more accurate at forecasting profits, planning opera-

tions, and conserving scarce resources.  

●   Managerial accounting information and reports are used in the 

conduct of all the managerial functions of planning, organizing, 

staffing, directing, and controlling.  

●   The most used managerial accounting technique is cost-

volume-profit analysis.  

●   Accounting data contain the information necessary to 

create detailed plans of how to achieve a desired level 

of profit.  

●   The process of profit planning comprises creating a model 

of the business which will allow you to test various situ-

ations, assumptions, and occurrences, without risking 

financial loss.  

●   The most common model used for small businesses planning 

is the familiar business plan.  

●   The financial projections in your business plan are 

a form of a budget which can easily be expanded to 

be useful for the  day-to-day management of your 

business.    

 Develop a complete set of budgets for your 
business. 

●   Budgeting is the process through which strategy is mapped 

into a series of tactical and operational actions.  

●   Once a budget has been prepared, it becomes a standard 

against which performance can be measured.  

●   Business planning is a  simple  process of applying your knowl-

edge of your business to make estimates of future operations 

and results.  

●   The most common budget schedules are: 

●   The sales budget which shows the projected future level 

of sales in units multiplied by the sales price per unit.  

●   The purchases budget shows the number of units 

expected to be acquired during the budget period.  

●   The cost of goods sold budget shows the predicted cost of 

product actually sold.  

●   The labor budget shows both the amount and cost of labor 

needed to meet required output.  

●   The overhead budget details both fixed and variable over-

head costs.  

●   Selling, general, and administrative expense (SG&A) bud-

get shows both costs that change with production and 

costs that don’t.     

●   These budget schedules are combined into pro forma financial 

statements.  

●   The difference between actual results and budgeted amounts 

is called a variance.  

●   Variances occur because either actual prices or volume is 

 different from what was budgeted.  

●   To understand the effect of price changes, you must answer 

the following questions: 

●   What would I have paid for the amount I actually used, if 

the price had been what I expected?  

●   How much material should I have used to make the num-

ber of units that were actually completed?       

 Use accounting information to make better business 
decisions. 

●   The five primary functions in a business—planning, organiz-

ing, staffing, directing, and controlling—are combined as input 

for decision making.  

●   To make good decisions we need: 

●   Good information.  

●   Efficient methods to condense information so it is 

understandable.  

●   Methods to facilitate comparing alternatives.     

LO4

LO5

LO6
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  DISCUSSION QUESTIONS  

 1.   Which of the three types of accounting is most important to 

small business? Which is the least? Why do you think so?  

 2.   How does the accounting equation relate to the balance 

sheet?  

 3.   How are costs and expenses different?  

 4.   Why should you, as a business owner, care about the distinc-

tion between costs and expenses?  

 5.   Defend the statement, “The function of accounting is to pro-

duce information that is useful for decision making.”  

 6.   What are the three most important characteristics of a small 

business computer accounting system? Why do you think 

these are the most important?  

 7.   What are the three most important functions (think cash, 

accounts payable, owners’ equity, etc.) that a computer-

ized accounting system should have? Why are they the most 

important?  

 8.   Which financial report is most important for managing a small 

business? Why?  

 9.   You can sell your product (have revenues) without receiving 

any money. You can receive money (customer deposits) with-

out having any revenue. Because revenue, expenses, and cash 

are so different, why should a small business owner care about 

the income statement?  

10.   Why would a small business ever need an accounting system 

more complicated than a simple checkbook register?  

●   Managerial accounting is both a source of information that 

is used in decision making and a methodology to reduce the 

complexity of the information used to make a decision.  

●   Common management decisions that can be aided by the use 

of accounting information and procedures include investments 

and outsourcing.  

●   Managerial accounting uses two primary simplification 

 methods to handle information: differential revenues and 

expenses and net present value analysis (NPV).     
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  MINI-CASE 

 PHIONIA’S FINICKY FELINE GOURMET CAT DINNERS 

 Phionia Phelps has developed a gourmet cat food. Not only is this food eagerly eaten by the most finicky 

felines, but it is specially formulated to prevent the many health problems of aging cats. Phionia has been 

making the food on her kitchen range and selling it at $250 per case only to close acquaintances who are 

also cat lovers. One of her wealthy acquaintances has now offered to invest in her business if Phionia will 

begin selling the product through her Web site. However, the investor wants Phionia to produce a budget for 

the first six months of operation. 

  EXPERIENTIAL EXERCISES  

1.   Assume that you have decided to purchase a computerized 

small business accounting system. Visit the Web site of each 

of the accounting systems named in this chapter. From the 

information there determine: 

  a.   The price of the accounting system.  

  b.   The minimum computer requirements for the program.  

  c.    The availability and cost of training to learn to use the 

program.  

  d.    The availability of trained accountants and consultants in 

your geographic area who can be retained to assist you in 

setting up and using the program.     

2.   Choose an industry in which you would like to own a small 

business. Use the Internet, the university library, and the public 

library to find the names and addresses of industry trade as-

sociations. Examine the Web sites of the trade associations 

for availability of financial statistics of your industry. Examine 

governmental agency sites, such as those of the Department 

of Commerce, Department of the Treasury, Securities and Ex-

change Commission, and the Small Business Administration, 

for benchmark statistics.  

3.   Choose a public business that is in the same industry as the 

business you would like to own. Go to the company’s Web 

site and find “investor relations.” Download a copy of the 

business’s most recent annual report. Examine the financial 

statements in the annual report. Make a list of the ways in 

which their content and format differ from the examples in 

this text.  

4.   Either by yourself or in a group of other students, select 

a business that you could reasonably expect to be able to 

start and run right now. (This could be as simple as a T-shirt 

company.) Using the techniques learned in exercises 2 and 

3, above, develop a set of estimates of (a) sales, (b) variable 

cost of product or service and (c) the amount of other costs 

(rent, electricity, transportation, etc.) that you would expect 

to incur. Using these estimates, create a set of budget sched-

ules through the schedule of cost of goods manufactured 

and sold.  

5.   Go to either the QuickBooks or the Peachtree Web site. 

Download and install a demonstration copy of its accounting 

program. Using either the budget schedules you developed 

in exercise 4, or the  MyLibros.com  example from the text, 

set up the program to do accounting as if this were a real 

business.  

6.   Do a Google search on the terms “accounting system” and 

“small business.” Follow the Google returns to the Web sites of 

the companies (other than the ones named in the text) that you 

can find that sell computerized accounting systems. Examine 

the site to determine if its program would be suitable under the 

criteria specified in the text.    

www

www

www

www

www

11.   A budget is a collection of estimates—a big word that means 

the same thing as “guess.” If you are guessing what future 

results will be, what value can a budget really have?  

12.   How are budgets related to business plans, as described in 

Chapter 8?  

13.   Is there any advantage to making a series of budget schedules, 

rather than just producing a pro forma income statement and 

balance sheet? What are the advantages, if any?    
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  CASE DISCUSSION QUESTIONS  

  1. Prepare the following budgets for the period, January through June:

 a.   Sales budget in dollars.  

b.   Production budget in units.  

c.   Direct materials purchases budget in pounds.  

d.   Direct materials purchases budget in dollars.  

e.   Direct manufacturing labor budget in dollars.     

2.   Comment on the viability of this business and the advisability of the investor making a $50,000 

investment to get it started.     

  SUGGESTED CASES AND ARTICLES  

●   Parker Mountain Products, Inc.   

  Available on PRIMIS:  

●   Lexington Valley Medical Associates  

●   Michaels Ballet Company  

●   Thermal Remediation, Inc.  

●   Majsperk  

●   Wilmont Chemical Corporation  

●   Ratios Tell a Story: 2003  

●   ENTERTAINMENTNOW.COM  

●   Belle Air Charter      

  Based on her experience to date, Phionia predicts the following sales in cases: 

  Nov Dec Jan Feb Mar Apr May Jun Jul Aug 

  4,300  4,600 5,000 5,500 6,100 6,800 7,000 7,200 7,400 7,500 

  Each case of Finicky Feline Gourmet Cat Dinner requires 5 pounds of prime lamb meat, 10 pounds 

of short grain Chinese rice, 2 pounds of wild caught Alaskan salmon, and 1 pound of secret vitamins and 

supplements. Phionia plans to maintain end-of-month inventories equal to 10 percent of the next month’s 

projected sales, to meet expected sales growth. All the ingredients inventories are to be maintained at 5 

percent of the production needs for the next month, but not to exceed 1,000 pounds of any one ingredient. 

January will begin with all inventories at the projected levels. 

  Phionia has the following price quotes good for the following year: 

  The production process requires direct labor at two skill 

levels: (1) ingredient preparation, $18 per hour, and (2) cooking 

and canning, $24 per hour. Two workers are willing to work part 

days if there is not enough demand for them to work full time. 

It takes one hour to process one batch. Because of preparation 

and cleanup time, only six batches can be produced per day. 

Each batch produces enough food to fill 100 cases. Manufactur-

ing overhead is $6,000 fixed per month plus $15 per case. 

Item  $ per pound

Lamb $15.00

Rice  1.20

Salmon 24.00

Vitamins 45.00
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  eClips Videos:  

●   Brian Qualey States Importance of Outlining Breakeven Point 

In Business Plan  

●   Laurie Linn Discusses Need to Understand Accounting to Better 

Run the Business    

  SBTV Videos:  

●   Start-Up Costs  

●   Three Tips for Accounting    

  STVP Video:  

●   Keeping a Financial Focus        

 SUGGESTED VIDEOS 
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1414  Cash: Lifeblood 
of the Business 

    ●  Be Our Guest learned the hard 

way how much a crippled cash 

flow can hamper a business. 

Faced with several different 

options, they eventually expanded 

their credit line in order to handle 

the annual peaks and declines of 

the party supply business. Which 

route would you have chosen, 

and why?   



LO

 Focus on Small Business: Stephen Lizio, Al Lovata, 
and Simone Williamson of Be Our Guest, Inc. 

 When you complete this chapter, you will be able to: 

LO1  Explain the importance of managing your business’s money. 

LO2  Explain the concepts of money, cash, and cash equivalents. 

LO3  Explain the basics of managing cash flow. 

LO4  Reconcile bank and company book balances. 

LO5  Develop a cash budget. 

LO6  Develop strategies for preventing and coping with cash flow problems. 

LO7  Implement strategies for coping with cash shortages.   

  Stephen Lizio, Al Lovata, and Simone Williamson had run out of financing options. Their firm, Be Our Guest, 

Inc., of Boston, Massachusetts, had a long-term loan with a principal balance of $315,000 and at $140,000 

had also maxed out their revolving credit line. This came about in a year that had seen sales increase by a 

remarkable 22 percent, but their sky-high debt made it clear that too many customers owed Be Our Guest 

too much. There were bills to pay, but no money with which to pay them. 

  Be Our Guest, Inc., rents party supplies. Its business is highly seasonal, with peaks in June, as many 

weddings occur, and in November–December during the holiday party season. During the rest of the year, 

especially in the first quarter, revenues are always less than expenses. The instant cash flow problem facing 

Be Our Guest came about because of a busy December, with high sales and therefore high receivables. Now, 

facing January bills themselves, many customers were not paying on time. Although the owners expected all 

the customers to pay eventually, right now Be Our Guest was scraping for cash for daily operations. 

  The owners had few alternatives available to fix the current problem. Having maxed out their bank 

credit, additional bank borrowing was not available. The firm could borrow against the receivables, but this 

was not an attractive option. Many of the receivables accounts were past due, so lenders would loan no 

more than 70 percent of the amount to be collected from customers. Also, the past due accounts would 

mean paying the lender more than the customary 5 percent fee, on top of a sky-high 20 percent annual in-

terest rate. Another way would be for the owners to cut what they were paying to themselves, leaving more 

money to pay the creditors, but that was the last thing they wanted to do, since technically the business had 

enough money—their marketable assets far exceeded liabilities. It was just that Be Our Guest didn’t have 

enough cash. 

  “What should we do now?” they asked themselves. 

  For a time, they did nothing. They continued to scrape by on the cash flow that could be generated, while 

cutting back on every expense and payout they could. By the midsummer party season, the problem had 

again resolved itself. Given some financial breathing room, the owners took several steps to find a permanent 

solution to the seasonal peaks of cash inflows. First, with their financials once again strong and a year of in-

creased sales to show, they arranged for a $60,000 increase in the line of credit to a total of $200,000. 1  Then, 

in the following year, based on continuing improved results, the line of credit was refinanced, converting it 

into long-term debt. This reduced the interest rate, resulting in an immediate reduction in cash outflows. 
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  The business ( http://www.beourguestpartyrental.com ) is successful and growing today. It still 

encounters peaks of business in June and December, but it has developed methods to ensure that cash will 

be available when needed. 2   

 DISCUSSION QUESTIONS 

1.      Why did the current amount of debt limit how much the business could borrow to solve the current cash 

crunch?  

2.     Why does the fact that some customers are late paying in January make using the receivables for col-

lateral so expensive?  

3.     Should the owners have reduced payments to themselves to be able to pay more to vendors and 

suppliers?  

4.    How is it that a business could “have enough money,” but still not be able to pay its bills?         

 The Importance of Money Management  
 Have you ever considered the question, “What is money?” 

  Certainly you have thought about money. It is a rare small business person who does not think 

about money—making money, investing money, spending money, having enough money. In fact, 

money can seem so important to business that sometimes people make the error of believing that 

money is all that business is about. Of course, as you have already learned in the earlier chapters, 

business is about many important things, of which money is only one. 

  But this still leaves the question, “What is this  ‘money,’  and why is it so important?” 

  Throughout this book, terms that refer to money are tossed about: money, cash, cash equivalents, 

profits, and banking, to name a few. Have you given any consideration to what these terms mean? How 

are they alike? How are they different? How are they related to each other? The differences are impor-

tant because in the end money in its different forms represents the lifeblood of the business, and know-

ing which form to use, and when to use it, can make the difference between boom and bankruptcy. 

  In this chapter, the meaning of these terms and how they are important to managing small busi-

nesses is discussed. If you are like most people, this chapter will contain some surprises. Things that 

you think you know are going to turn out to be false. Things you might think are trivial will turn out 

to be of great importance. It is part of what makes cash and money fascinating.    

 Money In/Money Out—Just 
How Important Is It?  
 A recent poll conducted by the National Federation of Independent Business (NFIB Foundation) 

found that almost two-thirds of small businesses experience money problems (see Figure 14.1). 

Businesses either do not have enough money, or if they have money, they cannot get to it when it is 

needed. Nearly one-fifth of small business managers reported that cash flow— how much  and  when  

money will come into and go out of the business—is a continuing problem, one they face daily. The 

owners reported that the three primary causes of cash flow problems were (1) difficulty collecting 

money due from customers, (2) seasonal variation in sales, and (3) unexpected decreases in sales. 3  

Approximately 55 percent of small businesses that fail do so because of cash flow problems with an 

immediate impact, not because of lack of profitability. 4      

  Cash flow management is a problem for small businesses because of the difficulty of matching 

the  timing  of the  receipt of cash  to the  timing  of the need to  expend cash.  Figure 14.2 illustrates the 

flow of money into and out of your business as you buy what you need and sell your product or your 

service. This repeating flow of money is called the  cash-to-cash cycle  or the  operating cycle  of 

your business.     

LO1

  Explain the importance 

of managing your business’s 

money.

     cash-to-cash cycle  

 The time that is required for a 

business to acquire resources, 

convert them into product, sell the 

product, and receive cash from 

the sale.    

     operating cycle  

 See cash-to-cash cycle.    
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  When you start a new business, you put in some money. You then buy all the things necessary to 

run the business, such as materials, supplies, rent, and labor. Some of these you purchase for cash. 

Other things you may buy on credit, creating  payables , which you will have to pay next month. You 

then use labor to convert materials and supplies into your product or service, which you sell to your 

customers. Your customers then either pay you immediately, or agree to pay you soon. The promises 

of your customers to pay are  receivables , which you will collect in the future. The money you col-

lect will then be used to buy the things necessary to run your business, and thus the cycle repeats. 

  The time that it takes to complete this cycle can be as short as a few hours or as long as several 

years, dependent upon the type of business you are in. The ubiquitous pushcart vendors of hot dogs 

in New York City purchase inventory on credit every morning. They sell their product for cash 

during the day. Each evening they pay for the merchandise sold that day. The cash-to-cash cycle 

of a pushcart vendor is only a few hours. Construction projects, on the other hand, can easily take 

years to complete. A contractor will borrow money to begin construction. That money is paid out 

     payables  

 Amounts owed to vendors for mer-

chandise or services purchased on 

credit (see receivables).    

     receivables  

 Amounts that are owed to a busi-

ness for merchandise that was 

sold on credit (see payables).    
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across the time that it takes to complete the project. The contractor, however, receives from his 

customer either a single payment upon completion or a few payments as prespecified completion 

targets are met. 

  Many small businesses experience difficulty or even failure because of (1) the mismatch in time 

between receiving cash and spending cash and (2) the mismatch between the size of payments 

received and the size of payments that must be made. In some businesses, such as restaurants, 

cash comes into the business in a reasonably dependable pattern that is affected by the state of the 

economy, the season, the day of the week, and the weather. Expenses, on the other hand, tend to 

occur less frequently but in larger amounts, as suppliers are paid monthly, and employees are paid 

weekly. Other businesses, such as construction firms, plumbing contractors, ski resorts, and equip-

ment manufacturers, have cash receipts that tend to occur irregularly but in large amounts. However, 

the cash payment needs of these businesses are relatively smaller amounts paid consistently from 

month to month. (See Figures 14.3 and 14.4.)   

  Although maximizing your wealth may not be your highest priority, managing your business’s 

money is critical to succeeding and being able to attain goals that are more important to you. 

CASH

CUSTOMER

CUSTOMER

CUSTOMER

PRODUCT

VENDOR 1

VENDOR 2

VENDOR 3

VENDOR 4

VENDOR 5

VENDOR 6

VENDOR 7

● Pushcart vendors, such as the 

ones pictured here, enjoy a very 

short cash-to-cash cycle, due 

to the nature of their business. 

Each day, their receipt of cash 

from sales enables them to 

then expend cash back to their 

suppliers for exactly what has 

been sold. Though small in scope, 

the simplicity of their business 

set-up allows for the immediate 

assessment of their profitability. 

Does this kind of a set-up appeal 

to you?

FIGURE 14.3

Cash-to-Cash Cycle

Many vendors, few customers.
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  John Mackey, founder of Whole Foods, Inc., said, “Business is the most transformative agency in 

the world. [Business leaders] can make money and do good. . . . I always wanted to make money. . . . 

To be sustainable, business has to be profitable.” 5         

 Money as the Key Idea  
 Ask people, “What is money?” and most likely they talk about currency—the bills and coins that 

you use to make purchases. That answer is right, but it tells only part of the story, because while all 

currency is money, all money is not currency. 

  Today we use many electronic and plastic forms of money: debit cards, online bill payments, 

electronic bank drafts, and wire transfers. These forms of money make an important point—money 

in the end is a form of  information.  Money is a very special type of information. The U.S. Dallas 

Federal Reserve Bank provides the following definition: 

 Money is a medium of exchange accepted by the community, meaning it’s what people 

buy things with and sell things for. Money provides a standard for measuring value, so 

that the worth of different goods and services can be compared. And lastly, money is a 

store of value that can be saved for later purchases. 6  

  This definition gives us the two purposes of  money : (1) to make exchanges and (2) to keep track of 

wealth or value. More importantly, it also defines the essence of money. In the Federal Reserve’s quali-

fying phrase, “accepted by the community,” what makes money “ money, ” is the  belief  users have about 

the information contained in the money. This information (and belief in it) reflects the two purposes 

above as well as a third purpose—wealth accumulation as in saving money. Money can even be used for 

quantifying the value of nonmonetary assets, such as when juries make awards for pain and suffering. 

  Knowing the meaning of money is important so that you can recognize where you have money 

in your business. For example, are profits money? You might think so at first, but consider the fol-

lowing example. 

  Suppose you own a business that details used automobiles to prepare them for sale. You com-

plete work on a car, removing dings, rubbing out scratches, shampooing the carpets and upholstery, 

and giving the car a hand-buffed wax job. You promised your brother-in-law that for his help you 

LO2

  Explain the concepts 

of money, cash, and cash 

equivalents.

     money  

 An accepted medium of exchange.    

FIGURE 14.4

Cash-to-Cash Cycle

Few vendors, many customers.
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would pay him $100 when you received payment for the work. When you delivered the car to the 

dealer, you presented an invoice for $500. 

  How much profit do you have? How much money do you have? 

  As is discussed in the previous chapter, profit is simply the difference between two accounting 

items, revenue and expense. You have revenue of $500, because the work is finished and you trust 

the customer to pay you in the ordinary practice of business. You also have an expense of $100, 

which is the cost of your brother-in-law’s help. Your  profit  is the difference between the revenue 

and the expense, $500 ⫺ $100 ⫽ $400. 

  But you have no money, at all. Nada, zip, zero! 

  Suppose for a moment that you’re in this situation. Your heating and air-conditioning company 

has profits, but no money. You owe your equipment wholesaler for last month’s purchases. As a 

result, you cannot get the air conditioner unit needed to finish a job right now. 

  “Sorry,” the credit manager said, “but we just can’t extend any more credit until you bring your 

account up to date.” 

  What are you going to do? If you don’t pay what you owe, you cannot get equipment. If you can-

not get equipment, you cannot stay in business. If you do not stay in business, you cannot pay what 

you owe. You are in a classic “catch-22!” 7  

  You’re in a bind, certainly, but now is not the point to give up. You have several options to help you 

deal with this problem. Think about your situation. You have profits that are not money, but they are 

information about money that shows the amount of revenue and expense your business generates. 

  Your problem is that information about money to come is not the same thing as the money itself. 

You cannot use your customer’s promise of payment to purchase groceries at a supermarket, any 

more than your brother-in-law can spend your promise of payment to him at the local tavern. You 

will receive money if and when your customer pays you. You will give up money if and when you 

pay your brother-in-law. 

  The identical situation exists for your heating and air-conditioning company. You have promises 

to pay from customers, and you have made promises to pay your vendors. The promises of your 

customers, your receivables, can be quickly turned into money by using them as collateral to obtain 

a loan from your banker or a factor. 

  Remember: a profit on your accounting spreadsheet or in your account book is  not  money in your 

hand. Money is a medium of exchange, store of value, and measure of wealth. Until backed by the 

actual money, profits in your account books are none of these things.    

 Cash and Cash Equivalents  
 To this point we’ve been throwing around the terms  money  and  cash  as if everyone knows just what 

they are; just how they differ. Although we have carefully defined the meaning of money, we have 

not done so for cash. 

   Cash  is money, but it’s only one form of money, a subcategory of money that is immediately 

available to be spent. Not all money is “spendable.” For example, think of certificates of deposit. 

Although you may well have a lot of money in CDs, you may have very little cash because your 

money is tied up in the CDs and would take time to convert into cash. Cash is composed of the three 

forms of money that can be immediately used to make payments: currency, demand deposits, and 

traveler’s checks. 

  Businesses, on the other hand, use a concept called  cash equivalents  to measure how much 

money is available to be spent. Cash equivalents are assets that may be turned into cash in a slightly 

longer time, from a few hours to a few days, such as marketable securities, commercial paper, and debt 

investments that mature in less than three months. Businesses use cash equivalents because they pro-

vide a better measure of the resources available to pay current bills than is provided by cash alone. 

   Currency  is the most familiar form of cash: bills and coins that represent money. In December 

2003, the Federal Reserve Bank of St. Louis reported that the supply of currency in circulation was 

$663 billion, or approximately $2,300 of currency for each individual living in the United States. 

   Demand deposits  make up most of the noncurrency cash. Demand deposits are accounts that 

let you withdraw (what bankers call demand) any amount of the balance immediately, without any 

advance notice to the institution: That is, owners may withdraw money on demand by using a check, 

     profit  

 The amount that revenues exceed 

expenses.    

     cash  

 Money that is immediately avail-

able to be spent.    

     cash equivalents  

 Assets that may be quickly con-

verted to cash.    

     currency  

 The bills and coins printed by gov-

ernments to represent money.    

     demand deposits  

 Money held in checking and sav-

ings accounts.    
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draft, currency, or electronic transfer. Checking accounts and savings accounts are the two most 

common forms of demand deposit accounts. 

   Marketable securities  are made up of stocks and bonds for which there is an active auction 

market, such as the NASDAQ or the New York Stock Exchange. Marketable securities represent 

either ownership or debt of publicly held firms and government issued debt, in the form of bonds, 

notes, and bills. 

   Commercial paper  and  short-term debt  are two forms of short-term financing (30 days to 

1 year) whereby a company with good credit can issue a note for cash to another company. Com-

mercial paper is issued to be paid to the  bearer  of the note, and thus is fully transferable. Short-term 

debt is expected to be collected in less than a year, but it can be sold to other investors at any time.    

 Managing Cash Flow  
 Suppliers, vendors, employees, and lenders all demand payment in cash. Because of this, a small 

business must have access to cash to be able to remain viable. Cash can come from only three 

sources: (1) Cash can be obtained by selling the products and services of the business and collecting 

cash from customers. This is called  cash flow from operations.  (2) Cash can be obtained from in-

vestments the business has made, such as stocks, bonds, land, buildings, or equipment. This is  cash 

flow from investing.  (3) Finally, a business may obtain cash through financing. Financing may be in 

the form of cash donated to the business in return for ownership or in the form of money borrowed 

from other entities. 

  Just as many businesses have failed by failing to manage cash, many businesses have credited 

their success to good cash management. Baby Einstein is a case in point. Because of the careful cash 

management of the founders, Julie and Bill Clark, Baby Einstein was able to grow to a $25 million 

company without once using outside investment. 

  The starting point in understanding cash management is understanding how banks, and espe-

cially your own bank account, work. This is because the vast majority of small businesses depend 

on banks to store cash, handle checks and credit cards, and finance their debt through credit. 8  You 

can see how much debt the banks support in Figure 14.5.  

   Company and Bank Cash Balances 
 Because most cash is held as bank deposits, understanding how banks actually work is essential. For 

example, money you have deposited today may not be immediately available to you. Money that 

you have spent by writing a check may well remain in your bank account for days after you have 

made payment. The first step in managing your cash flows is to understand how the bank’s idea of 

your business’s cash flow and your own view of the business’s cash flow differ.   

     marketable securities  

 Stocks and bonds that are traded 

on an open market.    

     commercial paper  

 Notes issued by credit-worthy 

corporations.    

     short-term debt  

 Any debt that must be paid in less 

than one year from the date of the 

financial statement on which it is 

reported.    

     bearer  

 Any person or business entity who 

possesses a security.    
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managing cash flow.
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SMALL BUSINESS INSIGHT

When Julie and Bill Clark started The Baby Einstein Company to produce videos for infants, they made a con-

scious decision to fund the business using only their own resources. They had been involved in an earlier busi-

ness that produced educational software.

 “I struggled through the experience of dealing with a venture capitalist. Julie lived through it with me and 

wanted to avoid a repeat experience at all costs,” Bill said.

 They started the business in their home with an initial capital of $10,000 from their savings. Their determina-

tion not to use bank debt, private placements, or venture capital meant that they had to have strict control of cash. 

They had to budget carefully and conduct constant oversight to prevent spending from exceeding cash receipts.

 To conserve cash, marketing was initially conducted by word-of-mouth. As the company grew, the product 

line was gradually extended to include discovery cards and audio CDs.

 How well did they succeed? By setting conservative revenue projections and carefully monitoring cash flows, 

Baby Einstein was able to grow rapidly, financed solely with internally generated cash. By the fourth year of the 

company’s existence, annual sales were approximately $17 million.

 In November 2001, the Clarks sold The Baby Einstein Company to Disney. Their one splurge has been to buy 

a share in a business jet. “We want the kids to see the world,” Julie said.

The Baby Einstein Company9

  Let us start with the company. The  company book balance  is the name given to the sum 

of the company’s internal accounting record of all transactions that affect cash. This account 

(usually called the  cash account ) includes records of all inflows of cash, such as cash from sales, 

receipts on receivables, checks received from customers, and deposits made directly to the bank 

through electronic transfers. The cash account also includes records of all outflows of cash, such 

as checks written to pay for wages, salaries, inventory, services, taxes, and so on. The difference 

     company book balance  

 The sum of cash inflows and cash 

outflows recorded in the firm’s ac-

counting records.    

● Julie Clark of Baby Einstein knows what it means to strictly manage cash flow. By 

adhering to conservative revenue projections and rigorously monitoring their cash intake and 

outtake, she and husband Bill got to experience first-hand both the substantial growth of their 

company and the eventual personal payoff it granted them.
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between inflows of cash and outflows of cash is called either  company book balance , or simply 

 book balance.  Book balance usually does not reflect the actual amount of cash that is available 

to the firm at any specific time, because the actual cash amount depends on which checks have 

cleared or been cashed. 

  Now let us consider the bank’s side. The  bank ledger balance  is the name given to the bank’s 

accounting system for all recognized transactions that affect the account, including deposits, elec-

tronic transfers, service fees, and checks presented to the bank for payment. However, just as a 

company book balance may differ significantly from the actual value of cash of the firm, a bank 

ledger balance may vary significantly from the actual value of cash that the bank is holding for the 

depositor because of delays in collecting deposits and delays in making cash transfers. 

  The key measure is called the  bank available balance , which is the actual cash value of the ac-

count and can vary significantly from the ledger balance. The bank available balance is the amount 

of money that has been received from or on behalf of the customer less all amounts of money that 

have actually been paid out of the depositor’s account by the bank. Bank policies, such as how long 

checks are held, or when new deposits are added to your account, determine a great deal of the dif-

ference between the two balances. 

  Deposits of cash, electronic transfers, and cash withdrawals result in immediate changes in the 

available balance because money has been received or disbursed by the bank. Checks, drafts, and 

automated  clearinghouse  payments result in receipts or disbursements of money only after some 

delay. The delay can range from as little as a single day up to several days in the event of a check 

paid across national boundaries. (See Figure 14.6.)     

  Banks differ in how the ledger balance and available balance are used. Some banks will allow 

established customers to  overdraft  their accounts by paying a check when the available balance is 

not sufficient to cover the check amount, but the ledger balance is. 

   Float  is the term used to describe the delay in movement of money among depositors and banks. 

There are two primary causes of float: (1) delays in transferring money among banks due to internal 

     bank ledger balance  

 The sum of deposits and with-

drawals recorded in a bank’s ac-

counting records.    

     bank available balance  

 The sum of money that has actu-

ally been received and paid out of 

a depositor’s account.    

     clearinghouse  

 An entity that processes checks and 

electronic fund transfers for banks 

and other financial organizations.    

     overdraft  

 A negative balance in a depositor’s 

bank account.    

     float  

 Delays in the movement of money 

among depositors and banks.    
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procedures, called  availability float,  and (2) delays in delivering checks from the writer of the check 

to the recipient’s bank, called  processing float. Processing float  is the time required to move checks 

among payers, payees, and banks. Processing float is what individuals refer to when they say, “The 

check is in the mail.”   

 Reconciling Bank Balances with Company Book Balances 
 The key to managing your daily cash flow is knowing how much cash is available to you in your bank 

account at that moment. Some banks report available balances only once a day, so that amount can be 

misleading. To get a more realistic number, you need to  reconcile  the differences between bank and 

book balances caused by float to know how much cash is currently available and how much will soon 

be available for your business needs. Most small business managers concentrate their attention on 

maintaining a positive book balance and assume that this means there will be an adequate available 

balance. However, when this assumption is not correct, it often leads to cash flow crises. 

  If you want to be able to manage your cash flow in real time, it is important to choose a bank that 

gives you online access to account information that is continuously updated. Check to make sure 

how quickly transactions get posted and are reflected in your online account statement. If you feel 

you can afford a more leisurely approach to cash flow management, remember that day-old informa-

tion is much more timely than the month-old information furnished by a traditional bank statement. 

A manager can, with a bit of effort, use yesterday’s bank transactions and the current business book 

information to estimate cash availability and demands with reasonable accuracy. 

  The process of reconciling bank balance and book balances is quite simple. There are only two 

reasons why the balances differ:

1.      The bank knows information about your account that you cannot know until the bank tells you.  

2.     You know information about your account that the bank cannot know, because relevant transac-

tions have not yet reached the bank.    

  Information that the bank knows about your account that you do not know includes (1) the 

amount of service charges taken from your account, (2) the amount of any direct payments made 

to your account by your customers, (3) the amount of any interest received or charged, (4) and the 

amount of any checks that were returned because of  nonsufficient funds  (NSF). 

  Information that you know about your account that the bank does not know includes (1) the 

number and value of checks that you have written and mailed but that have not been received by the 

bank, and (2) deposits that you have mailed or made after bank closing. 

  The process of reconciling the bank and book balances is, therefore, a two-step process:

1.      Add (subtract) to the bank balance those things that you know about your account that the bank 

does not know.  

2.     Add (subtract) to your book balance those things that the bank knows about your account that 

you do not know until you receive the bank statement.    

  When this is done the  corrected  bank balance and the  corrected  book balance will be identical. 

The appendix to this chapter presents a complete example of performing a bank reconciliation. 

  Accepting payments by credit card causes significant differences between the bank and book 

balances for three reasons: 

●   Your business will record the gross amount of each credit card sale, while the credit card ser-

vice provider will deposit to your account the sale amount less the credit card service fee.  
●   Your business will show the amount of the sale deposited on the date of the sale, while the ser-

vice provider will take up to three working days to actually make the deposit to your account.  
●   Credit card clearing services also will reduce the amount deposited, or will  charge back  the 

amount, removing it from the business’s account in the event of fraud or customer challenge.    

  Similar patterns of the timing and the amounts of various deposits, fees, and transfers exist for 

other electronic transactions. A bank may accept payment, charge a handling fee, and deposit only 

the net amount, or it may deposit the gross amount and show a separate charge for handling fees. 

Regardless, the use of electronic payment systems, of all types, creates significant differences be-

tween bank and book balances. 

LO4

  Reconcile bank and 

company book balances.

     reconciling  

 An accounting process that identi-

fies the causes of all differences 

between book and bank balances.    

     nonsufficient funds  

 A situation that occurs when a 

check is returned to a depositor 

because the writer of the check 

did not have a bank available bal-

ance equal to or greater than the 

amount of the check.    

     charge back  

 A reduction in the bank account 

of a merchant by a credit card 

company.    
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  Why go to all this trouble? Because reconciling differences in the bank and book balances serves 

four purposes: 

●   Reconciliation gives you a way to estimate the bank’s available balance for the purpose of 

managing your cash flows.  
●   Regular reconciliation of bank and book balances identifies any mistakes that were made by 

either the bank or by your own bookkeeper—and those mistakes happen.  
●   Performing a reconciliation checks the accuracy of both the bank and business records, pro-

viding an accurate statement of the value of cash held by the business.  
●   A reconciliation lets you know about items on the bank statement that would not otherwise be 

included in the business’s accounting records.        

 Planning Cash Needs  
 For small businesses, the key to cash planning is the  cash budget . Simply put, the cash budget 

identifies when, how, and why cash is expected to come into the business, and when, how, and why 

it is expected to leave. The quality of those expectations is important. Making more realistic or ac-

curate estimates about expected incomes and expenses means that the budget becomes a more useful 

tool for understanding and managing your cash flow and financial situation. 

  All business budgeting begins with a forecast of sales. As is discussed in Chapters 12 and 13, 

there are several methods that are used to make sales forecasts. We will illustrate the process of 

creating a cash flow budget for the first quarter of the second year of   business using the predicted 

sales of MyLibros.com. The sales forecast is shown in Schedule 14.1.  

LO5

  Develop a cash budget.

     cash budget  

 A cash budget identifies when, 

how, and why cash is expected 

to come into the business, and 

when, how, and why it is expected 

to leave.    

SCHEDULE 14.1

MYLIBROS.COM

Sales Budget

For the Quarter Ending March 31, 2012

    Quarter 1

Month/Quarter Jan Feb Mar Total

Sales in units    

Books 608 621 634 1,863

Unit sales price 23.50 23.50 23.50 23.50

Revenue from books 14,288.00 14,593.50 14,899.00 43,780.50

Magazines 81 83 85 249

Unit sales price $17.02 $17.02 $17.02 $17.02

Revenue from magazines 1,378.62 1,412.66 1,446.70 4,237.98

Shipping fees @ 1.50 per book 912.00 931.50 951.00 2,794.50

Misc. media 0.00 0.00 0.00 0.00

Gross sales 16,578.62 16,937.66 17,296.70 50,812.98

Less credit card processing fee 464.20 474.25 484.31 1,422.76

Less discounts on book sales 1,428.80 1,459.35 1,489.90 4,378.05

Net sales 14,685.62 15,004.06 15,322.49 45,012.17
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 Sales Budget: Forecasting Sales Receipts 
 For many small businesses, the sales forecast  is  the cash receipts forecast. Businesses such as bar-

bershops, muffler repair shops, restaurants, and all kinds of retail merchandisers do not provide 

credit to customers. All sales are made either in cash or by credit card. Despite this, this type of busi-

ness  can  have cash flow problems created when sales are insufficient to cover required payments. 

Each type of business has a different pattern of sales and cash receipts. Some businesses, whose 

customers make heavy use of credit cards, can face serious cash drains as a result (see Thoughtful 

Entrepreneur: The Business Costs of Using Credit Cards).  
  Many businesses have either relatively few large sales events or highly seasonal sales that com-

plicate forecasting cash inflows. Examples include: 

●   Retailing  
●   House builders  
●   Custom electric sign shops  
●   Machine shops  
●   Providers of custom software  
●   Real estate brokers  
●   Consultants  
●   Ski resorts  
●   Water parks  
●   All businesses that depend upon tourism      

 Cash Receipts Budget 
 As we discussed earlier in this chapter, how much and when money will come into your business 

is of critical importance. Later, we will discuss specific techniques that you can use to help control 

both how much and when you will receive money. However, the basis to being able to control your 

business’s money is to understand and be able to predict the patterns of cash flows. Understanding 

and predicting begin when you prepare a  cash receipts budget.  

  Many small businesses operate on pretty much a cash basis, as does  MyLibros.com:  cus-

tomers purchase and pay at the same time. If, on the other hand, you do provide credit to your 

customers, sales and cash receipts can be very different. If you provide credit, you will always 

wait some period of time for some of your money—that’s what providing credit means, after 

all. You also, sooner or later, will have some customer who never pays. These two facts about 

     cash receipts budget  

 A schedule of the amounts and 

timings of the receipt of cash into 

a business.    

 Credit card use fees quickly add up to material amounts. Consider a successful restaurant that grosses approxi-

mately $80,000 per month, with an average per-customer ticket of $20. If 90 percent of customers pay with a 

credit card, 3,600 credit card charges will be made in a month ($80,000/$20 ⫻ 0.9). Assume that the credit 

card company charges 20 cents per transaction plus 2 percent of the amount charged. The credit card fee for 

the month will equal $2,160 (3,600 transactions ⫻ 0.20) ⫹ (80,000 ⫻ .9 ⫻ .02). The restaurant will also pay 

the 2 percent fee on any tips that are added to the bill. If the average tip added is 15 percent, then the added fee 

on tips charged per month will be another $216. Thus the restaurant will average paying an amount greater than 

$28,000 in credit card fees per year. 

  So why, you may ask, do small businesses use credit cards? First, accepting credit cards creates increased 

sales. Second, the credit card issuer assumes the cost and risk of determining credit worthiness. 

  The Business Costs Of Using Credit Cards  

 THE THOUGHTFUL ENTREPRENEUR 
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selling on credit create significant differences between the amount of sales and the amount of 

cash received in any month. 

  The pattern of collections greatly affects the timing of cash flows. For example, assume that, 

on average, 10 percent of your sales are made for cash, collected immediately. The remaining 90 

percent of sales are made on credit. You collect 60 percent in the month following the sale and 

the remaining 40 percent in the second month following the sale. To forecast cash receipts, simply 

combine the expected collections by months. To illustrate this, assume for a moment that MyLi-

bros, instead of using credit cards, sells its product on credit as described above. The cash receipts 

budget for the last quarter of the first year and the first quarter of the second year would then look 

like this: 

SCHEDULE 14.2A

MYLIBROS.COM

Cash Receipts Budget for Credit Sales

For the Quarter Ending March 31, 2012

  Last quarter previous year First quarter current year

Month of 

sale

Forecast 

sales amount 

(no credit 

card fee 

subtracted)

Cash 

collected in 

October from 

sales made 

in August, 

September, 

and October

Cash 

collected in 

November 

from sales 

made in 

September, 

October, and 

November

Cash 

collected in 

December 

from sales 

made in 

October, 

November, 

and 

December

Cash 

collected in 

January from 

sales made 

in November, 

December, 

and January

Cash 

collected 

in February 

from sales 

made in 

December, 

January, and 

February

Cash 

collected in 

March from 

sales made 

in January, 

February, 

and March

Total cash 

collected

August 11,785.84 4,242.90 4,242.90

September 12,289.90 6,636.55 4,424.36 11,060.91

October 13,654.66 1,365.47 7,373.52 4,915.68 13,654.66

November 15,948.07 1,594.81 8,611.96 5,741.31 15,948.07

December 15,749.98 1,575.00 8,504.99 5,669.99 15,749.98

January 15,149.82 1,514.98 8,180.90 5,453.94 15,149.82

February 15,478.31 1,547.83 8,358.29 9,906.12

March 15,806.80 1,580.68 1,580.68

 Totals 91,787.64 12,244.91 13,392.69 15,102.63 15,761.28 15,398.73 15,392.90 87,293.14

  Of course, as noted above, this is  not  how  MyLibros.com  is actually making sales. The  MyLibros.

com  business plan explicitly states in the “Financial Plan Assumptions, Expenses” section: 

 We anticipate 100 percent of sales to be purchased by customers using credit cards. 

The cost of selling through credit cards will be about 2.8 percent of net sales on the 

Web site.   

  Although the assumption is that processing credit cards will cost 2.8 percent, its effect is not in 

the business plan. The business plan also assumes that all revenue will be collected in the month 

10% of January 

sales are cash

Total cash collected 

in January

60% of 90% of 

December sales

40% of 90% of 

November sales
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  You can compare the numbers above with the numbers in the  MyLibros.com  business plan at 

the end of Chapter 8. You will see that the effect of not including the credit card charge results in 

MyLibros slightly overstating cash receipts. Because MyLibros is forecasting even daily sales, the 

delay in receiving payment for the last few days of the month has no material effect. Over time, 

MyLibros will collect for all sales. 

  Businesses for which the delay in receiving cash from credit card sales is important are those 

which make most of each week’s sales on Friday and Saturday evenings, such as theaters, restau-

rants, bars, and lounges. Purchases made over the weekend usually will not be transferred to the 

business’s bank account before the next Wednesday. 

  You can never know exactly when you will collect cash. However, your experience in business, 

the experience of other businesses in the industry, and careful monitoring of your credit process lets 

you make very good estimates. While resort owners may on occasion get advance bookings a year 

or more in advance, on average, deposits are received about one month in advance. Thus a reason-

able estimate of their amount and timing can be made.   

SCHEDULE 14.2B

MYLIBROS.COM

Cash Receipts Budget for Online Credit Card Sales

For the Quarter Ending March 31, 2012

Month of sale Forecast sales

Credit card 

fee: 2.8% 

discount Net sales

First quarter current year 

Total cash 

collected

Cash collected 

in January 

from sales 

made in the 

last 5 days 

of December 

and the first 

26 days of 

January

Cash collected 

in February 

from sales 

made in the 

last 5 days 

of January 

and the first 

23 days of 

February

Cash collected 

in March from 

sales made in 

the last 5 days 

of February 

and the first 26 

days of March

December $15,749.98 $441.00 $15,308.98 $2,469.19 $2,469.19

January 15,149.82 424.19 14,725.63 12,350.52 2,375.10 14,725.63

February 15,478.31 433.39 15,044.92 12,358.32 2,686.59 15,044.92

March 15,806.80 442.59 15,364.21 12,886.11 12,886.11

Totals $14,819.71 $14,733.43 $15,572.70 $45,125.84

of the sale. This assumption is reasonable, to simplify the business plan projections. However, it is 

not exactly correct. It takes approximately three to five working days for credit card charges made 

online to be transferred into the merchant’s bank account. Thus, sales made in the last few days of 

the month will be collected in the following month. For this reason, the cash budget in MyLibros’s 

business plan at the end of Chapter 8 is slightly inaccurate. The inaccuracy is  not  material to the 

business plan. But, for purposes of illustrating how this cost could be explicitly included in your 

planning, consider what the cash receipts budget for their actual operation would be if these two 

effects were included in the cash receipts budget. To make the changes explicit, we put the credit 

card fees on the cash receipts budget. We also assume that the credit card processor takes the full 

five days to transfer cash into MyLibros’s account. 

$15,308.98 / 31 x 5

$14,725.63 / 31 x 26
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 Forecasting Cash Disbursements 
 A similar approach is used for the forecasting of cash disbursements. The estimates of expenses that 

you develop in your budget, and your knowledge of your business’s payment patterns are combined 

to predict how much and when cash must be paid out. (See Schedule 14.3.) 

   MyLibros.com  states in the business plan, “Inventory is paid for and delivered in the month prior 

to sale.” In other words, the management of MyLibros intends to prepay for all inventory. This is 

a reasonable assumption for many small businesses including online retailers, restaurateurs, liquor 

stores, and bars. If we follow this assumption, but use the more common inventory purchases prac-

tice developed in Chapter 13 (Schedule 13.2), then  MyLibros.com ’s  cash disbursements budget  

would be: 

     cash disbursements 

budget  

 A schedule of the amounts and 

timings of payments of cash out of 

a business.    

SCHEDULE 14.3

MYLIBROS.COM

Cash Disbursements Budget

For the Quarter Ending March 31, 2012

First quarter current year 

January February March Total cash disbursed

Purchases for next month’s inventory 9,814.74 10,025.92 10,237.10 30,077.76

Selling expenses 1,216.79 1,242.34 1,268.43 3,727.56

Rent 1,500.00 1,500.00 1,500.00 4,500.00

Maintenance 500.00 500.00 500.00 1,500.00

General 835.00 835.00 835.00 2,505.00

Administrative/wages 442.80 414.85 386.90 1,244.55

Labor 1,307.20 1,335.15 1,363.10 4,005.45

Totals 15,616.53 15,853.26 16,090.53 47,560.32

  With the cash receipts and cash disbursements budgets complete, we need to know only how 

much money we expect to have on the first day of the year to put together a cash budget for the 

first quarter. The amount of cash we will have at the beginning of the year is simply the amount 

of cash we had at the end of the prior year. We can get this number from either of two sources: 

(1) the balance of our cash account after the year end reconciliation is complete, or (2) the amount 

of cash shown on our year-end balance sheet. You will find the beginning cash balance for the 

first month of year two in MyLibros’s business plan on the balance sheet for the end of year 

one: $40,472. However, to illustrate more general budgeting techniques, we assumed earlier that 

MyLibros would extend credit to customers. If indeed, MyLibros were to offer credit, then there 

would be $19,916 from November and December sales that had not yet been collected. Because 

of this, the beginning cash balance for the first quarter of the second year would be $20,556 and 

accounts receivable would be $19,916. 

  Also, to illustrate how projected cash shortages may be handled, assume that MyLibros de-

sires to have a minimum ending cash balance of $35,000 each month. If the projected cash 

balance is less than this, money will be borrowed from a line of credit. If the projected balance 

exceeds the desired minimum, then the surplus may be used to pay back some or all of the out-

standing line of credit. Because most business lenders will not make loans for “odd” amounts, 

we assume here that any money borrowed will be the amount of the shortage, rounded up to the 

next higher $100.    
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 The Comprehensive Budget—
the Pro Forma Cash Flow Statement 
 It is a fact that no matter how daunting, you will budget, one way or another. The budgeting process 

presented here is specifically designed to feed directly into your business plan. The final step in this 

part of business planning is to put everything together to create a complete set of pro forma financial 

statements that you can use for raising money, for evaluating your operations, and for managing 

your business. All the budgets from Chapter 13  and  the cash budget developed here are combined 

at this point to make the  comprehensive budget . (Comprehensive budgets are also often referred 

to as “ master budgets. ”) 

     comprehensive budget  

 Comprehensive budgets are often 

referred to as  master budgets.     

SKILL MODULE 

14.1

 Planning Cash Needs  

1.   How would sales for custom electric sign shops, machine shops, providers of custom software, real estate 

brokers, and consultants vary with (a) changes in the economy and (b) season of the year?  

2.   Use the spreadsheet, ComprehensiveBudget.xls, from the text Web site,  http://www.mhhe.com/katzesb , 

to complete the following tasks:

a.    Complete the cash collection forecast for MyLibros for the current year.  

b.   Complete the cash disbursement forecast for MyLibros for the current year.  

c.   Complete the cash budget for MyLibros for the current year.  

d.   Complete annual (i) income statement, (ii) statement of retained earnings, (iii) balance sheet, including 

statement of owners’ equity.      

 (Note: All needed data and step-by-step instructions are included in the spreadsheet.) 

SCHEDULE 14.4

MYLIBROS.COM

Cash Budget

For the Quarter Ending March 31, 2012

First quarter current year

January February March Quarter 1 Total

Beginning cash balance 20,556 35,000 35,046 20,556

Cash receipts 15,761 15,399 15,393 46,553

Total cash available 36,317 50,399 50,439 67,109

Cash disbursements 15,617 15,853 16,091 47,560

Forecast balance 20,700 34,546 34,348 19,548

Desired minimum balance 35,000 35,000 35,000 35,000

Excess (shortage) (14,300) (454) (652) (15,406)

Borrowings 14,300 500 700 15,500

Repayments -0- -0- -0- -0-

Ending balance 35,000 35,046 35,048 35,048
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SCHEDULE 14.5

MYLIBROS.COM

Statement of Cash Flows

For the Quarter Ending March 31, 2012

(Direct Method)

Cash flows from operating activities

Cash received from customers 46,553 

Cash paid to vendors

Inventory providers 30,078 

Labor 4,005 

Rent 4,500 

Maintenance 1,500 

Selling 3,728 

General 2,505 

Administrative & wages 1,245 47,560 

Net cash provided (used) by operations (1,007)

Cash flows from financing activities

Borrowings against line of credit 15,500 

Cash flows from investing activities 0 

Net cash inflows (outflows) 14,493 

Beginning cash balance 20,556 

Ending cash balance 35,048 

  The cash flow statement is essentially a restatement of the cash budget, but with the cash coming 

into your business and the cash going out of your business placed into the categories of cash from 

operations, cash from investing, and cash from financing. The format illustrated here is the direct 

method, which is the format now required by GAAP. Many owners of small businesses prefer the 

indirect method, which explicitly links net income to cash flows. An example and explanation of 

the indirect method of cash flow statements is available on the Web site for this text:  http://www.

mhhe.com/katzesb . Notice also that although we did the budgeting process to the nearest dollar, 

when pro forma statements are prepared, they are usually stated with an accuracy no greater than 

whole dollar amounts. In fact, for businesses that gross in excess of $10 million per year, pro forma 

amounts are usually rounded to the nearest one thousand dollars.   

 The Comprehensive Budget—Pro Forma Balance Sheet 
 The final step in preparing a master budget, and also in preparing the pro forma financial state-

ments for a business plan, is to prepare a balance sheet for each accounting period. As discussed in 

Chapter 13, the balance sheet provides a “snapshot” of the financial position of your business as of 

the date it is prepared. The sample balance sheet below illustrates how the various schedules of the 

master budget are collected and reported. 

From the Cash Budget: 

Cash Receipts, Schedule 

14.4

From the Purchases 

Budget, Schedule 13.2

Total Cash 

Disbursements from Cash 

Budget, Schedule 14.4

Investing activities 

include owner contributions, 

purchases and sales 

of property, plant and 

equipment, and investments 

in other businesses
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SCHEDULE 14.6

MYLIBROS.COM

Balance Sheet

For the Quarter Ending March 31, 2012

Assets:

Cash and cash equivalents 35,048

Accounts receivable (based on hypothetical credit sales) 19,798

Inventory 5,485

Fixed assets at cost 22,750

Less accumulated depreciation 6,440 16,310

Total assets 76,641

Liabilities and owners’ equity

Short-term liabilities 15,500

Long-term liabilities

Total liabilities 15,500

Equity

LLC membership shares 100,000

Beginning retained earnings (36,783)

Net income (loss) (2,075)

Ending retained earnings (38,859)

Total owners’ equity 61,141

Total of liabilities & owners’ equity 76,641

 A Comprehensive Budget 

 Choose a business that you are interested in owning.  
1.   Prepare a complete list of the costs of operating this business. To determine the costs of your selected busi-

ness, examine sources such as  Entrepreneur  magazine’s start-up manuals ( http://www.smallbizbooks.

com/cgi-bin/SmallBizBooks/index.html ) or perform a Google search on the term “business startup 

guide” for other books, manuals, and Web sites. You may also obtain cost information from the Internal 

Revenue Service, audit guides, franchisors, and industry organizations.  

2.   Place each cost that you identify into one of the following categories: fixed cost, variable cost, or mixed 

cost. (Remember: variable costs are costs that vary with changes in sales or production.)  

SKILL MODULE 

14.2

  The spreadsheets used to prepare the budget examples are available on the Web site for this 

textbook,  www.mhhe.com/katzesb . They may be used as models to develop other planning spread-

sheets appropriate for businesses other than retail.      

Ending cash balance 

from Cash Budget

Uncollected amounts 

from Feb & Mar on the 

Cash Receipts Budget 

(Schedule 14.2A)

Ending inventory 

of 389 units at 

$14.10 each on the 

Purchases Budget 

(Schedule 13.2)

Sum of all profits and 

losses since the business 

began

From Schedule 13.7

Borrowings to meet 

desired minimum 

ending cash
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 Preventing Cash Flow Problems  
 Benjamin Franklin’s adage, “An ounce of prevention is worth a pound of cure,” truly describes the 

best way to manage cash flows in a business. It is much, much easier to prevent such problems than 

to solve them once they begin. 

  Several techniques can help prevent getting into a cash flow problem in the first place. The best 

prevention is attending to and understanding your business’s operations—its patterns of generating 

cash inflows and outflows—which should help you maintain an accurate forecast of cash needs. 

However, planning alone usually is not sufficient to ensure that cash flow needs are met. The assump-

tions made may be incorrect. The economy may suffer an unforeseen shock, such as a natural disaster, 

war, or energy shortages. Fashions and preferences change, often in unexpected and unpredictable 

ways. As airline pilots often point out, “Careful planning is no substitute for full fuel tanks.”  

 Protecting Cash from Being Stolen 
 Cash is the most desired asset and easiest asset to steal from your business. While there is some 

chance that theft will be committed by criminals coming into your business carrying a gun, the vast 

majority of business theft is committed by employees. This is so for two reasons. First, employees 

have access to cash in the course of doing their jobs. Second, employees are often in a position to 

be able to hide the theft. 

  According to the U.S. Chamber of Commerce, 10  the most common means by which employees 

steal cash from their employers are through misappropriations of cash accomplished using one of 

three categories of theft: (1) Larceny and embezzlement, which are methods employees use to steal 

cash after it has been received and recorded in your books. (2) Skimming, which is the practice of 

“pocketing” money from customers and hiding the theft by not recording the sale. (3) Phony dis-

bursements, which are most commonly accomplished by making fake invoices that are subsequently 

paid by your ordinary cash disbursement procedure. There are many, many variations on these broad 

categories, including such practices as creating “phantom employees,” whose paychecks go to the ac-

counts of the thieves, tampering with legitimately processed checks, and conducting billing scams. 

  Of these three broad categories, skimming is the most prevalent. Embezzlement, however, is the 

means by which the greatest dollar loss occurs. Partly, this is because of the nature of the transac-

tions used in each fraud. Skimming is usually done at the point of sale: a bartender who “forgets” to 

enter a sale into the register or a sales clerk who scans the code for a $20 jacket while checking out 

a $500 leather coat for a confederate. Embezzlement, on the other hand, usually happens in your ac-

counting office. Any single skimming incident is limited to the sales amount. A crooked accountant 

can steal the entire value of your business. 

  To protect your business from having its cash drained by employees, you need to take specific 

steps, the first and most important of which is to hire honest and ethical people into your business. 

Do really good preemployment background checks, including criminal records, previous employer, 

credit history, official transcripts from colleges, and references.  

 Other steps you should take are: 

●   Run credit checks periodically on all employees who have material access to your finances.  
●   Identify opportunities employees have to steal from you. Examine every aspect of how money 

flows into and out of your business, and evaluate the inherent risks.  
●   Divide financial duties among two or more people. The person who prepares the payroll 

should not be allowed to hand out checks or to authorize direct transfers. The person who 

authorizes payment of a bill must not also be able to write the check for payment.  

LO6

  Develop strategies for 

preventing and coping with 

cash flow problems.

3.   From industry sources, determine what the customary payment terms are from vendors and what terms, if 

any, your business will be expected to provide to customers.  

4.   Use this cost information to produce a comprehensive budget, based on the ComprehensiveBudget.xls from 

the McGraw-Hill Web site,  www.mhhe.com/katzesb .  

5.   From the cash budget that you have prepared, identify any cash flow shortages. Prepare a plan to deal with 

the expected shortages.   
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●   Investigate budget variances carefully.  
●   Have a formal audit conducted, including your internal and external control procedures.  
●   Implement a formal statement of ethics policies.  
●   Provide coaching, counseling, and training to employees to ensure they understand the ethical 

standards set for your business.  
●   Terminate the employment of those who fail to achieve standards within a reasonable time.  
●   Provide education about the economics of your business to employees. Be sure each under-

stands that the theft of a single dollar means that you will have to increase sales by $10, just 

to recover the value of the theft.     

 Techniques to Increase Cash Inflows 
 There are several simple methods that can be used to increase the amount of cash flows while simulta-

neously reducing the effects of irregular or seasonal patterns of receipts. Five proven techniques are:  

●   Taking deposits and progress payments.  
●   Offering discounts for prompt payment.  
●   Asking for your money.  
●   Taking on noncore paying projects.  
●   Factoring receivables.   

   Deposits and progress payments  can greatly smooth the receipt of cash in businesses which 

otherwise have highly variable levels of cash flows. For example, many businesses that involve 

summer activities, such as water parks, are open as few as 100 days per year. However, many costs, 

such as rent, taxes, maintenance, security, and utilities, continue year-round. These types of busi-

nesses often choose to obtain cash flow during the closed season by selling season tickets or other 

forms of advance purchase. 11  Progress payments are payments that are received from your customer 

as you achieve predetermined goals in a lengthy project. Progress payments are very common in the 

construction industry where individual projects may take years to complete. 

  Requiring deposits is advisable in many kinds of businesses in which the process to fulfill a 

contract with a customer requires significant amounts of time or additional capital. Examples of this 

type of business are building contractors, consultants, and manufacturers of custom machinery. 

   Discounts for prompt payment  will often motivate your customers to make payments in a 

timely manner. It is common for wholesale suppliers to offer their customers terms of a 2 percent 

discount for payment within 5 to 10 working days. You must carefully balance the cost of provid-

ing the discount with the cost of obtaining needed cash from other sources. 12  The cost of a discount 

for prompt payment is deceiving. Consider that you are operating a wholesale distributorship of 

plumbing supplies, with an average margin on sales of 22 percent, and you provide a 2 percent dis-

count for prompt payment. A customer purchases $100 of supplies on account. What is the effect 

on your profitability? Your profit margin will decline from $22 to $20, a decline in gross margin of 

9.1 percent. (See Table 14.1.) 

  Asking for your money is at once the most simple and the most effective way to obtain payment 

from customers. 13  Surprisingly, many owners and managers of small businesses are loath to call 

     deposits and progress 

payments  

 Cash payments received before 

product is completed or delivered.    

     discounts for prompt 

payment  

 A reduction in sales price provided 

to credit customers for paying 

outstanding amounts in a timely 

manner.    

TABLE 14.1 Effect of Prompt Payment Discounts 
on Gross Margin

Gross sales amount $100.00

Less cost of goods sold 78.00

Gross margin 22.00

Less prompt pay discount of 2 percent 2.00

Net margin $20.00

Percentage reduction in margin ($2/$22) 9.1%
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customers and request that they pay what they owe. However, you will find that few, if any, busi-

nesspeople will be offended by a polite phone call requesting payment. This is especially true of the 

owners and managers of small businesses who have encountered cash flow difficulties themselves. 

Very often, a request for prompt payment will be honored, if possible. Of course, there is an implied 

obligation that, if at some time in the future the customers encounter cash flow problems, you will 

also be understanding and cooperative, helping them through their own rough spot. 

  Taking on  noncore projects  can often provide desperately needed cash during slow business 

periods. Possibilities are limited only by your imagination. Many sign installers, during slow times 

in early spring, often will send a crane truck and operator to hoist air-conditioning and other equip-

ment onto the roofs of buildings. Bill Millers’ Barbecue of San Antonio, Texas, for a fee, deep-fries 

whole turkeys for customers during the slow restaurant periods immediately preceding Thanksgiv-

ing and Christmas. Rowan Oak House B&B in Salisbury, North Carolina, as do many bed and 

breakfasts, during its slow seasons, sells “murder mystery weekends” that include lodging, break-

fast, dinner, and a role-playing mystery game, complete with costumes and props. 

   Factoring receivables  should be considered only if other, less expensive methods to increase 

cash flows have not been sufficient. 14  Factoring is a method of borrowing against receivables. The 

factor will usually lend between 75 percent and 80 percent of the amount of uncollected receivables. 

As the receivables are collected, the factor deducts a proportional principal amount and remits the 

remainder, less its fee, typically 5 percent of the gross receivables, to the business. 15   
  To factor your receivables, your customers must have good credit ratings. Your credit rating is 

irrelevant because it is the customers who pay the factor, not you. To provide for losses on uncol-

lectible accounts, some factors either hold back some of the remittances or charge back any uncol-

lected amounts at the end of a specified contract period.    

 Techniques to Decrease Cash Outflows 
 Decreasing cash outflows is as important as increasing cash inflows. Regardless of how much 

money you’re making, conserving cash is essential. All companies have certain costs that cannot be 

avoided and cannot be financed. Examples of unavoidable cash payments include payroll, rent, utili-

ties, and withholding taxes. If you do not have enough cash to pay your employees, keep the door 

open, the lights burning, and the tax collector at bay, the business will fail, no matter its potential or 

     noncore projects  

 Revenue-producing tasks and 

activities related to, but not part 

of, the primary strategy of a 

business.    

     factoring receivables  

 Borrowing money secured by a 

firm’s accounts receivable.    

 There are several caveats to be considered in taking on noncore projects: 

●   First, any noncore project should be such that it can be completed in a reasonable time.  

●   Second, the project should be clearly specified, with clearly defined outcomes or stopping points.  

●   Third, no noncore project should be taken solely for the purpose of “churning dollars.”    

  Noncore projects can sometimes provide desperately needed cash. However, the time for such projects is 

taken from time that otherwise would be used for your core business. When the environment for the core busi-

ness improves, noncore projects can become very costly distractions. 

  Specifying outcomes and stopping points prevents making noncore projects into permanent business, which 

then competes for limited resources with the core business. 

  It is always tempting, when faced with a need for cash, to offer deep discounts to gain cash inflows. This 

is counterproductive, however, for two reasons: (1) discounting in either your core or in an associated business 

devalues your product or service, which will limit the price that can be charged when conditions improve, and 

(2) accepting business that does not provide an adequate margin reduces profitability for the entire year, which 

can negatively affect your ability to arrange financing and investment when business conditions improve and 

additional funding is needed for growth. 

  Dangers of Taking on Noncore Business Projects  

 THE THOUGHTFUL ENTREPRENEUR 
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paper profits. As with cash inflows there are two factors of cash outflows that must be controlled: 

(1) the amount of cash being paid out and (2) the timing of cash being paid out. 

  Controlling the amount of cash being paid out is primarily a function of making good purchas-

ing decisions and avoiding waste. By purchasing in the appropriate quantities with the appropriate 

quality at the appropriate times, the need to make cash payments can be aligned with the receipt of 

cash, to the extent that the nature of the business allows. 

  Every business that maintains inventory has an optimal level that minimizes the total cost of 

(1) carrying inventory, (2) processing orders, and (3) losing sales due to being out of stock. The 

optimum level of many other business resources can similarly be determined. Setting reasonable 

standards and carefully monitoring usage and stocking levels reduce the amount of cash required 

for these essential business resources while maximizing revenues. The determination of optimum 

stocking levels is fully discussed in the appendix of Chapter 16. 

  Waste also affects cash outflow. Resources that are wasted represent cash that was paid out with 

no economic benefit. Almost any resource can be wasted. You can waste the time of your employees 

by requiring procedures such as record keeping and reporting that are not useful for management. 

You can waste primary materials by inefficient cutting and by allowing materials to spoil, break, 

or be stolen. You can waste rent by maintaining space that does not produce revenue. The list of 

potential waste is endless. 

  Most of us become so accustomed to our ways of doing business that we often do not recognize 

waste when we see it. For years, restaurants paid people to haul away old cooking oils and grease. 

If there was no one to haul the oil, it was often dumped onto gravel parking lots or poured into solid 

waste dumps. The oil was indeed  scrap —it had no further economic use in the restaurant. The oil 

was not  waste,  however, until it was poured out. There was an economically valuable use for the 

oil in making cosmetics, animal feed, paint, and chemicals. Today, the waste oil from restaurants 

and commercial food manufacturers is so valuable that not only is there an active market for waste 

oil, but organized bandits often steal the oil at night. Oil that once was considered trash is today a 

significant source of revenue. 

  It takes insight into your particular business to determine what constitutes waste. 16  Suppose you 

have a sizable store of the leftovers from cutting plywood to make your product. It is certain that 

the plywood pieces are scrap. But are they waste? To determine if these odd pieces of wood are 

waste, you need to find out (1) if there is a cutting pattern that will reduce the amount of leftover 

wood; (2) if you cannot reduce the amount of scrap, is there an economically valuable use for it; and 

(3) what it is costing you to keep the scrap pieces on hand. You may find that the wood is scrap, but 

the waste is the space that it occupies—space that you could otherwise put to productive use. 

 Although it is tempting to use your receivables to obtain immediate cash, doing so is quite expensive. Suppose, 

for example, your business has $100,000 in accounts receivable. If you factor these receivables, you will obtain 

an immediate $75,000. Now suppose a customer who owes $10,000 pays the full amount. The factor will deduct 

75 percent in repayment plus 5 percent of the gross payment amount. You will receive the remaining $2,000:

 Customer payment $10,000

 Repayment to factor (7,500)

 5% factor fee (500)

 Balance received 2,000 

  If your factored receivables are all collected within 90 days, you will have paid $5,000 to receive $75,000 

immediately plus $20,000 over three months, a total of $95,000. On an annual basis, this is essentially the same 

as paying 22 percent interest. 

 Effect of Borrowing against Your Receivables 

 THE THOUGHTFUL ENTREPRENEUR 
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  In addition to making wise purchasing decisions and avoiding waste of resources, there are sev-

eral strategies that will provide savings in cash outflows, including: 17  

●   Trade discounts.  
●   Noncash employee incentives.  
●   Use of temporary agencies.  
●   Consignment.  
●   Barter.  
●   Control of the timing of paying out cash.  
●   Negotiation of terms with suppliers.  
●   Timing of purchases.  
●   Gaming of the payment process.   

Some of these should be familiar, because they are mentioned in the discussion of bootstrapping in 

Chapter 5, where bootstrapping is introduced as a way to make possible a part-time business operat-

ing on a very limited budget; but the ideas of bootstrapping, as we can see below, also apply to more 

established kinds of small businesses. 

   Trade discounts  are given by suppliers and vendors to encourage customers to make timely 

payments on account. In effect, you are borrowing from the vendor at the discount rate for the 

number of days that you may wait to pay after the cutoff date for receiving the discount. The rule of 

thumb for trade discounts is that you should always capture discounts of 1 percent or greater, if the 

billing period is less than 30 days. 

  If the supplier provides payment terms exceeding 30 days, then you must perform a quick analy-

sis to determine whether taking the discount or delaying payment provides the greater value. To 

decide whether to take the discount, compare the annual effective interest rate of the discount to your 

cost of borrowing from other sources. Then choose the one with the lower annual effective rate. 

   Noncash incentives  for employees is the most widely used technique to reduce the amount of 

cash that must be paid out of the business. The most common such incentive is to grant stock op-

tions, which give the employee the right to purchase company stock at a fixed price in the future. 

The hope of the employee is that the stock will go up significantly in price and, that upon either 

selling or exercising the option, the employee will realize large gains. Other noncash incentives 

     trade discounts  

 Percentage discounts from gross 

invoice amounts provided to en-

courage prompt payment.    

     noncash incentives  

 Rewards that do not require pay-

ment of cash, such as stock op-

tions, compensating time off, or 

added vacation days.    

 Assume that MyLibros.com can borrow from the bank at 11 percent. The supplier of books provides credit terms 

at a 1 percent discount, if paid within 10 days of the receipt of the invoice, and the full amount must be paid in 

30 days. To see if the heuristic (“take any discount of 1 percent or greater when the payment period is 30 or fewer 

days”) holds in this case, calculate the annual effective interest rate:

Annual effective rate ⫽ discount/(100% ⫺ discount) ⫻ 365/(payment period ⫺ discount period)

AER ⫽ .01/(1.00 ⫺ .01) ⫻ 365/(30 ⫺ 10)

AER ⫽ .01/.99 ⫻ 365/(20)

AER ⫽ 0.01010101 ⫻ 18.25

AER ⫽ 18.43%

Yes, indeed, the heuristic holds. 18.43 percent is much greater than is 11 percent. MyLibros should pay within 

10 days, taking the 1 percent discount on the goods. 

  Suppose, however, that the vendor’s terms were 1 percent discount if paid in 10 days, due in full in 45 days 

after receipt. If you do the same arithmetic, the result is 10.53 percent. With the more generous terms, it is better 

for MyLibros to delay payment to the full 45 days. 

  Should I Take a Supplier’s Discount for Payment?  

 THE THOUGHTFUL ENTREPRENEUR 
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include autonomy, a chance to be creative, flexible hours, telecommuting, praise, training, career 

opportunities, the chance to work with (or learn about) advanced technology, responsibility, ben-

efits packages (health, vacation, retirement, etc.), a supportive or protective culture, and even small 

prizes and awards. 18  

  Use of temporary agencies is another way to reduce the cost of employees. If you do not need 

a full-time, permanent employee, agencies can provide educated, trained, and skilled workers who 

will work only as much as you need. It is common today for small businesses to contract with agen-

cies to provide all sorts of temporary employees, from unskilled labor to a chief executive officer.  

   Consignment  is the practice of accepting goods for resale without taking ownership of them 

and without being responsible to pay prior to their being sold. Consignment sales are the norm in the 

operation of art galleries. Living artists usually make an exclusive contract with a specific gallery 

to display their works. When a piece of art is sold, either by the gallery or by the artist, the gallery 

arranges for receipt of payment, delivery of the art, and guarantee of the provenance of the art, in 

return for a percentage of the sales price. 

  Lisa Fittipaldi ( www.lisafittipaldi.com ) provides an example of this type of arrangement. Lisa, 

who is completely blind, is a painter who produces remarkable, lifelike representational art. Her 

phenomenal visual memory allows her to work on several paintings at once, moving with assurance 

from one to another. Lisa has a contract with Gallery SOCO, of Austin, Texas, to display and pro-

mote her art, which she provides on consignment to the gallery. 

  Other industries that use consignment sales include the distributors of salty snacks (potato chips, 

corn chips, peanuts, etc.), specialty food items, used furniture and antiques, sporting goods, and used 

automobiles. The advantage of receiving goods on consignment is that they remain the property 

of the consigner and do not have to be paid for until sold, thus matching cash receipts with cash 

disbursement. 

   Barter  is the practice of trading goods and services without the use of money. For example, an 

accountant may trade accounting services to a sign company in return for the sign company manu-

facturing and installing a sign at the accountant’s place of business. Barter alleviates the need for 

cash by trading good for good, service for service, or service for good. Barter is legal in the United 

States and is widely practiced among small businesses. 19  Although money is not used in the transac-

tion, the legislature, the IRS, and the courts have consistently ruled that barter is a taxable transac-

tion, except in case of trades of “like-kind” goods or services. In other words, you may trade real 

estate for real estate, or machinery for machinery without creating a taxable transaction. However, if 

you trade your airplane for real estate or if you use any amount of money in the trade, the transaction 

is subject to tax. 

  Because of the provision for tax-free treatment of like-kind trades, barter transactions are sus-

ceptible to misuse to avoid paying taxes. As a result, the rules for reporting barter transactions are 

restrictive and quite complex. Misuse of barter is usually considered fraud by the IRS and can lead 

to criminal penalties. 

  There are numerous services, organizations, and Web sites that facilitate barter transactions. For 

example, the Open Directory Project,  http://dmoz.org/Business/International_ Business_and_

Trade/Barter/ , lists over 60 online barter clubs, organizations, brokers, exchanges, and for-profit 

companies that support barter, using the Internet. The Google directory,  http://directory.google.

com/Top/Business/International_Business_and_Trade/Barter/ , returns 33 similar references. 

There are even trade associations for the barter industry such as the International Reciprocal Trade 

Association ( www.irta.com ) or the National Association of Trade Exchanges ( www.nate.org ). 

  Controlling the timing of paying out cash can be accomplished through a number of methods. 

The strategy is not to unnecessarily delay paying, but to arrange payment schedules in such a way 

that due dates match the times when cash is available. 

  Negotiating terms with suppliers is a common, acceptable method for controlling when payment 

must be made for goods and services. For example, many building contractors who build single-

family houses expect to complete and sell a house in a 90-day period. Most builders negotiate with 

primary suppliers such as lumberyards and plumbing wholesalers to finance the materials needed 

to build a house. The suppliers are protected by having a lien on the house that must be paid before 

title of the house can be passed to the buyer. 

     consignment  

 The practice of accepting goods 

for resale, without taking owner-

ship of them and without being 

responsible to pay prior to their 

being sold.    

     barter  

 The practice of trading goods 

and services without the use of 

money.    
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  Similar arrangements are made to finance many types of long-term projects, as well. Often the 

winning bidder on a large project will make the major suppliers subcontractors who agree to accept 

payment when the general contractor is paid. 

   Timing purchases  is a method of controlling the timing of cash outflows that is invisible to 

suppliers and vendors. Your specific reason for placing any certain order on any certain day is not 

apparent. However, knowledge of the payment policies of suppliers can provide considerable lee-

way in when bills must be paid following delivery of goods. For example, it is common for whole-

sale suppliers to have payment terms that define an on-time payment as being any payment made on 

or before the tenth day of the month following purchase. Knowing this term, you can gain additional 

time to pay by delaying purchase until the first day of the month. This provides up to 41 days before 

payment must be made without being classified as late. Were you to purchase on the last day of the 

month, you would have only 10 days to make a timely payment. 

   Gaming the payment process  is a common, if a bit underhanded, method of controlling cash 

outflows. Methods range from simply not paying a bill when it is due to sending checks that you’ve 

“forgotten” to sign, to sending checks in payment and then stopping payment after the payment has 

been recorded, but the check has not yet cleared. Very few business owners and managers are proud 

of taking such measures, but most will, if promised confidentiality, admit to having done one or 

another in times of cash crises. 

  Gaming payments can be quite costly, however. You may well get away with any one of these 

strategies with any single vendor one time. The more often you game payment, the more certain it 

becomes that your business credit rating and reputation will suffer as a result. Being consistently late 

in payment, regardless of gaming strategies, will cause a decrease in your business’s credit worthi-

ness. It is not uncommon for suppliers and vendors to refuse to do business with customers who 

regularly attempt to game the process.     

 Controlling Cash Shortages  
 No matter how well you plan or how well you manage your business, sooner or later you will 

experience a significant cash shortage. Causes of cash shortages range from the obvious, a cus-

tomer fails to make an expected payment or goes out of business without paying at all, to the 

obscure—an economic shock, such as a plant closing, natural disaster, or political turmoil like 

an oil embargo or war. During a time of economic shock, you may not attain your sales goals, 

 and  you may not be able to collect from customers as they suffer from the same bad economy. 

However, many, if not all, your bills go on, demanding payments that you no longer have the 

money to make. 

  Another often overlooked cause of cash shortages is a surplus of good news: Your business has 

proven to be wildly successful, and sales are growing at an exponential rate. This situation is often 

referred to as the  growth trap . 20  Because of increased sales, you need more labor, more materials 

for your product, more factory space, and more warehouse space to store completed products until 

they can be shipped to your customers. All this growth requires money, and lots of it. However, as 

discussed above, sales take time to convert into money. The product must be made and shipped be-

fore any customer will pay. If you are offering credit to customers, you will have to wait even longer 

to receive that payment. You are in a “trap” made by growth: Growing will produce more money, 

but right now you need money to grow. 

  There are numerous strategies to handle cash shortfalls, including laying off employees, slowing 

payments for purchases, stepping up collection efforts, selling investment securities, or using your 

own money. A survey of small business owners (see Figure 14.7) found that there are at least eight 

strategies employed by small businesses for handling money shortages. These are, in the order of 

their frequency of use: 

1.       Use personal money.  

2.     Borrow.  

3.     Adjust scheduled purchases.  

4.     Adjust scheduled payments.  

     timing purchases  

 A method of controlling the timing 

of cash outflows that is invisible to 

suppliers and vendors.    

     gaming the payment 

process  

 Using methods to appear to be 

paying bills on time, when in 

fact payment is being delayed or 

avoided.    

LO7

  Implement strategies 

for coping with cash shortages.

     growth trap  

 A financial crisis that is caused by 

a business growing faster than it 

can be financed.    
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5.     Try to collect money due.  

6.     Sell investments.  

7.     Sell receivables.  

8.    Lay off employees.   

  Of the strategies employed, the three most common, in order of use, are (1) use personal money, 

(2) borrow, and (3) adjust scheduled purchases. Together, these three strategies were used by over 

60 percent of the respondents to the survey.    

 In Review  
 Managing cash flows is at the same time the most important and most difficult task faced by owners 

and managers of small businesses. What makes it so difficult is the constant juggling act between 

the timing of cash coming into the business and cash going out of the business. 

  You now have the basics of understanding what constitutes money, cash, revenue, and expense. 

You know that they are related, but very different concepts. Money and cash are economic realities 

that are essential for business operation. Revenues and expense are solely accounting concepts that 

are used primarily as tools to measure business activities. 

  Revenues and expenses are used to predict the amounts and timings of cash inflows and outflows 

primarily through the budgeting process, which starts with forecasting sales and ends in a cash 

budget. 

  Since most small businesses depend on their bank checking accounts as a money management 

tool, the most basic money management skill becomes a bank reconciliation. The best way to go 

about this is to reconcile the bank balance for items that you know about but are unknown to the 

bank, and adjust your book balance for those items that are reported by the bank, such as their fees. 

When done accurately, this type of reconciliation results in the bank and book balances reporting the 

identical “true” cash position of the firm as of the date of the bank statement. 

  There are numerous ways that both the amounts and timings of cash flows can be managed, to 

some extent, by the owner or manager of a small business. Some cash management techniques are 

very inexpensive and really a matter of common sense, such as not wasting resources and not buy-

ing anything that is not absolutely needed for the business. Other techniques incur costs in the form 

of interest expense and use of management time. All of the techniques discussed in this chapter are 

used daily by small business managers across the world.    
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  CHAPTER SUMMARY  

  Explain the importance of managing your business’s 
money.  

●   Almost two-thirds of small businesses experience money prob-

lems because of: 

●   Difficulty collecting money due from customers.  

●   Seasonal variation in sales.  

●   Unexpected decreases in sales.     

●   The cash-to-cash or operating cycle is the time it takes for a 

business to obtain resources, produce and sell its product, and 

collect cash from sales: 

●   The cycle can be as short as a few hours or as long as 

several years, depending upon the type of business.     

●   Many small businesses experience difficulty or failure, because of: 

●   The mismatch in time between receiving cash and spend-

ing cash.  

●   The mismatch between the size of payments received and 

the size of payments that must be made.       

  Explain the concepts of money, cash, and cash 
equivalents.  

●   Money is a special type of information with three primary 

purposes—making exchanges, keeping track of wealth or 

value, and storing wealth for future use.  

●   What makes money “ money, ” is the  belief  users have 

about the information contained in the money.  

●   Profit is not money. Rather profits are information about 

money derived from the difference between two account-

ing items, revenue and expense.    

●   Cash is composed of the three forms of money that can be 

immediately used to make payments: currency, demand 

deposits, and traveler’s checks.  

●   Cash equivalents are assets that may be turned into cash in 

a few hours to a few days. Cash equivalents include market-

able securities, commercial paper, and debt investments that 

mature in less than three months.  

●   Currency is the most common form of cash and is composed 

of bills and coins that represent money.  

●   Demand deposits, which include checking accounts, savings 

accounts, and traveler’s checks, are the second most common 

form of cash.  

●   Marketable securities are made up of stocks and bonds for 

which there is an active auction market.    

  Explain the basics of managing cash flow.  

●   Cash can come from only three sources: 

●   Operations which comprise selling the products and 

services and collecting cash from customers.  

●   Investing, which comprises buying and selling stocks, 

bonds, land, buildings, or equipment.  

●   Financing which is either cash donated to the business in 

return for ownership or money borrowed from other entities.     

●   The starting point in understanding cash management is 

understanding how banks work, because small businesses 

depend on banks to store cash, handle checks and credit 

cards, and obtain financing: 

●   Money you have deposited today may not be immediately 

available to you because deposits, checks, and electronic 

transfers take time to complete.  

●   Bank available balance is the amount of money that has 

been received into the account, less all amounts of money 

that have been paid out of account by the bank.  

●    Float  is the term used to describe the delay in movement 

of money among depositors and banks. Business manag-

ers often use float as a cash management tool.       

  Reconcile bank and company book balances.  

●   Reconciling the differences between bank and book balances 

caused by float lets you know how much cash is currently 

available and how much will soon be available.  

●   The process of reconciling bank balance and book balance is 

quite simple.  

●   Add (subtract) to the bank balance those things that you 

know about your account that the bank does not know.  

●   Add (subtract) to your book balance those things that the 

bank knows about your account that you do not know 

until reported by the bank.    

●   Accepting payments by credit card causes significant differ-

ences between the bank and book balances for three reasons: 

●   Credit card service providers deposit the sale amount less 

the credit card service fee.  

LO1

LO2
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  KEY TERMS  

  cash-to-cash cycle, 442  

  operating cycle, 442  
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  money, 445  

  profit, 446  

  cash, 446  

  cash equivalents, 446  

  currency, 446  

  demand deposits, 446  

  marketable securities, 447  

  commercial paper, 447  

  short-term debt, 447  

  bearer, 447  

  company book balance, 448  

  bank ledger balance, 449  

  bank available balance, 449  

  clearinghouse, 449  

  overdraft, 449  

  float, 449  

  reconciling, 450  

  nonsufficient funds, 450  

  charge back, 450  

  cash budget, 451  

  cash receipts budget, 452  

  cash disbursements budget, 455  

  comprehensive budget, 456  

  deposits and progress payments, 460  

  discounts for prompt payment, 460  

  noncore projects, 461  

  factoring receivables, 461  

  trade discounts, 463  

  noncash incentives, 463  

  consignment, 464  

  barter, 464  

  timing purchases, 465  

  gaming the payment process, 465  

  growth trap, 465    

●   The service provider will take up to five working days to 

make a deposit to your account.  

●   Credit card clearing services reduce the amount deposited 

in the event of fraud or customer challenge.       

  Develop a cash budget.  

●   A cash budget identifies when, how, and why cash is expected 

to come into the business, and when, how, and why it is 

expected to leave: 

●   For businesses that make sales by cash or by credit card, 

the sales forecast  is  the cash receipts forecast.  

●   If you provide credit to your customers, you will always 

wait some period of time for some of your money. You 

also, sooner or later, will have some customer who never 

pays.     

●   Cash receipts and cash disbursements budgets are used to put 

together a cash budget.  

●   All budgets are combined at this point to make the  comprehen-

sive budget.     

  Develop strategies for preventing and coping with 
cash flow problems.  

●   The best way to prevent cash flow problems is to pay attention 

to and understand your business’s operations and patterns of 

cash flows.  

●   Five proven techniques to even out cash flows are: 

●   Taking deposits and progress payments.  

●   Offering discounts for prompt payment.  

●   Asking for your money.  

●   Taking on noncore paying projects.  

●   Factoring receivables.     

●   Controlling the amount of cash being paid out is primarily a 

function of making good purchasing decisions and avoiding 

waste.    

  Implement strategies for coping with cash 
shortages.  

●   No matter how well you plan or how well you manage your 

business, sooner or later you will experience a significant cash 

shortage.  

●   Causes of cash shortages include a customer failing to pay or 

going out of business, and economic shocks, such as a natural 

disaster or war.  

●   The growth trap causes cash flow problems when the rate of 

growth is faster than the operating cycle.  

●   The three most common ways to handle cash shortages are 

(1) using personal money, (2) borrowing, and (3) adjusting 

scheduled purchases.      

LO5
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  DISCUSSION QUESTIONS 

1.    Why is it important to plan for the amounts and timing of cash 

inflows and outflows?  

2.   What is money, and how does it differ from profits?  

3.   What are the primary purposes of money?  

4.   How do the economic and accounting definitions of cash differ?  

5.   What are the relationships among planning, budgeting, and 

forecasting?  

6.   Discuss five methods commonly used to increase cash inflows.  

7.   Discuss four methods to decrease cash outflows.  

8.   The text calls the practice of gaming the payment process, 

“underhanded.” What is your opinion of this common practice? 

Does it have any ethical implications?  

9.   How does using the float as a cash management method differ 

from deliberately writing NSF checks?    

  EXPERIENTIAL EXERCISES 

1.    Make an appointment with a loan officer at your bank who handles 

small businesses. Conduct an interview to find out the following:

a.    Will the bank lend to small businesses, using receivables 

for collateral?  

b.   Does the bank ever factor receivables or act as a collec-

tion agent for receivables?  

c.   Present the example of the air-conditioning company on 

page 446 of this chapter. Ask what help from the bank 

would be available in such a situation.    

   Write a report of your findings.  

2.   Form a group from your classmates who completed Exercise 1 

above. Collect your findings into a chart. Compare and contrast 

bank offerings. Present your findings to your class with a rec-

ommendation of which banks in your area offer the best small 

business support.  

3.   Do a Google search, using the name of your city and “online 

banking.” Examine the sites returned to determine:

a.    How often is the account balance updated online?  

b.   Are monthly account statements available online?  

c.   How far back (one month, two months, one year) can you 

retrieve statements and transactions?  

d.   Can you electronically transfer funds among your accounts?  

e.   Can you electronically pay bills?  

f.   Can you download bank account information into your 

small business computerized accounting system? If so, 

which systems are supported?  

g.   What is the cost of online banking?    

   Make a chart of your findings and report to your class.  

4.   Do a telephone survey of banks in your area. Ask:

a.    Do they use electronic check clearing?  

b.   If they use a clearing bank to manually clear checks, ask 

what bank they use.  

c.   Ask what the average period of float is for the bank.  

d.   Ask what the bank’s policy is for nonsufficient funds: 

Does it pay to the limit of ledger balance or to available 

balance?  

e.   What other provisions does the bank make to help small 

businesses avoid having checks returned NSF?  

f.   When does the bank make available funds from deposited 

checks?    

   Write a report of your findings and present it to your class.  

5.   Form a group from your classmates who completed Exercise 

4 above. Collect your findings into a chart. Compare and con-

trast bank offerings. Present your findings to your class with 

a recommendation of which banks in your area offer the best 

overdraft protection to small businesses.  

6.   Use the resources of your library and the Internet to identify 

five credit card processing providers. Contact each and deter-

mine the following:

a.    The cost of equipment to be able to accept credit card 

charges.  

b.   The transaction cost, if any.  

c.   The amount of discount charged for:

i.    Physically swiped card charges.  

ii.   Charges accepted over the telephone.  

iii.   Online charges taken on the Internet.     

www
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d.   How long does it take between accepting a credit card for 

payment and receiving the cash in your bank account?    

   Report your finding to your class.  

7.   Assume that you are preparing to open a new business. You 

need both an on-location sign and professional accounting 

services. Do a Web search and examine your local telephone 

book to find (a) a sign company and (b) an accountant who is 

willing to provide its product and services in a barter transac-

tion for the product or service of your business.     

www

 MINI-CASE 

 BULLTUFF STOCK TRAILERS, INC. 

 Hal Carrier, of Bulltuff Stock Trailers, Inc., has asked you for help. In the last four months, he has had several 

checks written to suppliers that were refused by his bank because of nonsufficient funds. Now his main sup-

plier, Alcoa Aluminum Supply Co., has cut off credit. 

  “We’re sorry, Hal,” Alcoa’s credit officer said, “but we simply cannot keep accepting your checks. Every 

time one bounces, it costs us at least $100 combined in processing fees and our internal accounting. You 

simply will have to pay cash or bring a cashier’s check for future purchases.” 

  Hal simply cannot understand why his checks keep bouncing. “We’ve plenty of sales,” he said, “and 

our customers pay pretty much as agreed. Right now, I have only one customer who is as much as 60 days 

past due. My accountant, Brill Yant, assures me that our cash balance never goes negative. So why are my 

checks bouncing?” 

  To try to understand Hal’s problem and to advise him how to correct it, you have collected the following 

information about Hal’s business:

 1.    Cash sales are 10 percent of total sales.  

 2.   Credit card sales are 10 percent of total sales and are collected the week following the sale. 

The credit card provider deducts 2.5 percent of the gross amount of each credit card sale. (For 

example, on a $100 sale, $2.50 is deducted.)  

 3.   Sales on account are 80 percent of all sales. All credit sales are to dealers. Terms for dealers 

are “30-30-30,” that is, three equal payments made in each of the three months following the 

sale. Payments are considered late if they’re not received by the tenth of the month in which 

they are due.  

 4.   Direct materials, primarily aluminum, are 60 percent of the cost of building a trailer. Before 

credit was cut off, Bulltuff paid 30 percent on delivery and the remainder in 30 days. Now it 

must pay cash on delivery.  

 5.   Total cost of direct labor is 15 percent of the cost of building a trailer. Workers are paid each 

Friday for work performed the previous week. Withholding and employment taxes are paid each 

Friday, also.  

 6.   Variable costs combined (e.g., materials and labor) are 50 percent of gross sales. Fixed costs 

are  not  allocated to the cost of trailers but are expensed evenly across the year.  

 7.   All other costs combined are treated as fixed costs, and total $1 million per year.  

 8.   Bulltuff leases its building and equipment and has no depreciation.  

 9.   Sales for the year were originally projected to be $2,450,000. However, given the current 

growth in sales, Hal now estimates that sales will be $5,000,000.  
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Video Case:

● Credit Squeeze on Small Business, p. VC-6

 eClips Videos:  

●   Aron Rosenberg Discusses Cash Flow and the Flame Date  

●   Richard Saltz Discusses Importance of Cash Versus Profitability     

 SBTV Videos:  

●   Credit Concerns  

●   eBay: Avoid Bad Payers     

 STVP Video:  

●   Importance of Cash Flow     

SUGGESTED VIDEOS 

 SUGGESTED CASES AND ARTICLES  

●   Nate Mower & Son, Residential Plumber(s)     Available on PRIMIS:  

●   Patriot Electrical Manufacturing Corporation  

●   Le Parisien     

10.   Sales for the first four months of the year have been:

 January $208,000

 February 261,000

 March 293,000

 April 328,000     

CASE DISCUSSION QUESTIONS

1. What is causing Hal’s cash flow problems?

2. Develop a plan to address the problems.   



APPENDIX

 Completing a Bank Reconciliation 

 One very useful skill you can have for managing cash in 

your business is being able to quickly and accurately rec-

oncile your own cash records with your bank’s records. 

 To illustrate the process of reconciling a bank state-

ment, we will use a fictitious company, Languid Lizard, 

Inc. Languid Lizard is a manufacturer of aluminum lawn 

furniture. Their primary material costs are for aluminum 

tubing and nylon webbing for the chairs and lounges. 

 Carefully examine the copy of Languid Lizard’s De-

cember bank statement on the next page. 

 Of special interest are the amounts that are highlighted 

with the red labels. These are amounts added to and sub-

tracted from the account directly by the bank. Languid 

Lizard’s owner has no way of knowing these transac-

tions have occurred, except to be informed of them by the 

bank. These amounts are one of the two reasons that the 

bank balance and book balance differ. 

 Now take a look at Languid Lizard’s cash records: 

Notice five things: (1) According to Lizard’s accounting 

records, there is a cash balance of $42,038.19. Compare 

this with the bank balance of only $34,220.22. This is an 

$8,000 difference. (2) Lizard made a deposit of $7,233.99 

which the bank has not yet recorded. This may be because 

the deposit and the bank statement were both made on 

December 31. Normally, deposits made after 3:00  P.M.  

will not be recorded by the bank until the next work day. 

A deposit made at 3:01  P.M.  on Friday will not show up 

as an addition to your bank account until the bank up-

dates accounts  after 3:00   P.M.   on the following Monday.  

(3) Lizard has received a check from a customer that has 

been recorded in the company’s books, but has not yet 

been taken to the bank for deposit. (4) Lizard has written 

two checks to suppliers that have not yet cashed them. 

(5) None of the items flagged in red that were added 

and subtracted by the bank show up in Lizard’s books in 

any way. 

 No wonder that the bank and Lizard have very dif-

ferent opinions of how much money Languid Lizard has.         
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Bank ledger balance

Amounts added by 

the bank without 

telling Lizard

Amounts subtracted 

by the bank without 

telling Lizard

Deposits made by

Lizard

Checks written by 

Lizard that have 

been paid by the 

bank

LANGUID LIZARD, INC.  

2600 INDUSTRIAL PARK COURT  

SAN ANTONIO TX 78255  

Frost National Bank

P.O. Box 1600 San Antonio, Texas 78296 Member FDIC
FOR INFORMATION CALL

210-220-5111 0R 1-800-513-7686

Need working capital? Apply for a Frost Bank  

Productivity Credit Card for your business today at  

www.productivitycard.com/bank/frostbank.htm

STATEMENT ISSUED

12-31-2008

PAGE 1

TOTAL BUSINESS CHECKING  :  ACCOUNT NO.  02 0317997        

DEPOSITS WITHDRAWALSBALANCE LAST STATEMENT BALANCE THIS STATEMENT

NO. AMOUNT AMOUNTNO.

27,335.14 9 28,399.86 14 (21,515.00) 34,220.22  

DEPOSITS/CREDITS 

CHECKS PAID

DATE TRANSACTION AMOUNT DATE TRANSACTION AMOUNT 

DEPOSIT 12-14 6,324.889,450.43

7,654.28DEPOSIT

DEPOSIT12-06

12-19

DATE AMOUNT TRANSACTION DESCRIPTION

1,212.73
1,500.00

209.62
245.40
167.91

1,574.61

ACH DEPOSIT
INTERNET FUND TRANSFER
LOAN PAYMENT RCVD
INTEREST EARNED
NSF CHECK COLLECTED
ACH DEPOSIT

DISCOVER BUS SVC SETTLEMENT
WIRE TRANSFER IN
FROST BANK
FROST BANK
FROST BANK
DEPOSIT/SETTLE BANKCARD

TARGET STORES
OUTDOOR SPCLTY

3390

04-Dec
06-Dec
04-Dec
05-Dec
17-Dec
19-Dec

DATE CHECK AMOUNT DATE CHECK AMOUNT DATE CHECK AMOUNT

03-Dec

03-Dec

04-Dec

05-Dec

06-Dec

3388

3395

3400

3404

3401

515.50

1,398.72

3,784.26

1,247.34

1,349.14

14-Dec

19-Dec

20-Dec

21-Dec

24-Dec

3389

3403

3410

3411

3392

668.51

1,096.43

4,012.20

390.00

1,022.49

24-Dec

25-Dec

25-Dec

26-Dec

3407

3405

3399

3409

678.00

432.37

1290.00

472.00

OTHER·WITHDRAWALS / DEBITS        

DATE AMOUNT TRANSACTION DESCRIPTION

12-20

12-22

12-22

12-31

4,500.00

12-03

12-17

136.34

28.75

690.00

2,650.00

63.00

NSF CHECK

ACH DEBIT

ACH DEBIT

INTEREST PAYMENT

PRINCIPAL REPAYMENT

SERVICE CHARGE

BANK OF AMERICA

DEPOSIT/SETTLE

DISCOVER BUS SVC

FROST BANK

FROST BANK

FROST BANK

10476

BANKCARD

SETTLEMENT

LOAN PAYMENT

LOAN PAYMENT

MONTHLY SERVICE CHARGE

000053336652

6001223487693851

009-1545788-6654

009-1545788-6654
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 Fixing these differences is incredibly simple. We are 

going to do two little tasks. (1) We are going to add and 

subtract from the bank’s balance those transactions Liz-

ard has done that the bank currently knows nothing about. 

(2) We are going to add to and subtract from Lizard’s 

balance those things the bank has done, that until now 

Lizard knew nothing about. When we are done, the  ad-

justed  bank balance and the  adjusted  book balance will be 

identical. This process is detailed on the next page. 

 We start on the bank balance by (A) entering the bal-

ance shown on the bank statement into our reconciliation 

worksheet. To the bank balance we add (B) the things 

Lizard added that the bank can’t know—the undeposited 

check and the deposit which has not yet been recorded by 

the bank. Finally, we subtract (C) the checks written by 

Languid Lizard that have not yet gotten to the bank for 

payment. 

 We finish up on the book balance by (D) adding the 

items that the bank added, but Languid Lizard did not 

know until it received the monthly bank statement—

deposits from the credit card provider, wire transfers in, 

collections on notes, interest earned, bad check collected, 

and a check that was incorrectly entered into Lizard’s 

books. Then we subtract from Languid Lizard’s balance 

(E) those things the bank subtracted that Lizard could not 

know—a bad check from a customer, charges made by 

the credit card provider, a payment on borrowed money 

taken directly from the account, and the bank service 

charge. 

 To complete the reconciliation, add each of the bank 

adjustments and the book adjustments, and as predicted, 

the resulting balances are identical. 

 Now Lizard’s owner simply enters the adjustments 

into the accounting records. This brings the recorded book 

balance to $39,465.37, which is the amount of money the 

business really has. 

This one business function, tracking and managing 

cash, is itself enough reason to buy and use a computer-

ized accounting system. Although such systems cannot 

make reconciliations automatically, they have very pow-

erful and very easy-to-use built-in functions to complete 

this important business task. With just a little bit of atten-

tion, you can always  know  just how much money your 

business has.

Languid Lizard, Inc.

Cash Account Summary for

The Month of December 2008

December 1 balance

December deposits

December checks

December 31 balance

30,045.14

   35,573.85

   (23,580.80)

42,038.19

Check from customer to be deposited at end of day

Deposit not recorded by bank

   Total deposits made in December

   Total deposits recorded by bank

Total deposit in transit

Checks outstanding:

   Alcoa Aluminum Supply, Inc.

   Smurfit-Stone Container, Inc.

Total checks outstanding

Account balance according

to Lizard’s books

Checks written but not yet

cashed by the bank

2,065.00

7,233.99

4,053.84

35,573.85

 28,339.86

2,121.14

   1,932.70

Deposit not yet recorded

by the bank

Money yet to be deposited
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Languid Lizard, Inc.

Reconciliation of Bank and Book Balances at

December 31, 2008

Bank Balance

Ending bank balance, December 31

Additions:

 Undeposited cash on hand

 Deposit in transit

Subtractions:

 Checks outstanding

Total

Correct cash balance

34,220.22

2,065.00

7,233.99

(4,053.84)

39,465.37

Book Balance

Ending bank balance, December 31

Additions:

 ACH deposit

 Wire transfer in

 Note collected

 Interest earned

 NSF check collected

 ACH deposit

 Error: recorded check 3395 as $1,983.72

Subtractions:

 ACH debit

 ACH debit

 NSF check returned

 Interest payment

 Principal payment

 Service charge

Total

Correct Cash Balance

42,038.19

1,212.73

1,500.00

209.62

245.40

167.91

1,574.61

585.00

(136.34)

(28.75)

(4,500.00)

(690.00)

(2,650.00)

(63.00)

39,465.37

39,465.37

(A) Balance from statement
(D) Additions

made by the

bank

(E) Subtractions

made by the bank

books:

bank

error

Book balance is

understated by

$585.00

(B) Unrecorded deposits

(C) Outstanding checks

39,465.37

Same

1,983.72

1,398.72

585.00
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1515  Small Business 
Finance: Using 
Equity, Debt, 
and Gifts 

●      Dr. Mary Pat Moyer, pictured 

here, began INCELL Corporation 

in 1993 with her husband, Jim 

Janowiak. Though continually 

challenged by the financial needs 

of their company, Mary Pat and 

Jim are slowly but surely reaping 

the benefits of their substantial 

personal investments. Why do 

you think INCELL has stayed 

away from enlisting venture 

capitalists, even knowing 

firsthand the significant personal 

responsibilities this course of 

action entails? In their shoes, 

would you do the same?  



LO

  Focus on Small Business: Dr. Mary Pat 
Moyer and INCELL Corporation  

 When you complete this chapter, you will be able to: 

LO1  Describe the three types of capital financing and their costs and trade-offs. 

LO2  Explain the characteristics of a business that determine its ability to raise capital. 

LO3  Determine the best type of financing for your business. 

LO4  Describe the differing needs for financial management at each stage of business life.  

 Doctor Moyer (“Call me ‘Mary Pat,’” she says.) knows firsthand the availability and value of nontraditional 

financing sources for small businesses. She has used both nontraditional and traditional means to finance 

the founding and growth of her successful biotech business, INCELL Corporation. 

  “I’ve used my own savings, borrowed from banks and credit card companies, and obtained grants 

from both the U.S. government and the state of Texas. If I had depended solely on the traditional sources 

of investment for small businesses—angel, seed, and venture capitalists—INCELL would not have sur-

vived its first year.” “In fact,” Mary Pat continued, “INCELL may be the only biotech in the world to be 

bootstrapped.” 

  In 1993, after 20 years as an academic scientist, Mary Pat resigned from her tenured professorship 

at the University of Texas Health Science Center at San Antonio to start INCELL Corporation in partner-

ship with her husband, Jim Janowiak. Today, INCELL is a successful small business that has 14 full-time 

employees. 

  INCELL’s success has come at a greater personal cost in both time and money than Mary Pat and Jim 

originally expected. As do many entrepreneurs who start firms based on prior successes as academics or 

executives, they initially underestimated the difficulties of managing the finances of a small business. 

  Mary Pat said, “After all, I reasoned, just how hard can financial management be for a Ph.D. in mi-

crobiology? Besides, I also had ‘an ace up my sleeve.’ Jim is a CPA with long experience in business 

management.” 

  Jim agreed, “I’d worked with many businesses, both large and small. If I could do their accounting, 

prepare their financial statements, and provide business advice, certainly I could do these things for 

myself.” 

  To their chagrin, they soon realized that financial management for an entrepreneurial business is very 

different from either academic microbiology or public accounting practice. 

  “At first, INCELL was 100 percent funded from our personal savings. From day one we bootstrapped 

growth by carefully using personal credit cards, accounts payable, and revenues from sales. We ‘played 

the game’ by collecting as fast as we could and paying as slowly as our personal ethics would allow. Still, 

we barely scraped by. Finally, about a year after INCELL was started, we received our first Small Business 

 Innovation Research grant from the National Institute of Health. Since then, we have received over $2 million 
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in seven additional grants. Although we’ve been able to keep afloat ever since, there have been those times 

that we’ve wondered whether or not we’d be able to meet the current week’s payroll,” Mary Pat said. “So 

far, with careful planning, the grace of God, and plain old good luck, we’ve managed.” 

  Jim said, “Many times Mary Pat and I have worked a series of 60 hour weeks because we did not have 

the money to pay an employee. Still, we’d do it again. We’ve had to do without personally from time to time, 

but we’ve never missed a meal. Of course, when you own the business, you pay your employees first, your 

suppliers second, and then if there is anything left over, you might be able to pay yourself.” 

  “Our problem right now is one of too much success, if there is such a thing!” Mary Pat said. “We have 

a product in human clinical trials in conjunction with Johns Hopkins, and we just signed a contract with the 

U.S. Air Force to begin the testing of our oral smallpox vaccine. Each of these projects will require that we 

raise significant additional funds. Where the business is right now, it either grows or it fails.” 

  In an effort to meet INCELL’s funding needs, for the last year Mary Pat has been making the rounds of 

venture capitalists. To date, she has not been successful in obtaining needed investment. 

  “I’ve been to Philadelphia, Orange County, San Francisco, even Ft. Atkinson, Wisconsin—pretty much 

everywhere in the U.S. where there are venture capitalists specializing in biotech and pharmaceuticals. And I’ve 

not raised a penny, at least not at a price we’re willing to pay! We have given up on the venture capital route for 

now,” she said. “While a venture capital investment seemed like an easy way to raise growth funds, the interest 

rates and amount of equity that were demanded were much, much too high. Instead, we are working with the 

Air Force, the Texas Department of Economic Development ( www.tded.state.tx.us ), the San Antonio Economic 

Development Department ( www.sanantonio.gov/edd ), and a regional commercial bank to put together a financ-

ing package. The package will include direct grants, tax abatement, tax increment financing, and commercial 

loans secured with buildings and equipment. The terms of the package will require that we create a specified 

number of new jobs, provide job training opportunities, and, of course, repay the loans with interest.” 

  In the meantime, INCELL continues to increase sales of its current products and to work as both a con-

tract research organization and as a development partner for other biotech firms. The revenue from these 

activities provides funds to pay rent, payroll, and the many expenses of an operating biotech business. 

  “Financial management is a daily, constant, on-going process for INCELL,” Jim said. “We regularly 

remind ourselves that every dollar must be made to work. We do not tolerate any waste, because we quite 

simply cannot afford to do so.” 

  “We work hard. We have fun. We hire wonderful people,” Mary Pat said. “We try to keep a spiritual 

center and a sense of humor—and we never, never, never give up!” Visit  www.incell.com  to learn more. 

  DISCUSSION QUESTIONS  

1.    What did Dr. Moyer mean when she said, “INCELL may be the only biotech in the world to be 

bootstrapped”?  

2.    In what ways does financial management for small start-up businesses differ from that of academic 

organizations and businesses?  

3.    What problems are created by “too much success”?  

4.    What did Dr. Moyer mean when she said, “We’ve not raised a penny, at least not at a price we’re willing 

to pay!”?  

5.   How can raising money from venture capitalists be said to be expensive?        

  Sources of Financing for Small Businesses  
 Getting the money to start or grow a business seems like one of the greatest challenges, but in 

reality most people who try find the means to get their business going. There are two reasons 

for this. First, financing is often easier than people think, because most of us have many assets 

LO1
  Describe the three 

types of capital financing and 

their costs and trade-offs.
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and financial resources that we take for granted. Second, the range of financing resources 

available to us is so varied that few people just starting out in business know more than a frac-

tion of the options available to them. The more you learn about your personal finances and 

the financing options, the greater your chances of finding the financing you need to start your 

business. 

  However, getting money to start is only the tip of the iceberg of finance for small businesses. 

Once you have started your business, you must continually work to keep up a constant flow of 

money and capital assets to meet the strategic and operating goals of your business. As Jim Janowiak 

of INCELL Corporation said, constant, careful management of money and other capital resources 

is essential for success throughout the existence of any business. A business’s needs for financial 

management change as the business develops, as economic conditions vary, and as your needs and 

goals change. Although the details of financial management are unique to each business, there are 

patterns that can be seen as a business develops from start-up to exit. We examine these patterns, 

first getting money for start-up and growth and second using strategic financial management to 

reach your goals. 

  Where  does  financing come from for most small businesses? The number one source is from 

the owners (or potential owners) themselves. The other major sources include family and friends, 

credit cards, trade credit, banks, and other commercial lenders. There are also a number of other 

sources that exist but are used very rarely. These include angel investors, government programs, 

community-based financiers, stock sales, and venture capital. 

  Table 15.1 lists sources of financing as debt, equity, and gifts.  Debt  can take many forms. A 

business may borrow money directly from banks, development agencies, governments, or individu-

als. When you sell part of your business, the money you receive is  equity capital . Any valuable as-

sets or services, including money, that are donated to your business without any obligation to repay 

or to give any ownership interest, is a  gift . Each of these three types of financing requires a different 

approach, which we cover below. 

  Which of these financing sources is right for you? The answer depends largely on whether you 

are trying to start a new business or are trying to get financing for an existing business. Existing 

businesses have a track record of financial performance, which lets investors and lenders make 

better guesses about the firm’s ability to pay back a loan or pay off an investment. This means that 

more forms of financing are available to existing firms than to start-ups. Even when the same form 

of financing is available to start-ups and existing firms, existing firms that are profitable or have 

made profits in the recent past are likely to get better terms for debt or equity. They may pay a lower 

interest rate on debt or give up a smaller part of ownership. 

  We start with equity capital because for most businesses the owner’s own resources are the first 

source of funds. Then we consider  debt capital  and conclude with a look at gift capital. After that, 

we look at some of the decisions entrepreneurs make in the financing process. 

  Financing with Equity 
 Equity can come from the entrepreneur or from others. In general the entrepreneurs’ own pockets 

are the first source of financing for most businesses. Because of this, understanding your own fi-

nancial situation and the opportunities available to free up personal capital for use in your business 

become the foundation for any effort to finance using equity. 

  Personal Equity 

 How much are you worth? How is that value held? Often people underestimate their personal 

worth, because many parts of their wealth are seen or thought about only occasionally—such as 

retirement funds—or because they use it so much that they forget about it having value, like a 

car, home, or personal collection. But when starting a business, knowing your personal wealth 

is critical to your ability to fund yourself. Also, if you plan to get investments or loans from 

other people or banks, they may ask to see your personal financial statements to understand 

 your  commitment to the business. Skill Module 15.1 has you determine your personal financial 

situation.   

      debt  

 A legal obligation to pay money in 

the future.    

     equity capital  

 Money contributed to the busi-

nesses in return for part owner-

ship of the business.    

     gift  

 Valuable assets or services do-

nated to the business without any 

obligation to repay or give up any 

ownership interest.    

     debt capital  

 Money borrowed for the purpose 

of investment in a business.    
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SKILL MODULE 

15.1

 Determining Personal Net Worth 

 Use the worksheet below to determine your personal net worth. You may either copy the form or go to the Web 

site for this text, www.mhhe.com/katzesb, and download it in Excel format. Enter into the column labeled 

“Cash Value” the amount of money you could get if you were to sell what you own. Enter into the next column 

any amount that you owe to pay off your debt on the item. Then, in the third column, enter the difference between 

what you could sell it for and what you owe on it (the difference could be a negative number). After you have listed 

all that you own and all that you owe, the difference is what you are worth financially. 

  Lenders and investors usually require that you furnish a personal net worth statement. You can find two dif-

ferent common formats for the report on the text Web site. 

Cash Value 

(A)

Amount Owed 

(B)

Net Value 

(A ⴚ B)

Cash

Your personal checking account 0

Your spouse’s checking account 0

Other checking accounts you own 0

Money in all savings accounts 0

Cash value of money market account 0

Total money in other accounts 0

TOTAL CASH

Cash Equivalents

Cash value of stocks owned (net of selling 

 commissions)

Cash value of bonds owned

Cash value of annuity

Cash value of IRAs

Cash value of other retirement funds

Cash value of life insurance

TOTAL CASH EQUIVALENTS

Personal Property

Automobile 1

Automobile 2

Motorcycle

Bicycles

Personal watercraft

Boat and motor

Airplane

Guns and rifles

Cameras

Sports equipment (binoculars, skis, 

 parachutes, etc.)

Art and collectibles

Antiques

Jewelry

Shop tools

Furniture
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  Outside Equity 

  Outside equity  is money from selling part of your business to people who are not and will not be 

involved in the management of the business. People who buy ownership rights in your business are 

considered  outside equity investors .  

●    Outside  because they are not part of the management of your business.  
●    Equity  because they have legal ownership rights to your business.  
●    Investors  because they are letting you use their money now in order to get wealth in the future.   

  You can sell ownership in your business only if your business is organized as one of three broad 

types of legal forms of business: a  partnership , a  corporation , or a  limited liability company . 

We start the discussion of legal forms of business here, because the choice of legal form does make a 

difference in taxation, a critical issue in your efforts to secure financing. The other legal factors driv-

ing the choice of a form of organization are discussed later in Chapter 18 on small business law. 

  The decision of which type of business organization is best for you depends on a lot of factors, 

including tax treatment, business conduct, and legal liabilities. There are seven forms of organiza-

tion commonly used by small businesses: sole proprietorship, general partnership,  limited partner-

ship , C-corporation, limited liability company, professional corporation, and S-corporation. You 

may need a different form of business organization at different times as your business grows and 

develops. A detailed comparison of the seven forms is given in Table 18.5 in Chapter 18, but two of 

the factors are introduced here because they are relevant to financing a business. (See Table 15.2.) 

     outside equity  

 Money from selling part of your 

business to people who are not 

and will not be involved in the 

management of the business.    

     partnership  

 Two or more people cooperating 

to conduct a business enterprise.    

     corporation  

 A legal “artificial” entity that is 

formed by filing specific docu-

ments with a state government.    

     limited liability company 

(LLC)  

 A legal form of business organiza-

tion that is created by filing required 

documentation with a state govern-

ment. LLCs have a choice, under 

federal tax law, of being taxed as 

either corporations or partnerships.    

     limited partnership  

 A legal form of business organi-

zation that is created by filing re-

quired documentation with a state 

government; within a limited part-

nership, one or more partners may 

have no liability for the debts and 

actions of the partnership.    

Cash Value 

(A)

Amount Owed 

(B)

Net Value 

(A ⴚ B)

TOTAL PERSONAL PROPERTY

Real Estate

Primary dwelling

Second or vacation home

Lot at the lake

Farms, ranches, development property

Houses, duplexes, apartment buildings that 

 you rent to others

Business lots and commercial buildings

TOTAL REAL ESTATE

Intangible Assets

Copyrights on books, songs, videos, movies, 

 etc., that you own

Patents you own

Trademarks

URLs

TOTAL INTANGIBLE ASSETS

Unsecured Debt

American Express credit card 0

Master Card 1 0

Master Card 2 0

Visa card 1 0

Visa card 2 0

Discover card 0

Unsecured loan from credit union 0

Unsecured loan from bank 0

Loan from your brother-in-law 0

TOTALS
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  Businesses are either taxed as entities or the revenues and expenses of the business are “passed-

through” to the owners who report them on their individual income tax forms. Limited Liability 

Companies (LLCs) are a relatively new form of organization whose primary advantage is that own-

ers may easily choose whether to be taxed as an entity or have tax items pass through. Corporations, 

S-corporations, and partnerships have no choice of tax treatment. 

  In general, all the forms of business organization can be categorized along two dimensions: 

(1) how much responsibility owners have for the organization’s liabilities, and (2) how the  business 

is taxed. In business and in law, responsibility is called  liability.  In terms of the form of the organiza-

tion, the amount of responsibility (liability) the owners personally face for the debts of the business 

can be all or “none.” If the owners have  all  of the responsibility for business debts, they are  fully li-

able,  and they face the potential of having to pay business debts from their own wealth. If the owners 

bear  none  of the responsibility for the business debts, they have  limited liability,  and may lose only 

what they have invested in the business, and not any other assets they own. Business organizations 

that provide limited liability are corporations, limited partnerships, and LLCs. However, in limited 

partnerships, at least one partner, the  general partner,  is fully liable. In general partnerships all 

partners are fully liable as is the owner of a sole proprietorship, who is completely responsible for 

all debts of the business. 

   Sole proprietorships  are not separate from their owners, and thus there is no specific documen-

tation that creates their existence. The business and the owner are inseparable. Similarly, partner-

ships do not  have  to have a written agreement. If they don’t, then they are assumed to be equally 

owned by the partners. However, partnerships should have a written partnership agreement covering 

key issues such as ownership, profit splits, buyouts, and other matters important to the partners. 

Thus partnerships may or may not be separate from their owners, depending upon the provisions in 

the written partnership agreement and the laws of the state in which they are formed. Corporations, 

and limited liability companies, are required by law to file specific forms with the state in which 

they are organized. Ownership of corporations is established by stock certificates. Ownership of 

partnerships is determined by partnership share agreements. Ownership of limited liability compa-

nies is shown by member share certificates. 

      Getting Equity Investment 
for Your Business  
 Small businesses get started and stay in business because their owners want to make money. Inves-

tors want to make money, too. Lenders expect a return on this money from making loans, by get-

ting back the amount they had plus more money in the form of  interest . In the same way, people 

invest in a business to get back the money they invest plus extra money, a  gain on investment  or 

a  dividend . Governments also expect their gifts of grants and tax abatements to make a return for 

     sole proprietorship  

 A business owned by a single 

individual who is responsible for 

all debts and claims against the 

business.    

     interest  

 A charge for the use of money, 

usually figured as a percentage of 

the principal.    

     gain on investment  

 The percentage amount that the 

payout of an investment differs 

from original cost: calculated 

as (payout − investment + divi-

dends)/ investment.    

     dividends  

 Payments of profits to the owners 

of corporations.    

LO2
  Explain the characteris-

tics of a business that deter-

mine its ability to raise capital.

TABLE 15.2 Legal Forms of Business Organization

Taxed as an Entity Tax Passed Through to Owners

Owners 

personally liable 

for debts and actions 

of the business

Sole proprietorship 

General partnership

Owners not 

personally liable 

for debts and 

actions of the 

business

C-corporation 

LLC

S-corporation 

Professional corporation 

Limited partnership 

LLC
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the people they represent. The only difference is that governments expect to be repaid in the form 

of the owner creating more jobs and paying more taxes. When a business succeeds and grows, it 

contributes to the  economic development  of an area. 

  Equity Capital from the Investors’ View 
 Look at it from the investors’ point of view. They have money to invest. They may lend it or put it to 

work by buying a share in someone’s business. They do this to make money, so they want to invest 

in a business that will succeed and thereby provide them with returns. But of course, all businesses 

are not equal. Every year thousands of people start new restaurants. Every year, thousands go out of 

business. Of all the businesses that they could invest in, how do they choose the right one? 

  One way to decide is by analyzing the business’s prospects. Investors want to know just how likely 

the business is to succeed and produce a gain. In other words, they want to know the business’s  risk . 

Unfortunately, they can’t see risk directly, so they have to look at other things that are associated with 

risk. Investors know that some of their investments will fail. They just don’t know exactly which 

ones. To protect themselves from losing everything, they  diversify —invest in several businesses so 

that the ones that do succeed provide gains that more than offset the losses from those that don’t. 

  Thus to get money from other people, you’ve got to show them that your business probably can 

make gains for them. Of course, you’re not the only one looking for those investment dollars. You 

have to convince them that your business is a better place for their dollars than some other business. 

You do this by promising high enough gains. The minimum potential gain necessary to get someone 

to invest in your business depends mostly on the amount of risk they are taking by purchasing part of 

your business. Your investors could put their money into a bank savings account earning 2 percent, 

a CD earning 5 percent, or a government bond earning 3.25 percent. For these there is no risk at all. 1  

Corporate bonds might offer higher rates of return, but they also offer a higher risk of default—think 

of Enron, WorldCom, or other corporate failures. The riskier the business investment, the higher the 

return investors expect. Most investors, certainly those who aren’t your parents, insist that they take no 

risk other than the potential loss of their investment. To ensure that nothing other than their investment 

is at risk, they will invest only if your business is organized to limit the liability of outside owners. 

  To estimate how much gain they might get from investing in your business, investors consider 

the growth potential of your business, how long it will take for them to see a return on their invest-

ment, and the options they have to receive back the original investment and their gains. 

   Growth potential  is a primary concern for equity investors. Equity investors buy part of a “pie” 

of a known size. The more slices into which the pie is cut, the smaller each slice is, unless somehow 

the pie can be made larger. For this reason, it is much easier to get equity financing to develop a new 

factory to make flexible liquid crystal displays or to produce a treatment for obesity than it is to get 

someone to invest in a lawn care business in a city of 50,000 people. Lawn care in a small city has 

a limit to its growth, but there are millions and millions of computer users and of overweight people 

who want to be slim. 

  The time required to receive gains can be a deal killer for potential investors. The longer they 

have to wait, the greater their risk that the business will fail. Also, all other things being equal, an 

investment that pays sooner is more profitable than one that pays later. Consider two simple situa-

tions. You are going to sell 25 percent of your business for $100,000. Your deal with the investor is 

that you will buy his or her share back at the end of one year for $150,000. In the second situation, 

you agree to buy back the investor’s share for $150,000 in two years. Investors in the first case real-

ize a 50 percent gain on investment, but investors in the second realize only 22 percent. 2  Waiting an 

extra year reduces the rate of gain by more than half. 

  Arrangements for paying gains to owners is an essential, but often ignored, facet of small busi-

ness finance. Once more than one person owns equity in a small business, it  cannot  be a sole 

proprietorship. By law, lacking any specific legal business filings, it instantly becomes a general 

partnership. By making a legal filing, the business entity may become a limited partnership, a cor-

poration, or a limited liability company. Regardless of what business form you choose, the issue of 

how to pay the owners is suddenly much more complex. Issues arise because of tax considerations, 

fairness to investors, and compensation for manager-owners. There is certainly no one right way to 

provide for returning gains to owners. It can take the form of salaries, stipends for serving on the 

     risk  

 The level of probability that an 

investment will not produce ex-

pected gains.    

     diversify  

 To invest in multiple investments 

of differing risk profiles for the 

purpose of reducing overall invest-

ment risk.    
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board of directors, dividends, or stock repurchases. In those few cases in which a small business 

becomes a large business, equity investors often realize their gains by selling stock. Having a plan 

in place greatly aids in the process of acquiring outside equity capital.  

  Equity Capital from the Owner’s View 
 From the point of view of an existing owner, financing with equity is (1) expensive and (2) guaran-

teed to create problems of control and decision making. 

  Equity capital is not free, as many entrepreneurs think. Suppose you sell half your business to 

raise capital. You have just sold half of all your future profits, half of all your future growth, half of 

all your future wealth. If, on the other hand, you were to borrow the money, your cost will be only 

the cost of acquiring the loan and making interest payments. In addition, owners of your business 

(even those who own only a small part) have a legal right to know how you’re managing  their  busi-

ness. As a matter of fact, most equity investors in small businesses insist upon having the right to 

inspect the accounting records  at any time they choose.  Once you accept equity investors, you will 

find that you’ll have to keep careful records of transactions, and you’ll have to make regular reports 

to your investors. If those investors disagree with your running of the business, they can challenge 

your decisions, even to the point of suing you for supposed damages, or replacing you as manager. 

Many, many entrepreneurs have found themselves forced out of their own businesses by minority 

equity investors. 

Why Use Equity Capital?
 There are three primary reasons to use outside equity in your business: (1) you will reduce your own 

exposure to financial loss, (2) your business will not have increased costs in the form of interest, 

and (3) bringing outside investors into an existing business can often reenergize it by providing new 

ideas, procedures, and processes.    

  Financing with Debt: Getting a Loan 
for Your Business  
 The most common source of capital for established ongoing small businesses is borrowed funds. 

This is the case for several reasons, including all the reasons discussed above, and the simple 

fact that small businesses do not have easy access to equity financing. Additionally, national, 

state, and local governments all encourage small business borrowing. This is done in three ways: 

(1) direct loans of cash, (2) guaranteeing loans made by commercial banks, and (3) reducing 

taxes by allowing interest to be deducted. However, when it comes to borrowing significant 

amounts of money, all firms are not created equal. Established businesses that have valuable 

assets that are separable from the owners are able to borrow more easily than are start-up or 

knowledge businesses. 

  So, where can a small business actually get loans to start and grow? As you might expect, your 

best source is the bank where you are currently doing business. After all, it is in the business of mak-

ing loans. You are a customer. As such, you are a known commodity—you pay your bills, you keep 

your account balance positive, you don’t bounce checks. Start where you’re known. 

  But if your bank turns you down, you are not out of luck. In fact, in the Small Business Adminis-

tration guaranteed loan programs, you  must  be turned down by a bank before you qualify. So, maybe 

your bank did you a favor. Having been turned down, you can apply for an SBA guaranteed loan. 

Through this avenue, you will still borrow from your own bank, but the SBA will guarantee the bank 

that if your business fails, the SBA will pay off your loan. Other sources for SBA guaranteed loans 

include  community development organizations , and for small loans,  microlenders.  

  A third source of SBA guaranteed loans is the numerous  small business investment com-

panies  (SBIC). A directory of SBICs is maintained on the SBA Web site:  http://www.sba.gov/

aboutsba/sbaprograms/inv/inv_directory_sbic.html . All SBIC’s are listed by state. Click on the 

“hot link” to open the appropriate list. The directory provides not only a list of active SBICs, but 

also an outline of the business requirements. 

     community development 

organization  

 An organization authorized by the 

SBA to make insured loans to small 

businesses that are expected to 

increase economic activity within 

a specific geographic area.    

     small business 

investment companies  

 Private businesses that are autho-

rized to make SBA insured loans to 

start-ups and small businesses.    
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  You may also have access to  incubators  or  accelerators  in your area. These organizations exist 

solely for the purpose of facilitating the start-up and growth of new businesses. They provide advice 

for finding loans, and, in some cases, have the ability to make loans to member businesses. 

  The main things that lenders want to see before they give businesses their money are the Four Cs 

of Borrowing, listed here and shown in Figure 15.1: 

1.     C  haracter of the managers of the business.  

2.     C  apacity of the business to repay both principal and interest on time.  

3.     C  onditions of the industry and economy in which the business operates.  

4.     C  ollateral that can be used to secure the loan.     

  No matter how you have organized your business, the bank is going to look at it as an exten-

sion of you. The simple fact is that you have the power to make decisions, good or bad, about all 

facets of operation regardless of its form, whether sole proprietorship, partnership, or corporation. 

Thus, although technically the loan may be made to the business entity, from the point of view of 

the lender, a loan is not made to a small business, a loan is made to the  owner  of a small business. 

The owner’s character and business reputation are important considerations for lenders when they 

decide whether or not to let a business have money. 

   Owner character  is judged largely by the owner’s personal credit rating and by that of the busi-

ness. All lenders want some assurance that a loan will be repaid as agreed. There are several private 

agencies called consumer  credit reporting agencies  (CRAs) which exist solely to collect, col-

late, and report the credit histories of individuals and businesses. Lenders pay a fee to join a credit 

agency, and then pay for each report received. Lenders also promise to provide information about 

you back to the agency. 

  There are four primary CRAs: Equifax, Experian, Innovis, and TransUnion. There are also many 

specialized agencies that provide special services for landlords, medical providers, and resellers of 

information who create customized reports from data acquired from the four primary CRAs. 

  The information collected and reported by the CRAs is limited to three areas: 

●   Identifying information.  
●   Credit information.  
●   Public record information.    

  Race, religious preference, medical history, personal lifestyle choices, political affiliation, crimi-

nal record, or anything not related to credit is prohibited from being reported. Of course, for a price, 

all this information can be obtained from sources other than credit reporting agencies. 

  The  Fair Credit Reporting Act  requires that all information reported by CRAs be accurate. 

However, the law does not require that CRAs independently confirm any information. It is incum-

bent upon you, the consumer, to obtain a copy of your credit report and to notify the CRA in writ-

ing of any inaccurate information. The CRA has 30 days in which to investigate. The CRA must 

also forward copies of all relevant information that you provide to the source of the inaccurate 

information. The source must then make its own investigation and report any inaccuracies to all 

nationwide CRAs. 

  Eventually you will get a report of the outcome of the investigation. If the information is still in-

accurate, you have to send a notice of dispute to the provider. The provider does not have to change 

the information, but a copy of your dispute must then be included with any future credit reports.   

     accelerator  

 An organization that supports start- 

up technology businesses by pro-

viding inexpensive office space, a 

variety of support services, and 

resources; most accelerators are 

associated with universities.    

     credit reporting agency  

 A business that collects, collates, 

and reports information concern-

ing an entity’s use of debt.    

     Fair Credit Reporting Act  

 U.S. federal legislation specifying 

consumers’ rights vis-à-vis credit 

reporting agencies.    

Character
of the managers of the business.

Conditions
of the industry and economy

in which the business operates.

Capacity
of the business to repay both

principal and interest on time.

Collateral
that can be used

to secure the loan.

FIGURE 15.1

 The Four Cs of 

Borrowing   



 Small Business Finance: Using Equity, Debt, and Gifts CHAPTER 15 487

  Commercial credit reporting agencies began in the 1830s when a silk merchant, Lewis Tappan, 

began to collect extensive records concerning customers of the business. Tappan eventually offered 

credit reports to other merchants. Through a series of mergers, Tappan’s business today is known as 

Dun & Bradstreet (D&B). 

  Providers of commercial credit reports are much more entrepreneurial and less rule-bound than 

are CRAs. For example, Dun & Bradstreet allows businesses to self report gross sales, profits, 

numbers and types of customers, numbers of employees, and so on. D&B does, however, make 

extensive efforts to confirm the accuracy of information and also makes independent investigations 

of midsize to large businesses, including interviewing management. 

  You can create a credit file for your business with D&B by filling out an online application and 

paying an initial fee of $500. Once your file is established, D&B maintains it, using a sophisticated 

computer system to confirm accuracy. Visit  http://smallbusiness.dnb.com/manage-business-

credit/get-duns-details.asp.  

  Although D&B is the best known provider of commercial credit reports, it is by no means the 

sole provider. Experian provides commercial reports as well as consumer reports. Additionally, 

there are numerous other commercial credit reporting agencies, including National Information 

 Bureau, Ltd, Veritax Business Information, Inc., and Fair Isaac’s ®  Small Business Scoring, to name 

a few. Finally, there are industry-specific reporting agencies; for example, Seafax provides credit 

reports for the seafood, poultry, meat, and associated food industries. 

  The capacity of the business is the most important single factor for being able to borrow signifi-

cant amounts of money. Your capacity to repay loans is measured primarily by two factors: profit-

ability and cash flows from operations.  Profitability  that has been maintained over time indicates 

that you are an effective manager who will produce future profits to repay the borrowed money. 

 Cash flows from operations  that have been constant and reliable indicate that you can reliably con-

vert profits to cash. 

  Condition of the industry and economy includes such factors as technology, competition, and 

economic growth. For example, right now the telecommunications industry is undergoing huge 

changes. Cable providers are offering telephone service, and telephone companies are offering mov-

ies. Satellite operators are adding broadband to their television and radio services. Copper wire 

connectors are being replaced with fiber optic cable directly into businesses and homes. Cell phones 

have rendered pay phones obsolete. Now is not a good time to try to raise money for a telecommu-

nications business. 

  Collateral value is simply the estimated market value of the assets of your business. Tangible, long-

lived assets are the best   collateral . Auction markets for automobiles, trucks, and commercial machin-

ery provide both a source for estimating value and an immediate market in which they can be sold. 

  Intangible assets, other than patents, copyrights, and trademarks, are not good collateral. For 

example,  goodwill,  the value of a business that exceeds the sum of the value of all individual assets, 

cannot be sold separately from the business. The same is true of other intangibles, such as experi-

ence, education, institutional knowledge, and customer relations. These things can be very valuable, 

but none can be transferred to a lender to satisfy debt. 

     profit, profitability  

 The amount that revenues exceed 

expenses.    

     collateral  

 Something of value given or pledged 

as security for payment of a loan; 

collateral may consist of financial 

instruments, such as stocks, bonds, 

and negotiable paper, or of physical 

goods, such as trucks, machinery, 

land, or buildings.    

SKILL MODULE 

15.2

Obtaining Your Credit Report

Under the Fair and Accurate Credit Transactions Act consumers can request one free credit report in every 

12-month period from each of the three national credit reporting agencies, Experian, Equifax, and TransUnion. 

You must use the toll-free telephone number, (877) 322-8228, the https://www.annualcreditreport.com 

Web site, or a special mailing address—Annual Credit Report Request Service, P.O. Box 105281, Atlanta, GA 

30348-5281. You will have to supply a Social Security number and date of birth and answer a few personal 

questions to get instant access online. Credit agencies have up to 15 days to send out reports that are requested 

by phone or mail.

 Use one of the methods listed here to obtain copies of your credit report. Carefully examine each report for 

accuracy. If you find any incorrect information, contact the CRA and have it corrected.
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  Other factors affecting debt worthiness include why you want to borrow the money and just how 

much money of your own is invested in the business. Lenders eagerly loan money to purchase capital 

equipment. After all, if you default, they will just repossess your truck and sell it to someone else. If you 

are willing to pay high enough interest rates, they will even lend you money to finance marketing  efforts 

or business growth. They will not, however, lend you money to make up for financial failure. They 

will not loan money to finance consumption or extravagance. In fact, it is quite difficult to even borrow 

working capital to finance ongoing operations of all types. Also, most commercial lenders will not make 

a loan in an amount greater than that which, when added to existing debt, will bring the debt-to-equity 

ratio above 50 percent. (See discussion later in the chapter for an explanation of debt to equity.) 

  Gift Financing 
 Gift financing has a special allure. It seems to many people as if they are getting something for noth-

ing. The impression might be that a government or a foundation hands out money that never has to 

be repaid, or a family member magnanimously offers a present at just the right time. It is unfortunate 

that anything that seems too good to be true usually is. Gift capital is often anything but free. Often 

it costs time and money to obtain; and it often requires time and money for accounting and report-

ing to the granting agency, family members, and government. There are two general sources of gift 

financing: one is institutional, from government agencies and foundations, and the other is personal, 

from family or occasionally from friends. 

  Institutional Gifts 

 The most common form of institutional gift financing is in the form of reduced taxes, either through 

tax abatement or in the form of a credit against taxes payable. It does seem a misnomer to call reduc-

ing the amount taken from a business a gift, but as taxes are a cash cost to businesses, reducing tax 

burden has the same effect as receiving that same amount of cash would have. 

  Farmers receive gift financing from the U.S. government in the form of direct cash payments and 

price subsidies for not planting crops, for planting cereal grains, apples (but not peaches), cotton, 

It is hard to even begin to grasp how many government tax abatement programs exist. They are provided to busi-

nesses both large and small.

 Many small businesses have taken advantage of the U.S. government’s program that encourages building 

low-income housing and rebuilding historic structures through reduced income taxes.

 The city of Kansas City, Missouri, once forgave all property tax on Trans World Airlines’ aircraft overhaul 

facilities.

 Right now, the city of San Antonio, Texas, and Bexar County agreed to forego property taxes on a new Toyota 

pickup truck factory. In addition, the state of Texas, Bexar County, and San Antonio together contributed over 

$23 million for the building of an 8-mile-long railroad spur from the main railroad line to the Toyota factory site.

 The city of Albuquerque, New Mexico, arranged a three-way trade for city property which resulted in Eclipse 

Aviation receiving the gift of 150 acres of land. It is most unfortunate that Eclipse went out of business in 2008, 

after delivering 259 airplanes. 

 Homestead, Florida, has established an enterprise zone in which there are property tax abatements, a direct 

refund of sales taxes, direct credits of property tax up to $50,000, as well as tax credits for job creation. Portland, 

Maine, offers tax increment and tax-exempt bond financing for firms that will relocate to the area.

 Provo, Utah, is spending $7 million of tax money to build a new rendering3 plant some distance from town. The 

city council explained this gift by pointing out that moving the plant would remove a source of unpleasant odors 

from the city, while keeping the taxes from the plant, which employs several hundred people.

When Uncle Sam Is a Soft Touch

THE THOUGHTFUL ENTREPRENEUR
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tobacco, and a plethora of other crops, for raising mohair goats, and for producing lamb meat and 

dairy products. Payments for not growing crops are made through a program called “conservation 

reserve payments,” in which farmers contract to not plant specified plots of erosion-prone land for a 

specific number of years. Direct subsidies and price supports are made through numerous programs, 

including payments for wetlands protection.   

   Tax abatements  are provided by state and local governments, primarily to encourage specific 

activities that are expected to improve blighted areas or to provide additional employment. Most 

governments that impose a tax on real estate have some form of tax reduction to encourage rehabili-

tating old dwellings, providing housing for low-income citizens, and maintaining buildings that are 

deemed to be historic. Tax abatements can take many forms, depending upon the type of taxes that 

are imposed. 

   Tax credits  are provided by the U.S. government and some state governments for the purpose 

of encouraging investment in specific types of assets, to increase economic activity in specified 

disadvantaged geographical areas, increase the welfare of specific groups of citizens, or support 

industries that are held to be of national strategic interest. Credits provided include those for em-

powerment zone employment, employing (American) Indians, purchasing electric automobiles, or 

using ethyl alcohol for fuel. The list of available tax credits and the details of how to claim them is 

too voluminous to reproduce in this text. Also, the credits change with each Congress, and thus any 

specific information would be sorely out of date by the time this text is published. 

   Grants  of money are available from the U.S. government, most state governments, and semipri-

vate and private economic development agencies. The purpose of the grants varies with the entity 

that makes the grant. U.S. grant programs for small business are primarily a response to political 

pressure brought upon Congress. The stated purpose of the grant programs is to encourage develop-

ment of small businesses, thereby increasing the economic activity of the country. Various states 

also have grant programs. As with the federal program, the rationale for providing grants to small 

business is to increase economic activity, provide job growth, and provide increases in the overall 

standard of living of the citizens of the state. 

  Grants from governments are highly structured and require very accurate record keeping and re-

porting. Agencies that issue grants first publish a request for proposal (RFP) that specifies the condi-

tions of the grant. Interested small businesses may then create a proposal, which must be submitted 

by the specified date and time, in the  exact  format specified. Grant proposals are then judged in a 

“blind” process. Winning proposals receive notification within about 30 days and funding within 

6 months. 

  The two largest governmental grant programs that are specifically intended for small business 

are (1) the Small Business Innovation Research (SBIR) program and the Small Business Technol-

ogy Transfer (STTR) program. These two programs require that every U.S. agency that makes 

research grants provide a minimum of 2 percent of its grant budget to small businesses, as defined 

by the SBA. Two percent may not sound like much, but in 2002, the SBIR program resulted in over 

$1.5  billion  in grants made to participating small businesses. These programs are each three-phase 

programs. A winning proposal will initially receive about $100,000 to conduct a feasibility study, as 

detailed in the grant proposal. Depending upon successful completion, additional funds, which can 

range up into millions of dollars, are provided for stage II and stage III activities. 

  Grant programs vary widely among the states. As with federal programs, the agency that provides 

the grant will publish a request for proposal. Proposals are competitively judged, and only the best 

written proposals, which meet each and every requirement of the RFP ever receive funding. Accu-

rate record keeping and timely reports are essential to maintain the right to use the grant money.   

     tax abatement  

 A legal reduction in taxes by a 

government.    

     tax credits  

 Direct reductions in the amount 

of taxes that must be paid, de-

pendent upon meeting some legal 

criteria.    

     grants  

 Gifts of money made to a business 

for a specific purpose.    

SKILL MODULE 

15.3

Finding SBIR Grants

What kind of business are you interested in? Do you have any new ideas or procedures for this business that 

might lead to better ways of solving problems of health, national security, threats of terrorism, or any other area 

in which the U.S. government has an interest?



490 PART 4 Cash, Accounting, and Finance in the Small Business

   Economic Development Agency (EDA)  grants are much less common than are those from 

general governments. Most economic development agencies prefer to provide loans rather than 

providing equity capital or gift capital. However, from time to time, EDAs will either provide direct 

grants or will assist small business owners in obtaining grants from other agencies. 

   Grants from foundations  are rarely made to for-profit businesses.  Foundations  exist for the pur-

pose of addressing some identified social need that cannot be adequately met by market forces. The 

Ewing Marion Kauffman Foundation supports  education  and  research  concerning entrepreneurship 

and small business. The Ford Foundation supports the arts, including public television programs. 

The Rotary Foundation supports efforts to eradicate hunger and polio worldwide. All these founda-

tions were founded by successful entrepreneurs and business managers, but they do not specifically 

support the start up, expansion, or operation of for-profit enterprises. Rather, their (and those of 

about 30,000 other private foundations) missions clearly state that grants are made to nonprofit 

organizations. 

  However, occasionally private foundations will make grants to for-profit businesses,  if the pur-

pose of the grant is to address some goal of the foundation.  If your business is such that it addresses 

a pernicious social problem, then you may be able to find private foundation grant funding for spe-

cific, limited projects.  

  Personal Gifts 

 While the type of gifts governments and foundations offer are relatively consistent, stable, and 

publicly known, the forms of personal gifts are as varied as human imagination and need can make 

them. Remember from Chapter 14 that not just money has value; goods and services can provide tre-

mendous value to a start-up business. The most popular forms of gifts are shown in Exhibit 15.1. 

  Personal gift financing is tremendously popular. In the Panel Study of Income Dynamics, 4  fully 

one-third of the firms reported having unpaid labor contributed by family members. In business plan 

classes, the same one out of three ratio of personal gifts to start-ups in general is a fairly common 

occurrence. These gifts range dramatically in size, but the commonality of personal gifts as a major 

source of funding for start-ups is fairly well known. 5  

  Gift giving seems so easy and straightforward that it is hard to imagine how complex it really 

is—for the giver and the recipient, as well as the business. Consider gifts from the standpoint of the 

recipient and then the giver. 

  You are trying to get your business off the ground, and your favorite uncle offers to provide you 

with start-up capital. Not just any start-up capital, not an investment, not a loan. He is going to  give  

you that boost that you need to get into business. It is an entrepreneur’s dream—capital without any 

strings. 

  Do you take the money? Not so fast. The simple fact is that although Freud may have believed 

that “sometimes a cigar is just a cigar” 6  you can bet that a gift is  always  much, much more than just 

a gift. Gifts are loaded with special meanings and hidden purposes. Robert Cialdini wrote that gifts 

“create and cement alliances, allegiances, and partnerships.” 7  Are you ready to enter into an alliance 

or partnership with your beloved uncle? 

  Accepting money from family members and friends entails some real risks. That favorite uncle 

might really mean it when he says that he is  giving  you start-up capital. But gifts like this have a 

     economic development 

agency  

 A government organization that 

works to increase economic activ-

ity in the form of job opportunities 

within a specific geographic area.    

     foundation  

 An institution to which private 

wealth is contributed and from 

which private wealth is distributed 

for public purposes.    

 If you do, there is probably an SBIR grant for you.

 Assume that you have come up with an idea that might result in stopping would-be terrorists at airports out-

side the United States. Your idea, if it works, will stop terrorists from getting to the United States in the first place. 

Do a Google search using the search terms: SBIR grants “national security.”

 Follow the leads returned by Google (more than 10,000) to identify agencies and programs that will provide 

funds through SBIR grants for ideas that might help national security.

1. Write a report of your findings to be presented to your class.

2. Use the skill you have now developed to find an SBIR grant that would apply to a business that you are 

actually interested in starting.
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nasty way of morphing into very real expectations that you may quickly come to hate. Meanings, 

especially in spoken messages, are slippery little devils. Your uncle may well be saying “gift” but 

thinking “loan,” or “investment.” If you are successful, you may suddenly find that the “gift” has 

now transformed (at least in your uncle’s mind) into something very different. So here you stand—

you  accepted  a gift, but your uncle  gave  you a loan. 

  Lawsuits are made of just such differences of opinion. 

  Accepting gifts is difficult for many people. Especially when the gift is substantial. Before you 

accept your uncle’s offer, you should examine your own feelings. Can you accept a gift? Or do you 

have some secret plan that you will repay the money when you become successful? If you do not 

like being beholden to anyone, you probably should think twice about accepting an outright gift. 

Taking one most likely will lead to guilty feelings and resentment. 

  No need to immediately refuse your uncle’s offer, but you should be absolutely certain that both 

you and he understand just what is being given and just what is expected in return. 

  Now turn the example on its head. Assume now that you are the uncle who is going to give a gift 

of cash to your favorite niece to start her business. 

  Do you just write out a check and forget it? If you wish to keep your niece as a favorite, you 

probably shouldn’t. Giving a gift is risky, just as is receiving one. Any gifts that you make had better 

be equitable among those who expect to receive from you. It is a simple fact that brothers, sisters, 

nieces, and nephews all expect to be treated fairly by their parents, grandparents, aunts, and uncles. 

Overtly favor one heir, and you will trigger resentment in all the others. 

  Giving a gift also has tax implications. Currently, any gift that exceeds $13,000 may be sub-

ject to U.S. Gift Taxes. Depending upon the size of the gift, and your own situation, current gift 

taxes can be as high as 47 percent of the amount given. So if you are planning to finance your 

niece’s start-up with $500,000, you’ll probably need some creative financial planning to avoid the 

tax implications. 

EXHIBIT 15.1

Forms of Personal Gifts

Cash—always useful, but also the gift most likely to have tax implications.

Picking up the tab—when someone buys something on behalf of your business and lets you 

benefit from it.

Accelerated cash-outs—where you might be given the funds for your business from an 

account your family set up for your future education or first home. Some cash-outs come 

when family or friends cash out their retirements or home (often via taking out a mortgage).

Free use—your family has an empty storefront, apartment, van, car, or other useful product 

which they let you use for free, or at a severely reduced price, for your business.

Free work—you get family or friends to help you out in the business for free, or for pizzas 

and drinks, or for wages significantly below minimum wage. This is sometimes called unpaid 

labor.

Overpayment—where family or friends “hire” you at higher than market rates, to help you 

generate cash for your business. A variant of this is favored status or sweetheart deals 

where family or friends give you contracts to help you fund your business, instead of giving 

their work to the most qualified candidate.

Forgiveness—where family or friends give up on collecting debts you owe them, so you can 

use the money for the business. A variant of this is deferral, where the repayment of debts is 

delayed until the business is doing well.

Piggybacking—where family or friends let you add (i.e., piggyback) your purchases with 

theirs in order to get lower prices.
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  You should carefully consider just why you want to make this gift. Perhaps you are one of 

those very rare people who are true Santa Clauses: You get real satisfaction from giving away your 

wealth. This is unlikely, however. Komter and Vollebergh showed that gifts given to extended kin 

are usually made because of feelings of obligation and rarely because of feelings of affection. 8  Prob-

ably, you are expecting to receive gratitude. If so, you’ll more than likely be disappointed. Or do you 

think that your niece’s business idea is the next Microsoft and that your support will result in untold 

wealth? In this case, you should not make your support a gift. Structure it as an investment in her 

business—make it a loan or a purchase of stock. 

  Given the many problems of gift giving, should you change your mind about supporting your 

niece’s new business? 

  No, but you should understand exactly what you are giving, and what you expect in return. You 

should also be sure that your niece also understands. 

  For both of you to be certain that you agree, you should: 

1.     Put your agreement into writing.  As is said in Mexico, “Words walk. Paper talks.” This has the 

same message as the saying, “Oral agreements are just as valuable as the paper they’re written 

on!” There simply is no better way to be certain that everyone understands a transaction than to 

write it out, then have each party read, sign, and date the document. When disagreements arise 

later, the written agreement provides a permanent, immutable record of your origi-

nal intentions.  

2.       If it is a gift, have the agreement specifically say so.  “This is a gift, freely 

given between uncle (grantor) and you (recipient). No repayment is expected, 

and none will be accepted.”  

3.       If it is a loan, have the agreement specify the exact interest and payment 

terms.  A good idea from the point of view of the recipient is to make repayment 

a percentage of positive cash flows. Ideally, payments will be made either (a) 

until the principal amount plus accrued interest has been paid or (b) until the 

giver has received a specified return on the original amount. In the real world, 

loans between family members often go unpaid. Be clear concerning the cir-

cumstances under which the loan will be forgiven.  

4.       If it is an equity investment, consider nonvoting stock.  One common problem with family and 

friends as equity investors is that they want to have a say in the management of your business. 

This may be fine if they have appropriate talents and experience. It can be a kiss of death if they 

just want to meddle. Nonvoting stock provides the opportunity for capital gains, but pretty much 

precludes interference in business operations.        

  What Type of Financing Is Right 
for Your Business?  
 Consider the simplest case in which a small business owner has the alternatives of using personal 

equity funding or borrowing funds. The business may be 100 percent capitalized by either equity or 

debt, or any mix of equity and debt. Equity capital costs are estimated to be 20 percent per year—the 

investors expect $200 in interest or dividends for every $1,000 invested in the business. Debt capital 

costs are estimated to be a net of 6 percent after tax, or for every $1,000 borrowed, the entrepreneur 

owes the bank $60 a year (plus the $1,000 will need to be paid back as agreed). 

  If the owner chooses to use a capital mix of 70 percent equity and 30 percent debt, the weighted 

average  cost of capital  is approximately 16 percent. At a 50–50 mix of equity and capital, the 

 weighted average cost of capital  is 13 percent and at 30 to 70 percent equity, and debt is 

 approximately 10 percent. The more debt that is included in the capital mix, the lower the weighted 

average cost will be. The lower your cost of capital, the more profits you can keep for yourself. The 

more money your business generates for its owners, the more the business is worth. Thus, firm value 

is inversely related to cost of capital at any level of operations. 

  In reality, you will never have such alternatives. Although you may choose to use 100 percent 

personal funds for equity capital, no lender will agree to loan 100 percent. In fact, most lenders, 

LO3
  Determine the best type 

of financing for your business.

     cost of capital  

 The percentage cost of obtaining 

future funds.    

     weighted average cost 

of capital (WAC)  

 The expected average future cost 

of funds.    

● Even when gifts are given 

to help a family member or 

friend’s business, common sense 

and clear communication are 

essential. Make sure both parties 

understand and assent to what 

exactly is being given, under 

which conditions, and with what 

kind, if any, of repayment plan.
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without having some sort of guarantee such as collateral or Small Business Administration insur-

ance, will not lend an amount that exceeds the amount you have invested. Even with guarantees, 

as the amount of debt increases, so does the risk of default. Because of the added risk, lenders will 

demand higher rates of interest for those later loans. For these reasons, the cost of both equity and 

debt capital changes as their relative percentages of total capital change. 

  A more realistic case is a small business that is 100 percent funded from the owner’s own per-

sonal wealth. In this case, the value of the firm can be described as the amount of profit divided by 

the owner’s cost of capital. For now, assume that your business is producing $100,000 per year and 

that the cost of capital is 20 percent. The value of the business is $500,000 ($100,000 cash flow 

divided by 20 percent). Now suppose you have an opportunity to purchase a productive asset which 

will return 20 percent per year for its life, such as a computer-controlled 5-axis milling machine. 

The asset costs $50,000, which you decide to borrow at 8 percent interest. Firm value will increase. 

Profits will increase to $106,000 [$100,000 ⫹ ($50,000 ⫻ .20) ⫺ ($50,000 ⫻ .08)]. The weighted 

average cost of capital will be 19 percent ($500,000 at 20 percent plus the additional investment of 

$50,000 at 8 percent). The value of the business is now $560,600. 

  A few weeks later, you have an opportunity to purchase another asset which will cost $50,000 

and will also produce 20 percent returns. Again, you can borrow the money, but because of the 

added debt and greater probability of default, the lender requires 10 percent interest. Making the 

same set of calculations shows that profits will now be $111,000. The weighted average cost of 

capital is 18 percent, and the value of the business is now $611,000. 

  Notice that the first investment increased the value of the firm by $60,600 (12 percent), while the 

second investment increased the value of the firm by only $50,400 (9 percent). As debt increases 

as a percentage of total investment (called  financial leverage ),  the value of the firm increases at a 

decreasing rate.  At some debt-to-equity ratio, the firm value peaks and then begins to decrease as 

added debt is incurred. You may make a series of such calculations, each time increasing the inter-

est rate to convince yourself. You will initially see firm value increase. It will eventually reach a 

maximum value, and then start to decrease as debt and the cost of debt increases. 

  Few, if any, small business owners, however, even attempt to estimate the  optimum capital 

structure  of their business. Making such calculations takes too much time for the value provided. If 

you understand the concept that having debt in your capital structure works to increase your profits 

and you know that interest rates do not increase smoothly as financial leverage increases, you can 

find that level of debt that works for you. 

  A similar argument holds for obtaining outside equity investors. The difficulties and costs of 

obtaining equity capital are so great that most owners of small businesses don’t even try. A study 

reported in 2003 9  found that so few small businesses raised capital by selling equity to outsiders 

that no statistical analysis could be done. Given these facts, it is reasonable for you to approximate 

cost of capital by examining only a few specific debt-to-equity ratios which are reasonable for your 

business and which you expect to persist for significant periods of time. 

  The owners and managers of small businesses are quite diverse. Entrepreneurs come from all 

social classes. They have different levels of education ranging from no formal schooling to those 

with advanced degrees. People of all major religions, of every race, and from every part of the world 

are represented among small business owners. As you would expect, such a diverse group of people 

have very diverse attitudes toward work, toward investing, toward management. 

  Some people gleefully jump out of airplanes; others are determined to “keep one foot on the 

ground.” Business owners similarly differ in their response to financial risk. A few seek risk, thriv-

ing on the pressure of attempting to make the big strike. Most prefer to avoid business risk to the 

extent possible. In academic terms, some business owners are  risk seeking,  although most small 

business owners are  risk averse.  The personal preferences of each owner of a small business af-

fect choices concerning financial risk, debt, sharing of ownership, and interaction with private and 

governmental foundations and agencies. Because of this, the optimal capital structure for one entre-

preneur may well be anathema to another. Each owner of a small business must find the levels of 

equity, debt, and financial risk with which he or she is comfortable. 

   Financial risk  is the probability of financial loss. Business opportunities, projects, and assets 

that have a greater chance of producing a loss are considered more risky than those that have a 

smaller chance. In a very real sense, risk is synonymous with uncertainty. If you purchase a 30-day 

     financial leverage  

 A measure of the amount of debt 

relative to total investment.    

     optimum capital 

structure  

 The ratio of debt to equity that 

provides the maximum level of 

profits.    

     financial risk  

 Uncertainty of returns; the prob-

ability of losing money.    
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U.S. Treasury bond, the return is certain. On the thirtieth day the government will issue a check for 

the amount of the bond plus interest. Because the government has the power to create money, there 

is no uncertainty and thus no risk of financial loss. If, on the other hand, you use the same amount 

of money to invest in a business, the return is very uncertain. You might succeed greatly or the busi-

ness might fail and you lose your entire investment. 

  Borrowing money increases financial risk. In effect, borrowing money for a business is very 

much like selling the business to an investor and simultaneously buying back an option to repur-

chase the business on specific terms of payment. If the terms of payment are not met, the lender 

has the right to keep the business. The lender may enforce this right through either repossession if 

business assets were pledged as collateral, or involuntary bankruptcy, mediated by the court system. 

Payments on debt must be made as agreed without regard to the cash position of the business. 

  Selling equity in the business provides neither the opportunity to repurchase nor the obligation 

to make payments to owners. If the business does not provide sufficient profits and cash flows, an 

equity investor must accept the situation and hope that future operations will be profitable. 

  So why should you borrow, if doing so increases the probability of financial loss? Borrowing 

money for capital investment provides two benefits: (1) Borrowing enhances the potential for higher 

rates of return for the owners. (2) Borrowing allows the owners to keep a greater level of control of 

the business. For these reasons, the majority of small business owners prefer to borrow over accept-

ing outside equity investment. 10  The interaction of the effects of choosing between equity and debt 

capital results in a small business owner having to compromise among the levels of potential profits, 

financial risk, and control of the business. This is depicted graphically in Figure 15.2.     

  Borrowing increases potential profits by (1) lowering the weighted average cost of capital and 

(2) providing capital funds that allow the business to consider additional opportunities. To illustrate 

how this works, consider the following: 

●   Nucleodyne, LLC, is a biopharmaceutical start-up that owns intellectual property rights to a 

protein that will treat male pattern baldness. The science is sound, and the molecule grows 

hair on laboratory mice.  
●   The founders of the firm have already invested $1 million.  
●   To complete trials on human beings, the company must raise an additional $1 million. The 

owners have an agreement with a venture capital group to provide the money in return for 

40 percent of the equity of the business.  
●   Alternatively, the money may be borrowed from a local investment bank at 10 percent annual 

interest.  
●   Based on projections of sales and expenses, the company expects to realize a profit of $300,000. 

Using these facts, compare the balance sheet and income statements in Figure 15.3.        

  It is immediately apparent that the business makes a greater profit if all capital is equity capital. 

What is not so apparent is the effect on the owners of the business. When investments are made, 

they are not evaluated by the number of dollars that are returned. Rather, investments are evaluated 

on the  percentage of return  that is realized. In this case, compare the  return on equity  (that is, the 

percentage of return on the amount actually owned) for each of the original founders of the business 

and new equity investors as we can see in Table 15.3. 

     return on equity  

 The ratio of profits to owner in-

vestment in a business.    
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  If the  original  owners solely use their own funds, then they will realize a return of only 15 cents 

on each dollar invested. If they sell 40 percent of the business to outside investors, the  original  

owners will realize 18 cents on the dollar (60% of $300,000 divided by $ 1,000,000). If, however, 

they borrow the additional funds, then they realize a 20 percent return on their investment. The total 

original owners’ return on each dollar invested in the business is one-third greater if the needed 

capital is borrowed than if the business is 100 percent financed by owners’ personal funds. 

  This analysis, of course, does beg the question, “If the owners have the additional personal funds, 

why not invest them into the business because the total profit realized will be greater?” There are 

two reasons that making the additional investment might not be the best alternative. First, obtain-

ing equity investment from others reduces the potential loss for any single investor. Second, it is 

often possible to borrow at interest rates substantially lower than the opportunity cost of using the 

business owners’ own resources. For example, you may have money invested in an IRA, 401(k), or 

other tax-sheltered retirement fund. Suppose your retirement is earning near the long-term market 

average of 10 percent. Interest rates for borrowing are currently about 8 percent. If you take money 

from your retirement funds, you are giving up a 10 percent tax-free gain. On the other hand, interest 

on money borrowed for your business is deductible for tax purposes. If you are in the 25 percent tax 

bracket, you will, in effect, pay interest of only 6 percent [(.08 ⫻ (1 ⫺ tax rate of .25)]. Thus, as a 

rule, even if you have enough money to finance your business solely with equity, you still should 

consider borrowing in order to get the greatest total profits. 

EFFECT OF FINANCING SOURCES UPON FINANCIAL RESULTS

100% Equity Financing 50–50 Debt-to-Equity Financing

Balance Sheet

Total assets $2,000,000 Total assets $2,000,000

Debt 0 Debt $1,000,000

Equity $2,000,000 Equity $1,000,000

Total of debt and equity $2,000,000 Total of debt and equity $2,000,000

Income Statement

Operating income $300,000 Operating income $300,000

Interest expense 0 Interest expense 100,000

Net income $300,000 Net income $200,000

Effect of Financing 

Sources on 

Financial Results for 

Nucleodyne, LLC

FIGURE 15.3

TABLE 15.3 Owners’ Return on Equity in Three Business Situations

Net Income
Owners’ Return on Equity (ROE)  ⫽

Owners’ Equity Investment

Alternative 1 

Use Personal Funds for Capital

Alternative 2 

Issue Stock for 40% Equity

Alternative 3 

Borrow Capital Funds

Net income $300,000 Net income $300,000 Net income $200,000

Original owners’ equity $2,000,000 Original owners’ equity $1,000,000 Original owners’ equity $1,000,000

New owners’ equity 0 New owners’ equity $1,000,000 New owners’ equity N.A.

Original owners’ ROE ⫽ 15% Original owners’ ROE ⫽ 18% Original owners’ ROE ⫽ 20%

New owners’ ROE ⫽ N.A. New owners’ ROE ⫽ 12% New owners’ ROE ⫽ N.A.
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  Control issues arise under both alternatives of issuing equity to outsiders or borrowing funds. When 

outside investors acquire equity, they also acquire some level of influence over the operations and strat-

egy of the firm. In the example above, Nucleodyne gave up ownership of 40 percent of the firm. The 

original owners retain 60 percent ownership. This provides majority voting control only so long as the 

original owners vote as a bloc. Should disputes arise, it is quite possible, depending upon the number 

of owners and their percentage of ownership, that disgruntled stockholders could form a coalition and 

take control of the firm from the original founders. Alternatively, disgruntled minority owners may sue 

majority owners. For these reasons, many owners of small businesses are loath to sell any ownership 

shares. They prefer to accept the added financial risk of borrowing rather than deal with stockholders. 

  Borrowing capital, however, is not without its own issues of control. Lenders have to trust your 

management to operate the business efficiently, generating sufficient cash flow to meet the repay-

ment terms of the loan. It is common, therefore, for lenders to require borrowers to provide regular 

documentation of the financial condition of the business. Many banks require that a copy of each 

year’s income tax return, income statement, and balance sheet be furnished during the term of the 

loan. Loan contracts may also impose restrictions on the operation of the business, such as requiring 

that a specific minimum net worth be maintained, a specific debt-to-equity ratio not be exceeded, 

no dividends be paid to stockholders, executive salaries not exceed a specified amount, no capital 

assets be acquired or disposed of without the concurrence of the lender, and so on. These types of re-

strictions, called  loan covenants,  can seriously limit management’s freedom to operate the business 

and can make taking on shareowners seem like less of a burden. It could also make do-it-yourself 

funding more attractive.   

  Financial Management for 
the Life of Your Business  
  Tools for Financial Management 
 Financial management requires that you have some method to measure and compare your financial 

position and financial results. Your financial position is reflected on your balance sheet, your finan-

cial results on your income statement. The problem is how to interpret the information on these two 

reports. 

  As with any analysis, you must have something to compare with your position and results. The 

obvious comparisons are (1) with your planned position and results (your master budget), (2) with 

prior years’ position and results, and (3) with the position and results of other firms. The difficulty 

is in how to understand the comparison. Suppose last year you had a net business profit of $50,000 

and this year your profit was $55,000. Did you do well in the current year? You did make 10 per-

cent more this year than last. But it is often misleading to compare dollars to dollars for a financial 

result. You did not do well for the year if you invested an additional $100,000 into your business: 

Your return on your added investment is only 5 percent: added income / added investment ⫽ 5,000 / 

100,000 ⫽ .05. 

  For these reasons, most financial comparisons are made using ratios. You made $55,000 in profit. 

You have a competitor who also made a net profit of $55,000. So, were the two of you equally ef-

fective business managers? Perhaps so, perhaps not. You made the same profit, but what was your 

respective inputs to the business? Suppose you had $110,000 invested in your business. Your com-

petitor has $550,000 invested. Your return on investment is $55,000 / 110,000, or 50 percent. Your 

competitor’s return is $55,000 / 550,000, or 10 percent. It would certainly seem from this analysis 

that you are the better business manager. 

  There are four broad categories of financial ratios: (1) Activity ratios, (2) Profitability ratios, 

(3) Liquidity ratios, and (4) Leverage ratios. Activity ratios measure how productive a particular 

asset is in producing sales activity. Profitability ratios measure management effectiveness in cre-

ating wealth from sales and from invested funds. Liquidity ratios measure the business’s ability 

to pay debts and expenses that are due in the current accounting period. Leverage ratios measure 

the relative risk that a business setback could cause bankruptcy. Commonly used ratios are ex-

plained in Table 15.4. The three most commonly used ratios are Return on Investment (ROI), 



 Small Business Finance: Using Equity, Debt, and Gifts CHAPTER 15 497

TABLE 15.4 Common Ratios for Financial Management Using Ratios to 
Analyze the Income Statement

Ratio Name Interpretation Decision Criterion Formula

Activity ratios Measures of how productive a 

particular asset was in producing 

sales activity

Asset turnover ratio Measures how efficiently a business 

uses all its assets to produce sales

A higher ratio is better than a lower 

ratio

Net Sales Revenue 

Average Total Assets (Beginning 

assets ⫹ ending assets) / 2

Accounts receivable turnover ratio Measures the frequency with which 

receivables are converted to cash

Higher turnover provides faster 

access to cash that can be used in 

the business

Net Credit Sales 

Average Net Accounts Receivable

Inventory turnover ratio Indicates how quickly inventory is 

sold and thus the relative efficiency 

of both the sales and purchasing 

functions

Higher turnover is preferred Cost of Goods Sold 

Average Merchandise Inventory

Average holding period Indicates the same as inventory 

turnover, but is easier to understand

Shorter period is preferred 365 Days 

Inventory Turnover Ratio

Profitability ratios Measures management 

effectiveness in creating wealth 

from sales and from invested funds

  

Gross margin ratio Measures the percentage of sales 

revenue available to pay operating 

costs and to provide profits after 

paying for inventory

Higher is preferred Gross Margin 

Sales Revenue

Profit margin ratio, also called 

return on sales (ROS)

Measures management’s 

effectiveness in managing all costs 

relative to sales

Higher is preferred Net Income 

Sales Revenue

Return on equity Measures management’s 

effectiveness in using investor funds 

to provide profits

Higher is preferred Net Income—Preferred Stock 

Dividends Declared 

Average Common Stockholders’ 

Equity

Return on assets Measures management’s 

effectiveness in using the assets of 

the business to provide profits

Higher is preferred Net Income 

Average Total Assets

Return on investments (ROI) 

(Discussed on pp. 519–521)

Measures management’s 

effectiveness in using the invested 

capital of the business to provide 

profits

Higher is preferred Net Income 

Average Investment

Earnings per share Measures profitability per share 

investment

Examined over time, a trend of 

increasing per share earnings is 

preferred

Net Income—Preferred Stock 

Dividends Declared 

Weighted Average Common Stock 

Outstanding

Liquidity ratios Measures the business’s ability to 

pay debts and expenses that are 

due in the current accounting period

  



498 PART 4 Cash, Accounting, and Finance in the Small Business

TABLE 15.4  (Continued)

Ratio Name Interpretation Decision Criterion Formula

Current ratio 

(Discussed on p. 413)

Measures how much money can be 

made available to pay obligations 

within the fiscal year

Higher ratio is preferred Current Assets

Current Liabilities

Acid test or Quick ratio Measure of how much money can 

be made available very quickly to 

pay obligations within the fiscal year

Higher ratio is preferred Current Assets ⫺ (Inventories ⫹ 

Prepaid Assets) 

Current Liabilities

Leverage ratios Measures that indicate the relative 

risk that a business setback could 

cause bankruptcy

  

Debt to assets ratio Measures the extent to which the 

business can meet its obligations 

for the long haul

A lower ratio indicates greater 

solvency. A greater ratio indicates 

increased business risk

Total Liabilities

Total Assets

Debt to equity ratio Measures the extent to which the 

business can meet its obligations 

for the long haul

A lower ratio indicates greater 

solvency. A greater ratio indicates 

increased business risk

Total Liabilities 

Total Owners’ Equity

Times interest earned Measures the risk of being forced 

into bankruptcy for not meeting 

required interest payments

Higher is preferred Operating Income before Interest 

and Income Tax

Interest Expense

Current Ratio, and Debt to Equity Ratio. The value of these ratios for management depends to 

a large extent on the type of business you are conducting and the stage of your business in the 

business life cycle. 

  The ratios are the key way businesses are evaluated. You have seen many of these key ratios in 

reports from BizStats.com, BizMiner.com, and the Risk Management Association  Annual State-

ment Studies  mentioned in Chapters 7 and 8. Sources like those can provide important comparisons 

to help you determine if your key ratios are better or worse than the norms for your industry. While 

you are in the start-up phase, there can be considerable volatility in your business, and looking over 

a month or two’s results can lead to confusing results using ratios. That is why for start-ups ratios 

are usually based on annual figures, or at least a six-month period. 

  In addition, the kinds of ratios that add important information to your business decision making 

will change as the firm matures. As we have said, initially your concerns are less with profitability 

and more with having enough cash on hand to meet your immediate needs (what we call the “short 

term”). That is why initially Liquidity Ratios are the most important to you. As your firm gets past 

its initial trial-and-error period and develops its standard operating procedures, Activity Ratios help 

tell you if your use of the firm’s assets in those standard operating procedures is giving your firm 

the kind of results it needs to be successful. 

  As the firm reaches its break-even point, profits become a reality, and Profitability Ratios be-

come increasingly important to the firm. At this point, Leverage Ratios also become more important 

because they look at the longer-term success of the firm, as well as its ability to weather threats 

leading to bankruptcy. Table 15.4 provides the major financial ratios, and tells you how they are 

computed and interpreted.  

  Financial Management for Start-Up 
 During the start-up phase of a small business the primary  financial management  need is to obtain 

sufficient funds to pay for equipment, buildings, inventory, and indeed, all the costs of starting and 

running a business. Generally, start-up businesses have a very limited ability to obtain funds from 

LO4
  Describe the differing 

needs for financial manage-

ment at each stage of busi-

ness life.

     financial management  

 A set of theories and techniques 

used to optimize the receipt and 

use of capital assets.    
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FIGURE 15.4

The Pecking Order of 

Funding Sources for 

New Firms

Source: Adapted from Charles Ou and 

George W. Haynes, “Uses of Equity 

Capital by Small Firms—Findings 

from the Surveys of Small Business 

Finances (for 1993 & 1998).” 

Presented at the 14th Annual 

Conference on Entrepreneurial Finance 

and Business Ventures at the De Paul 

University, Chicago, Illinois, on April 

30–May 2, 2003, http://www.sba.

gov/advo/stats/wkp03co.pdf, and 

from correspondence with Dr. Ou.

FIGURE 15.5

Use of Debt and Equity 

in Start-Ups from the 

PSED

Source: Adapted from Michael Stouder 

and Bruce Kirchhoff, “Funding the First 

Year of Business,” in William B. Gartner, 

Kelly G. Shaver, Nancy M. Carter, and 

Paul D. Reynolds, (eds.), Handbook of 

Entrepreneurial Dynamics: The Process 

of Business Creation (Thousand Oaks, 

CA: Sage, 2004), p. 368.
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outside sources. Necessary funds for start-ups therefore are usually obtained through a mixture of 

the founders’ personal resources, personal credit worthiness, and internally generated cash flows. 

Outsiders who provide funding during the start-up phase of a small business are often referred to as 

“3-F investors,” that is, “friends, family, and fools.” The emphasis of financial management at this 

stage is to obtain needed funds and to conserve scarce cash. 

  Figure 15.4 shows the forms of financing available to small businesses. According to the SBA, 

there is a pecking order of popular funding sources from most available to least. 11  Owner’s capital 

is the most widely available source, while loans from commercial-grade lending institutions such as 

banks are the least available. Loan and finance companies are more likely sources of financing than 

banks because these lenders are “motivated” by the payoff from high-interest-rate loans. Figure 15.4 

shows that the 3-Fs and trade credit are also fairly popular sources for funds. Once the firm gets 

going, a whole other source of financing becomes available as the owner uses the profits or cash 

generated by the business to pay for growth.   

  One other factor to consider in start-ups is the power of combined resources. Often solo entre-

preneurs face greater pressure to use their own money in a start-up situation than do start-ups done 

by teams. In the Panel Study of Entrepreneurial Dynamics, teams generally reported having greater 

debt financing available for use at the time of start up. 12  Figure 15.5 shows from where the initial 

funding for team and solo start-ups comes. Solo entrepreneurs could raise only 47 percent of their 

start-up funds using debt, while teams could raise over 62 percent from debt sources. This means 

that solo entrepreneurs are more dependent on their own equity and that of the 3-F investors.   

  One small but important and growing source of external financing is the business angel. Angels are 

individuals who routinely invest in small businesses. They are often  accredited investors  13  which 

is a term coined by the SEC to define an investor sophisticated enough to make (and know how to 

     accredited investors  

 The SEC’s term for individuals with 

a net worth greater than $1 million 

or a personal annual income of at 

least $200,000 in each of the two 

most recent years, who are there-

fore qualified to make private eq-

uity investments in businesses.    
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correctly make) a major investment in a business. Accredited investors are millionaires in terms of 

assets they own (not counting their house), and have substantial annual incomes. They are a popular 

source of funding for cash-intensive firms at the earliest stages—seed and start-up. For a long time, 

most angels usually operated as individuals, but recently more and more angels have banded together 

into two kinds of groups—networks and funds. 14  These are compared in Table 15.5. 

  Angel networks are groups of accredited investors who operate together to prospect for invest-

ments. Usually the decision to invest in a business rests with each individual network member. The 

advantage to the network members is having a greater chance to see good investment opportunities, 

as well as having a group of potential co-investors and sources of needed expertise. These same 

reasons lie behind the creation of angel funds, but in funds the angels put in an amount to the fund, 

and the fund invests. Some of these angels funds look and operate a lot like venture capital funds, 

with professional staffs and elaborate reporting procedures. Others are member-managed, and are 

more varied in their approach to individual investments. 

  Angel networks can be informal, consisting of a group of friends or colleagues who help each 

other find businesses to invest in. These informal networks are very hard to find unless you have 

personal contacts to the wealthy individuals who are eligible to make up an angel network. Formal 

angel networks are generally more public, and angel funds are also easily found. The most com-

plete directory of angel networks and funds is maintained by the Angel Capital Association ( www. 

angelcapitalassociation.org ). 

  Whether an individual, a network, or a fund, the interests of angels are the same. They invest first 

in order to make money, and then for other reasons. In order to protect their investment, they will 

invariably require such things as board membership and the business being incorporated so they can 

own shares of stock. This protection will also extend to the business’s next stage, when you need even 

more money. If the angels cannot put more money into the business, new investors are needed. 

  Typically, new investors will want to dilute the ownership of the previous owners, including the 

angels, so that the new investment gets the best terms. This can cause fights between the original 

angel investors and the new investors. The resolution of these are often complex, involving ad-

vanced financial instruments like warrants. By the time these issues occur, you should be relying on 

TABLE 15.5 Types of Angel Investment

Individual Angel Angel Network Angel Fund

Ease of Finding Angels Hard to find Formal networks public so easy to 

find; small private networks hard 

to find

Publicly known, so easy to find

Legal Form Private individual Formal networks, corporation; 

informal networks vary

Corporation

Source of Funds Invests own money Each angel invests their own money Fund invests on angels’ behalf

Typical Size of Investment $50–100K $50–$250K $50–$500K

Geographic Proximity 

Preferences

Very close proximity is preferred Very close proximity is preferred. 

May invest remotely via syndicate

Very close proximity is preferred. 

May invest remotely via syndicate

Why Invest? Equity growth and personal interest Equity growth and personal interest Equity growth, sometimes regional 

development

Reporting Requirements Varies by individual Varies, set by investing angels Formal, set by the fund

Involvement Level and Method Low to extremely high; informal Low to extremely high; informal Low to extremely high; more formal

Angels Exit Expectation Often unplanned, Trade sale Cash-out when firm bought or VCs 

invest

Cash-out when firm bought or VCs 

invest

Parts of this table were adapted from Dirk De Clercq, Vance Fried, Oskari Lehtonen, and Harry J. Sapienza, “An Entrepreneur’s guide to the venture capital galaxy,” The Academy of Management 

Perspectives, 20, 2006, pp. 90–112.
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your own attorneys and accountants to help make sure your business gets the money it needs and 

you keep the power you need to run the business. 

  There is a world of debt and equity techniques available to the small business, with exotic sound-

ing names like PIPEs and Regulation D 504s (for example, see the Thoughtful Entrepreneur: Direct 

Public Offerings). The types of investment vehicles given in Table 15.1 and Figure 15.4 just scratch 

the surface. However, virtually all of these are advanced financial techniques, and should only 

be approached with the support of a good lawyer specialized in small business financing, and the 

backup of a good accountant, since the accounting and financial record-keeping requirements for all 

of these advanced techniques are rigorous. 

 To be successful at using advanced financing techniques, the start-up usually requires a high-

potential business idea, a solid and experienced start-up team, a professional approach, and evidence 

of your and your team’s investment in the business. For most small businesses, it is far easier, sim-

pler, and faster to cast farther afield for more family, friends, and folks, or dig deeper into their own 

pockets to fund the start-up. 

  Financial Management for Growth 
 Many small businesses successfully start up only to find that the need for financial management is 

greater than ever as the business enters a phase of rapid growth. This situation is like a lame “bad 

news-good news” joke. The bad news is that the business has greater capital needs than ever. The 

good news is that more sources of money are available to meet those needs. The emphasis of finan-

cial management during periods of growth is to obtain increasing amounts of cash inflows to pay 

for added inventory, productive assets, and employees needed to meet growing levels of business 

operations.  

  Financial Management for Operations 
 Most small businesses eventually reach a size that is relatively stable: not too small to generate 

sufficient profits, not too large for the preferences and abilities of the owners. At this stage of the 

business, the emphasis of financial management is to build owner wealth, to conserve assets, to 

While initial public offerings (IPOs) are limited to those few start-ups with billions of dollars in potential sales 

and a powerful start-up team, there are other types of public offerings more accessible to more conventional 

types of small businesses. They are called direct public offerings or DPOs. These can be used for raising equity 

by selling stock (for C-corporations) or membership units (for LLCs), or for raising debt by selling a note (also 

known as a bond). There are four forms of DPO: Section 504 or SB-1 offerings (for under $1 million), a 505 

offering (for up to $5 million), the more complex 506 or SB-2 offering (for more than $1 million), and the still 

more complex Small Corporate Offering Registration (SCOR) program for up to $1 million. These are designed 

for selling securities nationwide and over the Internet. There is a fifth DPO limited to sales within only one state 

(i.e., the entrepreneur offering the DPO and the investor both live in the same state) and is called an Intrastate, 

or Rule 147, Offering.

 All five offerings depend on the creation of a private placement memorandum (a specialized type of business 

plan discussed in Chapter 8), a subscription agreement, and for a debt offering a promissory note. All five also 

require government filings, sometimes with the federal SEC, often with your own state’s security regulations 

 office (a good directory of state offices is given at the North American Securities Administrators Association Web 

site—www.nasaa.org—search the site for its “Directory of Securities Laws”). Not enough small businesses use 

this approach, but it is also one that requires involving a lawyer to make sure the filing is done correctly.

Direct Public Offerings15

THE THOUGHTFUL ENTREPRENEUR
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match cash inflows to outflows, and to maximize the return on capital assets by making optimal 

investing decisions.  

  Financial Management for Business Exit 
 Eventually, you will face the necessity of leaving the active management of your business. This may 

be because you want to take advantage of a different opportunity, the business needs professional 

management, you want to pass ownership to family members, or you want to retire. You might be-

come ill or disabled. Regardless why, successfully leaving your business requires maximizing the 

value of your business for your successors. 

  The goals of financial management in preparation for exiting the business depends, in part, on the 

nature of the exit that is planned. Business exit can entail a transfer to your heirs. Another common 

exit is to sell the business, either to outside investors or to the employees. Finally, business exit can 

come from terminating the business through bankruptcy, a “work-out,” or simply closing the busi-

ness and disposing of its assets. 

  If your plan is to transfer the business to family members, then you will want to ensure that the 

business is in sound financial condition. You should be working to minimize debt and to increase 

asset value. It is essential that you establish internal controls over assets by establishing policies and 

procedures that are clearly stated and understood by everyone involved in management. 

  If you plan to sell your business, your goals should be to optimize capital structure for profits. 

Investors usually will not pay to “buy” cash in your business. Therefore, you should be removing all 

surplus cash and tightening the cash-to-cash cycle to the shortest time possible. The condition and 

age of assets will greatly affect the final selling price, so now is the time to ensure that all equipment 

is in good working order, that the facilities are clean and organized, and that accounts receivable and 

accounts payable are up to date. 

  Termination of a business is also very common. Many small businesses are extensions of the 

owner. For example, CPA firms, beauty salons, real estate brokerages, indeed any business that pro-

vides personal services, often depend solely on the reputation and personality of the owner. In real-

ity, there is no business to sell. In cases such as these, exit usually involves finishing all outstanding 

projects, collecting all money due, disposing of all business assets, and finally (if possible) paying 

off any outstanding debt. Thus, the goals of financial management are to recover all asset value pos-

sible, cover any indebtedness, and use the remainder for personal purposes. 

  Refer to Chapter 20, “Achieving Success in the Small Business,” for a more comprehensive dis-

cussion of the many issues of business exit.     

  CHAPTER SUMMARY 

 Describe the three types of capital financing and 

their costs and trade-offs. 

●   Most people have many assets and financial resources that 

can be used to finance their business.  

●   Financing can be in the form of equity, debt, or gifts.  

●   An entrepreneur’s own funds are the first source of financing 

for most small businesses.  

●   Forms of business organization can be categorized along two 

dimensions.  

●   How the business is taxed.  

●   How much responsibility owners have for the liabilities of 

the business.    

 Explain the characteristics of a business that 

determine its ability to raise capital. 

●   Investors put money into a business to make money for 

themselves.  

●   Lenders expect a return from making loans, by getting back 

the amount they loan plus more money in the form of interest.  

●   Equity investors expect to get back the money they invest plus 

extra money, a gain on investment.  

●   To get money from other people, owners must show them that 

their business probably can make gains for them.  

●   Financing with equity is expensive and creates problems of 

control and decision making.  

LO1 LO2
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●   Other than the owner’s own funds, the most common source 

of capital for established ongoing small businesses is bor-

rowed funds.    

 Determine the best type of financing for your 

business. 

●   As debt increases as a percentage of total capital, total cost of 

capital declines.  

●   Lower cost of capital results in higher firm value, all other 

things being held equal.  

●   Borrowing money increases financial risk because payments 

on debt must be made as agreed without regard to the cash 

position of the business.    

 Describe the differing needs for financial 

management at each stage of business life. 

●   You can use financial ratios to evaluate your business.  

●   There are four broad categories of financial ratios: activ-

ity ratios, profitability ratios, liquidity ratios, and leverage 

ratios.  

●   During the start-up phase of a small business the primary 

financial management need is to obtain sufficient funds to pay 

for equipment, buildings, inventory, and indeed, all the costs of 

starting and running a business.  

●   During the growth phase, the need for financial manage-

ment increases to pay for added inventory, productive 

assets, and employees to meet growing levels of business 

operations.  

●   During the mature phase of the business, the emphasis of 

financial management is to build owner wealth, to conserve 

assets, to match cash inflows to outflows, and to maximize 

the return on capital assets by making optimal investing 

decisions.  

●   Successfully leaving your business requires maximizing its 

value for your successors by creating effective internal controls 

and developing business systems to replace your specific skills 

and knowledge.     

LO3
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  DISCUSSION QUESTIONS  

 1.   Why does a business require a constant flow of money and 

capital assets during its existence?  

 2.   Explain how a sole proprietorship differs from a corporation.  

 3.   What things do you need to do to convince an investor to make 

you a loan or purchase equity in your business?  

 4.   In what ways does accepting outside investment change the 

ways you manage your business?  
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 5.   Why do you have to give up more ownership to get outside 

investment if your business is risky?  

 6.   Explain why investors prefer investments that pay back sooner 

to those that pay back later.  

 7.   Name four ways that an investor can receive payment from a 

business. Describe the advantages and disadvantages of each.  

 8.   Many small business owners prefer to borrow money rather 

than sell equity. Why is this so?  

 9.   In what ways do the Four Cs of Borrowing differ from the re-

quirements for being able to obtain equity capital?  

10.   Explain why it is easier to borrow money to buy a semi truck 

than to purchase rights to a business process.  

11.   Explain how borrowing money (1) increases firm value and 

(2) makes more money for a business owner.  

12.   Explain the differing financial management needs of a small 

business during the start-up, growth, mature, and exit phases.    

  EXPERIENTIAL EXERCISES  

1.   Go to the SBA directory of SBICs (http://www.sba.gov/INV/

index.html). Search through the directory, specifically look-

ing for SBICs that will invest in businesses in the industry 

in which you are interested. Make a chart of the minimum 

and maximum investments that the SBICs will make, and 

their requirements to invest. Present your findings to your 

class.  

2.   Contact the owner of a business you would like to own. Ar-

range an interview. Ask how the owner arranged for start-up 

financing. What sources of financing does the owner use 

today? Report your findings to your class.  

3.   Find out if your city has an office of economic development. 

(Almost every city with a population greater than 100,000 

does.) Contact the office and inquire about the programs that it 

supports. Ask specifically how the office would provide support 

to you for start-up and operations.  

4.   Find out if your city or county has any tax abatement economic 

development zones. What must you do to be able to take ad-

vantage of the tax abatement?  

5.   Make an appointment with a commercial bank loan officer who 

handles business loans. Ask about the bank’s documentation 

requirements. Determine what commitment, if any, the bank 

has for making loans to local small businesses. Present your 

findings to your class.  

6.   Do a search of  Entrepreneur, Inc.,  and  BusinessWeek Small 

Business  Web sites looking for information about businesses 

that were successful in obtaining financing. Write a report de-

tailing how the businesses arranged financing.    

  MINI-CASE 

 VIVID SKY IN 2008 

 Vivid Sky’s sole product, SkyBOX, was designed to provide sports fans in a stadium with continual access 

to videos, sports statistics, info-graphics (e.g., pitch locations and hit/out locations), maps, chats and 

 concession-ordering capabilities—giving the fan in the stadium “the best seat in the house.” 

  To reach this point, Vivid Sky’s founder, Tim Hayden, had achieved numerous developmental mile-

stones since 2003 using nothing but bootstrapped help and his own cash (and very much his own credit 

cards). The software was ready for deployment on iPhones and other 3G cell phones and laptops/desktops. 

The back-end programs to run in stadiums to gather and tie together the many data streams and feed them 

to SkyBOX users were ready to go. What was needed now was $1 million to deploy the programs in the base-

ball, football, basketball, and hockey stadiums in North America starting with the 2009 baseball season. 

  Through an innovative product, a positive attitude, and tireless networking, Tim had convinced four 

Fortune 1000 companies to seriously consider investing $500,000 toward the million-dollar round. The 

companies were all in the entertainment business, and all saw the SkyBOX as a vehicle for selling content on 

a new platform, the cell phone. Tim still had to raise $500,000 before any of the big players would put their 

cash in. 

  Despite presentations from 2003 to 2007 to angels in St. Louis, Seattle, Chicago, Detroit, and Boston, 

and even a couple of presentations to Silicon Valley and Seattle venture capitalists, in the end his funding 

came from the people who knew him the longest and trusted him the most. 

www
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  Tim’s first investors were his parents, who invested $100,000 explaining to Tim that the money was 

his inheritance. That investment led to a friend of the family investing another $100,000, not based on 

the business plan, but on knowing Tim, the person. Once these two investors were aboard, a friend of the 

second investor wanted to get involved so an additional $130,000 was injected into Vivid Sky. When all 

was counted, Tim had raised $530,000 by the end of April 2008 from six partners who were all one degree 

separated from Tim. 

  Each $100,000 was set up as a convertible note (i.e., it starts as a loan, and when funding is complete, 

converts to stock) worth 2 percent of the stock, for 20 percent of the company total when all $1 million was 

raised. Twelve percent of the stock was held for the developers and executives, with Tim holding 68 percent. 

Those percentages put the valuation of the company at $5 million. 

  It was a great moment for Tim, with continuing successful deployments in baseball and hockey, inter-

national corporate sponsors signed up, iTunes Store sales exceeding projections, and four Fortune 1000 

companies ready to do their due diligence now that they knew who their potential partners would be. 

  Sitting back, Tim started wondering, “What could go wrong now?” 

1.   Why might the investors want a convertible note instead of getting straight stock in a start-up?  

2.   From the standpoint of the smaller investors, what are the advantages or disadvantages of having a 

single large investor (like one of the entertainment companies) along with the smaller ones?  

3.   If the large firms decide not to invest, what are the options available to Tim and how likely will he be 

to raise the capital needed?  

4.   Finally, what do you think is the answer to Tim’s question—What could go wrong now?     
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1616   Assets: Inventory 
and Operations 
Management 

●      Curtis Graf’s company lost 

a significant amount in assets 

when a thief disguised as a 

worker literally walked onto a 

construction site and drove off 

in a backhoe. Managing your 

business’s property can be a 

challenge. What are some of the 

security measures Curtis could 

have put into place that would 

have deterred this theft? What 

measures do you think you would 

need to implement for your dream 

business?   
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  Focus on Small Business: Curtis Graf and 
the Nightmare on Construction Street  

 When you complete this chapter, you will be able to: 

LO1  Describe techniques to manage short-term assets. 

LO2  Calculate the value of the assets in your business. 

LO3  Describe techniques for managing fixed assets. 

LO4  Calculate ratios used to analyze capital investment decisions. 

LO5  Describe the advantages of renting or leasing capital equipment. 

LO6  Describe techniques to manage and improve the operations of your business.  

 It’s every contractor’s nightmare. You arrive on a job site at six in the morning and find that hundreds of thou-

sands of dollars of construction equipment was stolen overnight. Work comes to a halt. Expenses escalate as 

workers stand around while you make a frenzied effort to buy, borrow, or rent replacement equipment. 

  Curtis Graf in the Dallas suburb of Mesquite, Texas, encountered something even worse. A bold thief, 

in broad daylight, simply walked onto one of his construction sites, started up, and drove away in a $40,000 

backhoe. A worker on the site saw the whole thing, but because the thief looked and acted as if he belonged, 

mistook him for another worker. 

  “I paid $3,000 to have it burglar-proofed,” Curtis said, “but they stole it anyway!” 1  

  Most unfortunately, equipment theft is a nightmare that all too often comes true. Despite all efforts—

those of law enforcement, the owners, and industry groups—500 pieces of heavy construction equipment are 

stolen in the United States  each week.  Fewer than 15 percent of the machines stolen are ever recovered. 2  

  Curtis did not get his machine back. He faxed a report to the local police and called numerous times to 

see if it had been found. Curtis said that the only reply from the police was, “We will call you when we find 

something.” He added, “That’s short for, ‘We don’t have time to talk to you anymore.’” 3  

  His insurance company was little help, as well. It not only delayed payment as long as it could, but it 

also canceled his policy, which resulted in his changing insurance carriers for the third time in three years. 

He did finally receive a payment of $24,000 nearly a year after the machine was stolen, leaving him $16,000 

shy of the cost of a replacement. 

  DISCUSSION QUESTIONS  

1.   Why do you think that thieves target heavy construction machinery?  

2.    To what extent do you think that Curtis Graf’s negative experience with insurance coverage for theft is 

commonly encountered by small business owners?  

3.    Why do you suppose that fewer than 15 percent of stolen heavy machines are ever recovered when the 

FBI reports that 62 percent of stolen automobiles are recovered?  

4.    Think of the business that you own or would like to own. How and to what extent would the theft of 

machinery or equipment be a threat to your business?        
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  Managing Short-Term Assets  
 In many ways, you can think of your business as a collection of assets: things you own that will pro-

vide value in the future. The things that you own include the obvious, such as cash, inventory, tools, 

machinery, buildings, and land. Less obvious things are also owned, such as legal claims to collect 

money from customers in the future, patents, copyrights, trademarks, expertise, and your reputation. 

  Because your business  is  its assets, if you allow them to be damaged, lost, stolen, or destroyed, 

your wealth diminishes. At some point, if your business loses enough value, it will cease to exist. It 

will be bankrupt, and you will have lost your investment. 

  Managing your business assets to obtain their maximum value is critical to ultimate business suc-

cess. Chapter 14 is dedicated to the issues of managing cash, the most liquid of all business assets. 

This chapter discusses managing the critical short-term assets of accounts receivable and inventory, 

and managing the essential long-term assets of property, plant, and equipment.   

  Accounts Receivable  
  Accounts receivable  are money that is owed to your business by your customers. As was dis-

cussed in Chapter 14, relatively few small businesses today provide credit to customers. Current 

practice is for small businesses to provide credit only by accepting bank-issued credit cards. How-

ever, there are still some small businesses, especially those involved in wholesale distribution, that 

provide direct credit to customers. For these firms, managing receivables is an essential activity. 

  The Pros and Cons of Offering Credit to Customers 
 Credit is provided to customers for marketing reasons. Providing credit usually results in higher 

sales revenue because of increased repeat business. Providing credit also reduces the cost of selling, 

because it is much less expensive to obtain repeat business than it is to get new customers. 

  On the downside, selling your product and then allowing customers a month or two to pay has 

three negative effects that are often overlooked when business owners make the decision to extend 

credit. First, providing credit delays the receipt of cash. If your small business is like most, you exist 

in a state of constant cash shortages. Anything that delays receiving cash makes the problems of 

meeting payrolls and paying suppliers and vendors even worse. This causes the second problem: 

You must somehow replace the “missing” cash. Most often this means borrowing. Borrowing, of 

course, is expensive. You spend time to arrange a loan, and then must make regular payments of in-

terest. Third, if you give credit to your customers, sooner or later one of them will not pay. Although 

you provide credit only to those customers who you believe will pay, despite careful monitoring and 

despite strenuous collection efforts, eventually someone won’t. The reasons why people don’t pay 

can be almost anything, from inability to pay because they have no money to low ethics to outright 

fraud. Regardless of the cause, your business loses when customers don’t pay.  

  Managing Accounts Receivable to Receive the Greatest 
Benefit for Your Business 
 As stated above, providing customer credit usually results in increased sales revenues and lowered 

transaction costs, which usually more than offsets the costs of interest and uncollectible accounts, 

resulting in greater profits. To realize this benefit, you must establish and enforce efficient and ef-

fective policies and procedures for extending credit. Your goals are to: (1) minimize the time that 

passes between when a credit sale is made and when the cash is received, and (2) keep the number 

of bad accounts as low as possible. Exhibit 16.1 provides a list of standards that should always be 

followed if you provide credit to customers.   

  Using Your Accounts Receivable as a Source of Financing 
 You can often get immediate cash from third-party finance companies if you have established and 

enforced policies to maintain a high quality of receivables. Having high-quality receivables lets you 

quickly get cash to meet unexpected needs. 

  You can use your receivables in two ways to quickly lay your hands on cash. First, you can 

pledge your receivables as collateral for a commercial loan. Depending on the finance company, 

LO1
  Describe techniques to 

manage short-term assets.

     accounts receivable  

 Money owed to your business by 

customers who purchased your 

product on credit.    
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 If you want to collect the money owed you from credit sales, you must be very careful to 

give credit only to those customers who are likely to pay. To make credit work for your 

business, you must work consistently to collect what you are owed. The following nine 

policies are  minimum standards  for managing customer credit: 

1.    Make an extensive credit check prior to authorizing credit sales to any individual customer.  

2.    Promptly bill each customer following each credit purchase.  

3.    Provide cash discounts for making timely payments.  

4.    Enforce significant late fees and interest on past due accounts.  

5.    Maintain constant “aging” of accounts to quickly identify customers who become delinquent.  

6.    Make consistent, vigorous efforts to collect from customers, including dunning letters 

and phone calls.  

7.    Discontinue credit sales to customers who become significantly late in paying.  

8.    File suits and liens against the assets of customers who default on payment.  

9.    Use your bank as a  lock box  for the receipt of payments.    

     lock box  

 A locked receptacle for money, the 

keys to which are not available to 

those who physically handle the 

receptacle; a common example of 

a lock box is the coin receptacle 

for parking meters which cannot 

be opened by the workers who are 

responsible for collecting the de-

posited coins.    

EXHIBIT 16.1

 Policies for Managing 

Accounts Receivable 

 SMALL BUSINESS INSIGHT 

 Dwight Cooper, CEO of PPR Travel, 4  a nurse-staffing firm in Jacksonville, 

Florida, was in a quandary. Average time to collect payment on accounts 

was a crippling 60 days from the time the bill was sent. For two months, 

Cooper had to cover all the costs of his nurses—wages, benefits, and tax 

withholdings—as well as his own operating expenses. In effect, Cooper 

was financing the operations of his customers. On the other hand, if he 

pressed his clients for payment, he risked creating bad will and perhaps 

even losing business. 

  “What should I do?” he asked himself. 

  Owners of small businesses commonly face the same dilemma. A recent 

study by REL Consultancy Group of Purchase, New York, found that fully 

one-third of big businesses are habitually late paying vendors’ bills. 5  Sooner 

or later, if you provide credit to customers, you too will have difficulties in 

collecting what is due. Customer accounts will slip ever farther into arrears. 

Past due accounts will accumulate: 90 days, 120 days, even 6 months in ar-

rears. Cooper took a unique approach to his problem. He  asked  his custom-

ers why they paid late and what he could do to help them speed payment. 

  Even more unusually, he  acted  to implement the things that his cus-

tomers said would help them pay more quickly. First, he established pro-

cedures to ensure that every bill was accurate. Second, he issued a single 

invoice to each hospital for all nurses provided, rather than sending mul-

tiple invoices, one for each nurse provided. Third, he started printing his 

invoices on blue paper, making them immediately recognizable. Fourth, he 

began sending a reminder when a customer was only one day late. To take 

the sting from the reminders, each is addressed by hand. 

  The results of Cooper’s efforts is that average collection time has been reduced from 60 days to 45. 6  

 Put  Your  Bill on the Top of the Pile 

●     Dwight Cooper shaved 15 days 

off his company’s average time 

for collection of bills receivable. 

Which of his steps could you see 

yourself imitating in your own 

business? What ideas might you 

add in improving your company’s 

collection process?  
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customer payments on pledged receivables may be collected either by you and forwarded to the 

lender, or may be directly collected by the lender. Second, you can  sell  your receivables to a finance 

company in a process called  factoring . A factoring company will usually pay you about 75 to 

80 percent of the total amount that can be collected. The factor then collects the receivables. The 

difference between the gross amount of the receivables and the amount that is ultimately collected is 

the factor’s profit margin. Skill Module 16.1 gives you a chance to work through the ways a factor 

might structure a deal for you. 

   Pledging receivables  to a commercial lender is usually less expensive than factoring. When 

you pledge receivables, your business is liable only for the borrowed amount and accrued interest 

on the loan, regardless of the amount that is subsequently collected from your customers. You have 

the opportunity to collect it all. On the other hand, a commercial lender will loan you only one-

half of the amount that can be collected. When you factor receivables, you immediately get 75 to 

80 percent of the amount due. But, you forever give up all rights to the factor’s discount. Of course, 

for this amount, the finance company assumes your bad debt risk. If a factor does not collect enough 

to make a profit, it’s the factor’s problem, not yours.      

     factoring  

 Selling the rights to collect ac-

counts receivable to an entity out-

side your business.    

     pledging receivables  

 Giving a third party legal rights to 

debts owed your business in order 

to provide assurance that bor-

rowed money will be repaid.    

 Using Receivables to Raise Immediate Cash 

 Suppose that you need $50,000 immediately in order to purchase welded steel roof trusses for a building that you 

have contracted to construct. Normally, you would simply purchase the materials on account from an established 

supplier, but two things prevent this. First, you have reached your credit limit with your supplier, and the sup-

plier refuses to provide more. Second, your regular supplier is operating at maximum possible output and cannot 

deliver the trusses within the time required by your contract. 

  You have found a supplier who will manufacture and deliver the trusses when you need them. However, this 

supplier does not offer credit. Further, the supplier demands an immediate deposit of one-half of the cost of the 

trusses, $25,000, with the remaining $25,000 paid on delivery. You have approached your bank, but the bank 

has refused you a loan because (1) you are at your borrowing limit, and (2) the business with which you have con-

tracted is embroiled in a lawsuit with the bank, and the bank therefore will not accept the contract as collateral. 

  You have current receivables of $67,000. You have contacted a factor in your area that has proposed two 

financing deals.  

1.   The factor will purchase your receivables for 75 percent of their collection value. You will receive 95 percent 

of the cash immediately, and the factor will retain the remaining 5 percent until all the receivables are col-

lected. If the entire $67,000 is collected, then the remaining money will be paid to you. However, the money 

being held will be reduced by any amount uncollected at the end of 120 days from the date of the factoring 

contract.  

2.   The factor will lend you $54,000 discounted at 12 percent interest for 90 days. You must pledge 100 per-

cent of your receivables as collateral for the loan. The factor will collect your receivables, applying 

100  percent of the amount collected against the $54,000 until it is completely repaid, dollar for dollar.   

  What should you do? Show calculations to support your decision. 

SKILL MODULE 

16.1

  Managing Inventory  
  Inventory  is a constant, everyday problem for most small businesses. It is the largest current asset 

that most manufacturing, wholesale, and retail firms have. Manufacturing firms, wholesalers, and 

retailers simply cannot operate effectively without a minimum level of inventory on hand. Even 

service firms such as restaurants, beauty shops, automobile garages, plumbing businesses, electrical 

contractors, sign companies, and so on also have to have some inventory to function efficiently. It 

is a rare business, indeed, that has no inventory at all. 

  The amount and type of inventory held for resale is important for small businesses because 

(1) the supply of inventory and demand of customers cannot be precisely matched at all times, 

     inventory  

 Products that are held for sale to 

customers.    
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and (2) holding inventory requires a nonproductive cash investment. While inventory sits on your 

shelves, the money required to buy it is tied up and is not making a return for you. 

  Determining the Appropriate Level of Inventory 
 The  right  amount of inventory to keep on hand and the  right  amount of inventory to order at one 

time is determined by (1) the cost of processing an order, (2) the cost of keeping merchandise in 

inventory, (3) the cost of lost sales if you run out, and (4) the time it takes to receive inventory after 

it’s ordered. These factors vary widely with the location and type of business. Small retailers and 

service firms that also sell products (such as a beauty shop) and are located in urban areas usually 

have easy access to wholesalers and can make frequent small purchases. If the business is in a small 

town or if it needs hard-to-get resources, then it may have to keep a lot of merchandise on hand. For 

example, our manufacturer of fine wooden desks, from Chapter 9, may well need hardwood, such 

as mahogany, teak, or burled maple, which is produced in only a few places and for which there are 

only a few wholesalers, worldwide. The distribution system for hardwoods is such that, except in 

very large cities, you have to buy a lot of it at one time and then keep it in stock until it is used. 

  There is a way to know how much you need to order so that you have an adequate supply of 

inventory on hand. It is called  economic order quantity (EOQ) , and it helps you think in terms of 

ordering costs and carrying costs. 

  The total cost of keeping inventory is the sum of: 

●   The cost to buy the inventory.  
●   The cost to store, protect, and maintain inventory.  
●   The cost of making an order to purchase inventory.    7

  (See Exhibit 16.2.) 

  If the cost of carrying inventory were the only factor in making the decision of how much inven-

tory to obtain, it would make the most sense to purchase the smallest number of units possible at 

any single time. On the other hand, if ordering costs were the only consideration, you would order 

the largest number that you expect to sell. But if you consider both these  and  purchase price, as we 

do in Figure 16.1, you get the economic order quantity (EOQ)—the quantity at which the total cost 

of inventory is minimized. 

  You do not have to derive the EOQ equation to use it. You can simply substitute your business’s 

projected annual sales demand, cost of placing one order, and cost of holding one unit in inventory 

     economic order quantity 

(EOQ)  

 A statistical technique that deter-

mines the quantity of inventory 

that a business must hold to mini-

mize total inventory cost.    

Costs of Carrying Inventory Costs of Ordering Inventory

1.  The opportunity cost of the funds invested in 

inventory

1.  The transaction costs of preparing and transmitting 

the order

2.  The cost of keeping inventory secure and in sellable 

condition

2. Investigating and selecting an appropriate vendor

3. Cost of warehouse or other storage facilities 3. Receiving inventory

a. Utilities

b.  Physically moving inventory into, within, and out 

of the storage area

c. Security guards, fencing, access control, etc.

4. Insurance and taxes on inventory 4.  Time required to travel to suppliers to pick up 

inventory

5.  Inventory shrinkage, i.e., loss from waste, 

spoilage, and theft

5. Inspecting shipments

6.  The transaction costs for counting and record 

keeping

6. Record keeping

EXHIBIT 16.2

Inventory Costs
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to calculate your unique optimum order quantity and the number of orders that you should place 

each year. If you are interested, Appendix A of this chapter, entitled “Economic Order Quantity,” 

provides a detailed explanation of how the EOC equation can be used.   

  Scheduling Ordering and Receipt of Inventory 
 Determining the right quantity to order is only part of the problem of inventory management. You 

also need to know  when  to place each order. The EOQ tells us only how many units to order and how 

many orders to make. It does not tell us  when  to place each order. Deciding when to place an order 

is determined by (1) the rate of sales and (2) the time required to receive new stock. 

  The  optimum stocking level  (also called  reorder point ) is the amount of inventory that results 

in the minimum cost, considering (1) the cost of lost sales resulting from running out of stock, 

(2) the number of units sold per day, and (3) the number of days required to receive inventory. 

  If everything worked perfectly, you would receive new inventory just as you sold the last unit 

from the prior order. But in business as in most things in life, things are never perfect. Delivery 

times vary. Sales volumes are not constant. Sometimes demand exceeds your estimate. Sometimes 

your estimate exceeds demand. 

  If you know how demand for a particular product or part changes, you can calculate the prob-

ability of being out of stock, given any initial level of inventory and time between receipts of inven-

tory. Computing the reorder point tells you the minimum stock level at which you would place an 

order. Ordering at that time would ensure that you do not run out of inventory before you run out of 

customers, and at the same time would minimize your holding unnecessary amounts of stock. 

  In practice, managers of small businesses rarely attempt such statistical analyses. Rather, they 

use a heuristic (rule of thumb) developed from experience. Unless you are selling a product that 

has very high unit costs, such as automobiles, tractors, or airplanes, the effect of having too little 

inventory is worse than the effect of having too much. For this reason, most businesses deliberately 

time the placement of orders to keep some extra amount of inventory on hand as  safety stock  

to provide for the possibility that sales might be greater than forecast, or that deliveries might be 

delayed. 

  One interesting use of optimum stocking levels comes when an entrepreneur starts to use it as 

a sales tool directed toward customers. If you compute customers’ reorder point, you start to have 

an added reason to contact them and check to find out whether it is time for them to reorder your 

product. 8   

     optimum stocking level  

 (Also known as the  reorder point. ) 

The amount of inventory that re-

sults in the minimum cost, when 

considering the cost of lost sales 

resulting from running out of stock, 

the number of units sold per day, 

and the number of days required 

to receive inventory.    

     safety stock  

 An amount of inventory carried to 

ensure that you will not run out of 

inventory because of fluctuating 

levels of sales.    
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  Just-in-Time Inventory Systems 
 The cost of owning and holding inventory is far greater than the cost of ordering inventory. As a 

result, most businesses try to acquire and keep on hand the minimum amount of inventory possible 

while still being able to meet customer needs. At the extreme, a few businesses hold no inventory 

at all. Rather, these businesses order and receive inventory only after a customer purchase has been 

made. 

  The practice of acquiring inventory only in response to a completed sale is called a  pull-through 

system . Once a customer sale is made, an order is placed to either obtain or produce the product. 

Each stage of the production process operates in response to this order, ultimately reaching back to 

the acquisition of the raw materials from which the product is made. 

  The ultimate extension of pull-through processing is  just-in-time inventory  management. A 

just-in-time (JIT) inventory system attempts to reduce inventory levels to the absolute minimum 

by (1) accepting inventory only as it is sold, (2) assembling product in the absolute minimum time 

possible, and (3) shipping product to the customer immediately upon completion. In this way, the 

three primary inventories of manufacturing, (1) raw materials, (2) work in process, and (3) finished 

goods, are all kept at the minimum levels possible. 

  One of the best-known examples of just-in-time manufacturing is Dell Computers, 9  but small 

businesses use the approach too. Consider Alienware, a maker of high-end PCs for game enthusiasts 

started by two lifelong friends in Miami, Alex Aguila and Nelson Gonzalez. Their model is simple: 

“First you pay. Then we build.” Having started with only $13,000, they could not afford to spend 

a lot on inventory. When Alienware receives a computer order from its Web site, a work order is 

generated that specifies each individual component to be assembled. Alienware maintains a just-in-

time delivery system for needed parts, and leverages its relations with suppliers to ensure speedy 

delivery. With the parts together, the computer is assembled, tested, and then sent to the packing 

and shipping department. The use of the JIT approach originally meant that Alienware had no re-

ceivables to underwrite, no inventory to depreciate, and no bad debt. 10  Today Alienware still gets the 

same benefits, but it has grown to over $100 million in annual sales, and even has an arrangement 

with Best Buy.      

  Adoption of just-in-time inventory management requires an extreme degree of cooperation with 

your vendors. The location, scheduling, and transportation of inventory must be as carefully cho-

reographed as is a Broadway dance routine. A single misstep in process can result in the shut down 

of production and in lost sales. To ensure against this, most businesses that adopt just-in-time inven-

tory management compromise between the theoretical “best way” and the exigencies of real-world 

business management and maintain some level of safety stock. 

  The development and growth of the eBay online auction service has provided many small busi-

nesses with the ability to practice just-in-time inventory management. Buyers on eBay know that 

there will be a period of a few days between winning a bid and receiving the product. Numerous 

eBay sellers use this time to obtain the product. Often, it is shipped directly from the wholesaler to 

the buyer. This practice is the ultimate just-in-time process: The eBay seller never owns or handles 

the products being sold. It is called  microinventory  and is a very special form of JIT found in 

Internet-based businesses 11  such as Alienware.  

  Other Approaches to Inventory Control 
 There are three approaches to maintaining records of inventory which are very common in small 

businesses: (1) periodic inventory, (2) perpetual inventory, and (3) point-of-sale systems. Any one 

of these, applied conscientiously, can help control inventory and inventory costs. 

   Periodic inventory  is the process of physically counting business assets on a set schedule. The 

time between counts is usually one business year, although periodic inventories may be conducted 

twice per year, quarterly, monthly, or as often as your business needs require. Most small businesses 

use the periodic inventory method because it is relatively inexpensive and meets the requirements of 

both local and federal taxing agencies. 

   Perpetual inventory  is a system of recording the receipt and sale of each item as it occurs. A 

perpetual inventory system maintains a constant record of the amounts and value of inventory that 

has been sold and the amounts and value of inventory on hand. Perpetual inventory systems provide 

     pull-through system  

 A term for just-in-time inven-

tory systems in which product is 

ordered and placed into produc-

tion only after a sale has been 

completed.    

     just-in-time inventory  

 The practice of purchasing and 

accepting delivery of inventory 

only after it has been sold to the 

final customer.    

     microinventory  

 The purchase of inventory only 

after a sale is made; very typical 

with Internet firms.    

     periodic inventory  

 The process of physically count-

ing business assets on a set 

schedule.    

     perpetual inventory  

 A system of recording the receipt 

and sale of each item as it occurs.    

● Alienware uses just-in-time 

inventory management in order to 

keep costs of its high-end PCs at 

a reasonable level
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you with instant access to accurate inventory records, thus greatly easing the problems of managing 

inventory levels. The main drawback to using perpetual inventory systems is the high cost in time 

needed for constant record keeping. (See Figure 16.2.)  

   Bar coding  is one method used to reduce the cost of perpetual inventory systems. Bar codes 

are computer readable tags that are unique to each item of inventory. The most common bar codes 

(those that are used every time your grocery purchases are scanned at the register) are called UPCs 

or universal product codes. 

  UPCs are registered with and controlled by a private company, GS1 US ( www.gs1us.org ). Man-

ufacturers pay an annual fee to participate in the UPC system. Each member of the system makes 

an application for codes for its products. In return, the company issues a six-digit code for each 

member, and an additional, unique five-digit code for each registered product. The 12-digit UPC 

comprises the manufacturer identification number plus the product number plus a check sum to 

allow for computer error checking. 

  Each UPC is therefore unique to the product for which it is issued. As a member of GS1 US, you 

have access to the database of all codes and the corresponding product information. The company 

maintains an extensive Web site that explains the system, the use of bar codes, and information 

necessary to join. 

  You may also create private bar codes of any number of digits for your internal use. Because the 

private codes are for your internal use, they do not have to be registered with GS1 US. 

  To use bar codes effectively in your business, you need (1) a method to create bar codes, (2) a 

means to print the codes on the items that you wish to track, (3) a scanner that can read the codes, 

and (4) a computer software program that can interpret the codes and update a database of informa-

tion associated with each code. There are hundreds, if not thousands, of businesses that provide all 

the elements necessary for you to use bar codes internally in your business. A search of the Inter-

net’s open directory (DMOZ) on the term “bar codes” returned 229 individual listings for firms that 

provide bar code software and hardware.  

   Point-of-sale (POS) systems  comprise both hardware and software to integrate inventory 

management directly into your accounting system. You are very familiar with POS, whether or 

not you are aware of being so. The familiar supermarket scanner and the multibutton registers at 

fast food restaurants are examples of point-of-sale systems. In these systems, every sale is im-

mediately recorded in the accounting system. Revenue is increased and inventory is decreased 

simultaneously. 

  Point-of-sale systems have recently become inexpensive enough to be used by small businesses. 

Today, you may acquire complete systems, including a cash drawer, credit card scanner, bar 

code scanner, computer, monitor, and software for less than $2,000. There are numerous provid-

ers of POS systems, including such well-known companies as Intuit, Hewlett Packard, Sony, and 

Panasonic.    

     bar coding  

 Obtaining a Universal Product Code 

number and scan-ready visual 

tag, and printing it on the product 

or its packaging. Bar codes can 

then be scanned and recognized 

by others.    

     point-of-sale (POS) 

system  

 Hardware and software combina-

tions that integrate inventory man-

agement directly into accounting 

software.    

Type of product: Unit of measurement:

Total to be carried forward

Date Reference Designation Receipts Disbursements

Stock Card

Stock in hand

FIGURE 16.2

 The Stock Card   
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  Value of Assets in Your Business  
 There are two fundamental kinds of assets in a business—short-term, which includes inventory and 

accounts receivable, and operating or  capital assets . The methods for determining the value of each 

are similar in many respects. Many small businesses need little in the way of capital assets. However, 

transportation, manufacturing, automobile repair, mining, ranching, and farming businesses all re-

quire the use of substantial capital assets in the form of land, buildings, and machinery. The value of 

such businesses is largely determined by the value of the physical capital assets that they own. 

  The value of assets for use in your business usually far exceeds the value that you might realize 

if you were to sell them. An example of such an asset is fencing for a ranch or farm. A four-strand 

barbed wire fence on steel posts can easily cost $4,000 per mile. However, no rancher can ever re-

alize the value of the fence by selling it. At least half the cost of fencing is in the labor required to 

install it. Once installed, it would cost a similar amount to uninstall. Used barbed wire and posts will 

bring only a fraction of their cost new. In fact, farmers and ranchers often cannot even give away 

old fencing; rather, they incur significant costs to safely dispose of it. 

  Similar situations exist in other businesses such as manufacturing, in which equipment, especially 

custom-made machinery, is much more valuable as an operating asset than can ever be  realized from 

disposal. Even restaurant equipment such as deep fryers, cooking grills, and ventilation hoods have 

a much greater value being used in a restaurant than they do sitting in a restaurant supply store. 

  Determining the Value of Your Operating Assets 
 The value of operating assets is a function of their utility. In other words, your assets are worth the 

sum of the future benefits that the assets will produce. It is this definition that is the source of the 

LO2
  Calculate the value of 

the assets in your business.

     capital assets  

 Assets that are expected to pro-

vide economic benefits for periods 

of time greater than one year.    

  ●  If it is important to you that 

your product be recognized 

universally, be sure to apply with 

GS1 US in order to receive your 

product’s UPC. 
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discounted cash flow methods discussed in Appendix B of this chapter. Discounted cash flow valu-

ation methods define  utility  as being the net cash inflows that the asset will produce. The value of 

the asset is the sum of these cash flows discounted for time and cost of capital. 

  Just as estimating future cash flows is highly problematic for small businesses, predicting future 

utility of capital assets is so uncertain that it is largely a waste of time. Therefore, most small busi-

nesses determine the value of capital assets using some combination of the four common accounting 

methods of assigning asset value. 

  The four accounting methods to value capital assets are (1) book value, (2) disposal value, 

(3) replacement value, and (4) fair market value. 

   Book value  is an accounting term that describes the difference between the original acquisition 

cost of capital assets and the amount of depreciation expense that has been recognized for them. 

Even a superficial consideration of book value discloses that it is simply an accident if book value 

even approximates the asset’s economic value. This is true for two reasons: (1) Purchase price is not 

an indicator of the current value of any asset, and (2) depreciation is not, nor is it intended to be, any 

measure of the consumption through use of an asset’s value. 

  Depreciation is an arbitrary, but regular and systematic, method used to take asset value as an ex-

pense for the purpose of calculating net income or loss. Depreciation is based on three assumptions: 

(1) that the asset has a fixed, determinable period of utility (called useful life), (2) that the asset has 

a fixed, determinable value that will exist when the depreciation process is complete (called  salvage 

value ), and (3) that the value of the asset will decline in a continuous and predictable manner over 

the period of utility (e.g., straight line, declining balance, etc.). In fact, none of these assumptions 

necessarily holds for any capital asset. Thus, depreciation is arbitrary. Book value is generally con-

sidered to be not very useful for any purpose other than accounting and income taxes, each of which, 

through law, regulation, and practice, require its use. 

   Disposal value  is a method of estimating asset value by calculating the net amount that you 

would realize were you to sell the asset in an  “arm’s length” transaction . This is accomplished 

by subtracting from the estimated sale price the estimated costs of selling, disassembly, shipping, 

indeed, all costs necessary to dispose of the asset. Disposal value is the residual of many estimates. 

At best, you must consider the value to be a rough approximation. At worst, the value may hold no 

relationship to the asset’s unknown, “true” economic value. 

   Replacement value  can be determined with much greater confidence than can be given to ei-

ther book value or disposal value. In effect, you are estimating the value of a currently owned capital 

asset by determining the cost that would be incurred to replace it with an identical asset. Unlike 

disposal value, in which you must estimate an essentially unknowable selling price for a used asset, 

replacement value is based on determining the price of either a new asset or a used asset for which 

there is an organized market. For many assets, such as machine tools and vehicles, this is done quite 

easily by obtaining quotes from dealers. Custom-made assets require a bit more work, but still can 

be accurately priced through an engineering approach. 

  The primary advantage of replacement value is that you can be quite confident of its accuracy. 

The disadvantage is that the price of a new asset is often much greater than the price of an essentially 

identical asset already in your business. 

   Fair market value  lies somewhere between disposal value and replacement value. Fair market 

value is an attempt to determine the price that the asset would bring, in its current location and 

condition, in an arm’s length transaction between a willing buyer and a willing seller. In contrast to 

disposal value, fair market value is assigned from the point of view of the buyer, and thus includes 

the selling price and all costs to install, test, and prepare the asset for productive use. 

  The appropriate valuation method is largely determined by the purpose for which the valuation 

is being made. As stated above, laws, regulations, and the requirements of GAAP require that book 

value be used for financial reporting and income tax purposes. 

  For any other purpose, you may use the valuation method that best meets your needs. If you are 

offering assets as collateral, lenders are most interested in disposal value, as that best approximates 

the amount that would be realized if the asset were repossessed. If you are considering an invest-

ment opportunity, disposal value provides an estimate of the timing and amounts of cash flows that 

can be used for net present value and internal rate of return calculations. If you are offering your 

business for sale, as the seller of a business you would view disposal value as a “lower limit” for 

the selling price because it approximates the amount that would be realized were the business to 

     book value  

 The difference between the origi-

nal cost of an asset and the total 

amount of depreciation expense 

that has been recognized to date.    

     disposal value  

 The net amount realized after sub-

tracting the costs of getting rid of 

an asset from its selling price.    

     arm’s length transaction  

 A business deal where the parties 

have a prior relation or affiliation, 

but where the business is con-

ducted as if they were unrelated. 

This approach is done to help 

guard against potential conflicts 

of interest.    

     replacement value  

 The cost incurred to replace one 

asset with an identical asset.    

     fair market value  

 The price at which goods and ser-

vices are bought and sold between 

willing sellers and buyers in an 

arm’s-length transaction.    
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be liquidated. On the other hand, potential buyers and investors are most interested in replacement 

value. Replacement value sets an “upper level” for the value of your business assets as an approxi-

mation of the cost that would be incurred to equip a start-up business.  

  Determining the Value of Inventory 
 If your business holds inventory for sale, you are faced with the problem of determining its value. 

The value that you assign to inventory sold and on hand affects (1) the amount of profit that you 

recognize and (2) the value of your business. 

   Inventory valuation  begins with knowing  how much  of  what  you are holding. All too often 

owners of small businesses purchase inventory items which are stored out of sight. These items 

somehow never get used or sold. Over time such “forgotten” items accumulate, tying up scarce 

funds. At the minimum, you should conduct a  physical inventory —a type of periodic inventory—

at least once each year, identifying and counting all items that your business owns. Items that have 

not been sold or used for significant periods of time should be disposed of to free their value for 

productive use. Slow-moving and dated inventory may be disposed of by discounting or “dumping” 

it to overstock resellers such as Big Lots, Dollar Stores, or junk dealers. 

     inventory valuation  

 Determination of the amount of 

assets held by the firm for sale or 

production.    

     physical inventory  

 A count of all the inventory being 

held for sale at a specific point in 

time.    

 SMALL BUSINESS INSIGHT 

 James P. Smith, owner of Signgraphics, Inc., of Blue Springs, Missouri, had 

just learned that a contract to produce signs for a chain of convenience stores 

had been lost to a competitor. As a result, Signgraphics was now stuck with 

twenty 8 ft   12 ft polycarbonate plastic sign faces. The faces could not be 

used for any other purpose because they were vacuum molded and internally 

painted with the logo and name of the store chain. Each sign face, molded and 

painted, cost over $1,300. That meant Signgraphics had $26,000 of scrap. 

  Signgraphics, as would most small businesses, would be severely 

damaged by such a loss. Something had to be done, and done quickly. 

  Biting the bullet, James called the competitor who had just won the 

contract. The competitor quickly agreed to purchase the faces for $22,000. 

Although still a painful loss, $4,000 was not great enough to threaten the 

survival of the business. In fact, Signgraphics continued to be successful 

for an additional four years until the business was sold to yet another com-

petitor in the area. 

  Sooner or later, you are likely to be stuck with surplus, slow-moving, 

or obsolete inventory. If you are like most entrepreneurs, you’ll be tempted 

to keep the inventory, “just in case you find a use for it.” Over time, such 

surplus inventory can build up to astonishing levels, tying up money that 

could and should be used in the business. 

  A better strategy is to constantly monitor the use of inventory and 

quickly dispose of any “dated” items before they become obsolete or oth-

erwise unsellable. Such inventory items may, as in the case of Signgraph-

ics, find a ready buyer in a competitor. If you are a wholesaler or retailer, 

you can offer steep discounts to existing customers. You may sell to a 

company that specializes in buying surplus and distressed items. Finally, 

you may, as a last resort, scrap such inventory, and take its acquisition 

cost as a business deduction against profits.      

 James P. Smith of Signgraphics, Inc. 

● Signgraphics had to make 

a tough call on selling their 

extra sign faces inventory to a 

competitor. Having an inventory 

handling approach that allows 

for quick and easy adaptation 

is key to successfully managing 

your small business. What are 

some ways you think owners can 

build flexibility into their inventory 

management procedures?
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  Once you know what inventory you have, you can then assign it a value. One of the unpleasant 

surprises that many small business owners experience is the discovery that inventory is often worth 

far less than it cost to acquire. Inventory loses value in many ways. It can lose value because of 

changes in fashion or changes in technology. Some inventory items, especially food items, spoil 

with the passage of time. Some things get broken, dented, scratched, dirty, or otherwise shopworn. 

Determining the value of items being held for sale is essential to efficient inventory management.  

  The value of inventory items held in stock is highly problematic, especially when prices are 

rapidly changing. You must answer the questions, “Is inventory worth what I paid for it? Is it worth 

what I must pay to replace it? Or is it worth only the amount for which I can sell it?” Any of these 

methods,  acquisition cost, replacement cost , or fair market value, respectively, can reasonably 

be used to determine the value of your inventory. However, your choice of valuation method affects 

the profit you recognize and thus the amount of taxes you must pay. 

  If you assign a high value to inventory, you increase the amount that you deduct for cost of goods 

sold which results in decreased sales margin and reported profit. Less reported profit means less 

will be paid in income taxes. However, lowered reported profits makes your business worth less to 

investors, lenders, and potential buyers. On the other hand, if you assign the lowest acceptable value 

to inventory, you will make the results of operations of your business look better, but at the price of 

paying increased income taxes.    

  Property, Plant, and Equipment  
 The importance of the issues of the acquisition and maintenance of real estate, buildings and ma-

chinery varies among businesses. If your business is wholesale or retail merchandising, the issues 

of  property ,  plant , and  equipment  (PPE) are most likely of relatively minor importance to your 

success. If your business is manufacturing, mining, farming, ranching, or transportation, your great-

est investments and your greatest costs are consumed by land, buildings, and machinery. Obtaining, 

maintaining, and efficiently using these expensive capital assets is critical to your success. 

  All capital assets cause you to incur four costs over time: (1) the cost of acquiring the asset, 

(2) the cost of owning the asset, (3) the cost of operating the asset, and (4) the cost of disposing of 

the asset. 

  It is common for owners of small businesses to consider only the first of these costs in making 

an investment decision. This narrow focus on acquiring an asset is unfortunate because although 

you make such decisions infrequently, the ramifications of the decisions are critical to your success. 

Making a correct decision will increase the value of your business, and thus your wealth. Making an 

inappropriate decision will lead to suboptimal returns, even to your business going bankrupt. The 

probability of making a good capital investment decision is greatly increased when all the costs of 

the asset, called  whole of life costs , are included in the decision process. In Skill Module 16.2 you 

will analyze the whole of life costs for one asset. 

  Acquisition cost of a capital asset is the sum of  everything  that you spend to acquire and prepare 

the asset for its first productive use. Thus, the cost of engineering to specify the details of the asset, 

purchase price, shipping, insurance during shipping, setup, testing, and interest on any borrowed 

funds are all accumulated to determine the cost of the asset. 

   Costs of owning  an asset include interest on funds borrowed and the opportunity costs of funds 

invested to acquire it. Costs of ownership also include insurance on the asset, property taxes, value 

of the space that the asset occupies, and the cost of record keeping and security for the asset. 

   Costs of operating  the asset include the energy the asset consumes, maintenance, loss of eco-

nomic value resulting from wear and obsolescence, and any necessary training of operators. 

   Costs of disposition  are composed of the value of the activities necessary to get rid of the asset. 

Such costs include meeting environmental regulations, disassembly, advertising, commissions, ship-

ping, insurance, and fees. The cost of meeting environmental requirements can be huge for some 

assets. For example, it is nearly impossible to find affordable means to dispose of radioactive tools, 

anything that contains mercury or lead (e.g., computer monitors), electric motors and transformers 

that contain polychlorinated biphenyls (PCBs), 12  and personal computers which contain significant 

quantities of several poisonous heavy metals. 13     

     acquisition cost  

 The total cost of acquiring an asset, 

including such costs as purchase 

price, transportation, installation, 

testing, and calibrating in order to 

ready it for its first productive use.    

     replacement cost  

 The total cost of replacing an asset 

with an essentially identical asset.    

LO3
  Describe techniques 

for managing fixed assets.

     property  

 A general term for real estate, but it 

can also be applied as a legal term 

for anything owned or possessed.    

     plant  

 A general term for the facilities of 

a business.    

     equipment  

 Machinery, tools, or materials 

used in the performance of the 

work of the business.    

     whole of life costs  

 The sum of all costs of capital as-

sets, including acquisition, owner-

ship, operation, and disposal.    

     cost of owning  

 Cost incurred in financing, insur-

ing, taxing, or tracking an asset.    

     cost of operating  

 The direct cost incurred in using 

an asset for the purpose for which 

it was intended.    

     cost of disposition  

 Cost incurred in the activities nec-

essary to get rid of an asset.    
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  The Capital Budgeting Decision  
  Eventually small businesses get to the point where they can begin to make investment choices—do 

you open a new location or expand the one you have? Do you buy new machinery or invest in real 

estate? The process of deciding among various investment opportunities to create a specific spend-

ing plan is called  capital budgeting . The goal of capital budgeting is to improve the quality of 

decisions about how to best use the scarce resources of the business. Capital budgeting works by 

determining the costs and benefits of each alternative investment, such as machinery or real estate. 

The question that must be answered to make a decision is, “Which of the available investment alter-

natives provides the greatest benefit relative to the cost of the investment?” 

  To do this, the alternatives are simultaneously compared by examining various financial ratios or 

by applying the concepts of the time value of money. The time value of money is the concept that a 

dollar received today is worth much more than is a dollar to be received at some time in the future. 

  The two most commonly used financial ratios for comparing investment alternatives are 

(1)   payback period  and (2)  return on investment (ROI) . There are also two significantly more 

complex approaches called  net present value (NPV)  and  internal rate of return (IRR),  which are 

discussed in Appendix B of this chapter. Each of these measures has both advantages and disadvan-

tages. Not one of them is appropriate in all circumstances, although each can be useful in the capital 

budgeting process. 

LO4
  Calculate ratios used 

to analyze capital investment 

decisions.

     capital budgeting  

 The process of deciding among 

various investment opportunities 

to create a specific spending plan.    

     payback period  

 The amount of time it takes a busi-

ness to earn back the funds it paid 

out to obtain a capital asset.    

     return on investment (ROI)  

 A capital budgeting equation 

used to measure the relation-

ship between initial investment 

and the  profits that are expected 

to be received from making the 

investment.    

SKILL MODULE 

16.2

 Understanding Whole of Life Costs for Capital Budgeting 

 You are the owner of the Real Wood Furniture Company. Business has grown to the point that a bottleneck has 

formed at the point where the 4-ft   12-ft lumber-core plywood sheets are cut to finish size. You have identified 

two automated panel saws that have identical capacity sufficient not only to eliminate the bottleneck, but also to 

be able to keep up with projected growth for the next 10 years. 

  Each machine has a useful life of 10 years. However, each will have to be rebuilt at the end of the seventh 

year to be able to get the final three years of use. At the end of 10 years, either machine will be techno-

logically obsolete, and thus you will have 

to dispose of it at that time. Estimated cost 

data for each saw are shown in the chart 

at the left.  

1.    Examine the data in the chart. With-

out doing any specific mathematical 

analysis, state which saw you would pur-

chase, and why you made your choice.  

2.    Assume that every desk to be produced 

for the next 10 years will be made from 

wood that is cut by the saw that is pur-

chased. Sales for the year the saw is 

purchased are projected at $260,000 

and are expected to increase by 15 per-

cent per year for the next 10 years. Use 

Real Wood Furniture Co.’s cost of capital 

to perform a discounted cash flow analy-

sis of purchasing each saw. Now which 

saw would you choose, and why?  

3.    Advanced topic:  Assume that Real Wood Furniture Co. is profitable and will pay 30 percent income taxes 

each year of the life of the saw purchased. Repeat the discounted cash flow analysis, only this time make 

adjustments for the effect of income taxes. Now which saw would you choose, and why?   

Real Wood Furniture Co.

Manufacturers of Fine Wood Desks

Data Concerning Automatic Panel Saw

Kyrobi Delta

Purchase price $110,000 $80,000

Shipping 3,500 1,000

Installation 6,500 4,000

Testing 3,500 4.500

 Total acquisition cost $123,500 $89,500

Maintenance cost per year $12,000 $14,900

Energy costs per year 8,500 13,000

Rebuilding in seventh year 25,000 35,000

Disposal cost end of tenth year 4,850 6,000
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  To illustrate each of these investment analysis tools, consider the following: The owner of a sign 

shop has the opportunity to contract with a rapidly growing franchise operator to install signs at all 

new locations. To be able to complete this contract, she will need to invest in a heavy truck and a 

truck-mounted crane. She has reduced the decision alternatives to two different truck-crane combi-

nations: a Skyhook 85-foot heavy-duty crane with a service ladder mounted on a Ford diesel truck 

and a Sponco 87-foot medium-duty crane with a service bucket and remote controls mounted on a 

GMC diesel truck. The cost of the Ford-Skyhook combination, ready for use, will be $150,000. The 

cost of the GMC-Sponco combination will be $185,000. Each truck and crane will have a useful life 

of 10 years. 

  Each crane has certain advantages and disadvantages. The Skyhook crane can lift 2,000 pounds 

to its full extension height. However, it does not have remote controls, and thus requires a crew of 

two people. The Sponco can lift only a 950-pound load, but its service bucket with remote controls 

allows it to be used by a single operator as a “cherry picker” to lift the operator into position, obviat-

ing the need (and dangers) of working from a ladder. Based on these facts, the owner has estimated 

future cash flows that will be provided by each alternative. 

  The owner has determined the following criteria to aid in making a decision: 

1.     The business’s weighted average cost of capital is 20 percent.  

2.     The maximum acceptable payback period is four years.  

3.     Depreciation is recognized using a  straight line for a useful life of 10 years .  

4.     Salvage value of each combination will be $0 (zero).  

5.      Cash flows and profits will differ by the tax effect of depreciation recognized. 14  Depreciation for 

the Ford-Skyhook is $15,000 a year, for the GMC-Sponco $18,500 a year.    

  Payback Period 
 The payback period measure is a statement of how much time must pass before your business re-

ceives back the same number of dollars in cash flow as you must pay out to obtain a capital asset. 

Only cash flows are considered. 

  Two decision rules are applied in choosing from among alternative investments: 

1.      Accept only those alternatives for which the time required to recoup the original investment is 

equal to or less than a maximum allowable time determined by management.  

2.    Accept the alternative with the shortest payback period among those that meet the first criterion.    

  Consider the following example: Using the data in Table 16.1, we can calculate that the Ford-

Skyhook combination pays back in 2 years and 11 months. In the first year, $35,000 is paid back. 

Another $60,000 is received in year 2, leaving $55,000 to be recovered. If we assume that the money 

is received evenly across the year, then it will take 55,000/60,000, or 0.917, of one year to recoup 

the final $55,000. 

  Using the same method, we find that the GMC-Sponco combination will require 3 years and 

2.7 months to pay back its initial investment. 

  Following the decision rules, we find that both alternatives meet the minimum hurdle of paying 

back in four or less years. However, the Ford-Skyhook alternative payback period is 3.7 months 

shorter, and thus we would choose this alternative. 

  The main advantage to using the payback period analysis is its simplicity. Also, it allows easy 

comparison of alternatives that are dissimilar in magnitude of cash flows and overall project life. 

The primary disadvantages of the payback method are that (1) it disregards the time value of money 

and (2) it disregards all cash flows that occur after the payback period. These disadvantages often 

result in managers making suboptimal investment decisions.  

  Rate of Return on Investment 
 Rate of return on investment (ROI) is a measure of the relationship between the initial investment 

and the profits that are expected to be received from making the investment. The calculation is 

straightforward: 

 ROI   (average annual profits)/(average investment) 

     straight line for a useful 

life of 10 years  

 Depreciation is computed using a 

straight line method over 10 years, 

so an asset would lose 10% of its 

value each year.    
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   As with the payback method, two decision rules are applied to choose from among alternative 

investments: 

1.      Accept only those alternatives for which the return on investment is equal to or greater than the 

business’s weighted average cost of capital, which is the expected average future cost of funds 

and is discussed in Chapter 15.  

2.    Accept the alternative with higher ROI among those that meet the first criterion.    

  We can then calculate the ROI of each alternative:

Ford-Skyhook GMC-Sponco

(Sum of profits/length of project) (530,000/10) (600,000/10)

(initial investment   salvage value)/2 (150,000   0)/2 (185,000   0)/2

  0.707   0.649

 

  Both alternatives meet the first decision rule as the ROI of each exceeds the business’s weighted 

average cost of capital of 20 percent. We accept the Ford-Skyhook alternative because it has the 

greater ROI of the two. 

  Return on investment analysis has two advantages: (1) It is easy to calculate, and (2) it relies on ac-

counting information with which business owners, lenders, and investors are comfortable. ROI’s disad-

vantages are (1) profits are not the same as cash, and (2) the method ignores the time value of money.  

  Net Present Value 
 Calculation of net present value (NPV) and its application to this investment decision is explained 

in Appendix B, beginning on page 533.    

TABLE 16.1 Data for Capital Budgeting Decisions

Estimated Cash Flows and Accounting Profits of Each Alternative

Ford-Skyhook GMC-Sponco

Years Cash Flows

Accounting 

Profits Cash Flows

Accounting 

Profits

0 $ (150,000) $ (185,000)

1 35,000 20,000 45,000 26,500

2 60,000 45,000 62,500 44,000

3 60,000 45,000 62,500 44,000

4 65,000 50,000 67,500 49,000

5 70,000 55,000 77,500 59,000

6 75,000 60,000 87,500 69,000

7 75,000 60,000 92,500 74,000

8 80,000 65,000 95,000 76,500

9 80,000 65,000 95,000 76,500

10 80,000 65,000 100,000 81,500
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  Rent or Buy  
 It is often not necessary, or even advisable, to purchase capital assets. Many capital assets for which 

there is an active market, such as real estate, trucks, tractors, and airplanes, can easily be obtained 

through rental agreements. 

  Renting such assets provides several important advantages. First, renting requires little or no 

cash investment on your part. Purchasing, however, often requires that your business be able to pay 

cash of 20 percent or more of the purchase price in order to be able to borrow funds to finance your 

purchase. Second, renting usually does not require an extensive (and expensive) application process 

as does borrowing money. Third, renting usually protects you from unexpected costs of repairs. If 

you are renting a truck for your business and it breaks down, you can quickly obtain a replacement 

vehicle. Fourth, renting capital equipment provides an easy method to avoid ongoing costs if busi-

ness conditions change. If a sudden loss of business makes the asset uneconomical, you can return 

it to its owner, thereby avoiding the costs of ownership, operation, and disposal. 

  Making the decision to rent rather than to buy an asset provides a partial answer to the problem of 

projecting future cash flows. You may make the same analysis that you would in order to decide to 

buy. However, in making this analysis, renting provides two advantages over buying: (1) The exact 

amount and timing of cash  outflows  is specified in the rental contract, and (2) renting provides a fall-

back position should your projections prove to be incorrect. If actual cash flows fall short of your pro-

jections, you may be able to return the rented property, avoiding future rent payments. If you still wish 

to pursue the opportunity despite lower cash flows than expected, you can make provisions for a less 

expensive alternative. Should actual cash flows exceed your projections, you have the options of ei-

ther purchasing the rented asset or returning the asset and purchasing a higher-capacity replacement. 

  The disadvantages to rental are, first, you do not have an ownership position. The value of a 

rented asset does not ever show up on your business’s balance sheet. Should you need capital, rented 

assets cannot be used as collateral to obtain borrowed funds. Second, rental requires that you make 

regular, timely payments. If you own an asset, you may be able to exercise some control over cash 

outflows for costs of ownership and operations, such as maintenance and upgrades. These options 

do not exist for rented assets. Third, the number of dollars paid in rent usually exceeds the number 

of dollars you would spend to own the asset. The owner of the asset you are renting bears the risk 

of breakdowns, obsolescence, and disposal costs. Because of these risks, the owner must receive a 

premium over the costs that you would incur if you were to buy the asset. 

  Financing with Leases 
 A lease is simply a rental agreement that specifies a minimum period of time for which you must 

make rental payments. Lease periods range from as short as a few days to 99 or more years, and 

leases can include other sorts of provisions or specifications for how the business deal or the leased 

property is to be handled. Thus, as lessee, you may agree to bear the costs of maintenance, insur-

ance, and taxes on leased assets. Alternatively, any of these costs may be born by the lessor. Leases 

provide a middle ground between renting and owning assets. 

  There are two basic types of leases, operating leases and capital leases. The two types of leases 

differ primarily in how the property is disposed of at the end of the lease period. 

   Operating leases  are leases that are similar to renting. In an operating lease, ownership of the 

asset never passes to you as the lessee. At the end of the lease period, you either return the asset to 

its owner, or you may purchase the asset at its then current fair market value. 

  All other aspects of maintaining and operating the asset can be negotiated between lessor and 

lessee. Either party may be contractually responsible for maintenance and operating costs. 

   Capital leases  are leases that are essentially the same as buying the asset. At the end of the 

lease period the asset becomes property of the lessee, either without any additional payment or by 

the lessee paying a nominal amount. The test to determine if a lease is a capital lease, rather than an 

operating lease, is the existence of provisions for title of the asset to pass to the lessee at a price less 

than the asset’s fair market value. 

  The benefits of leasing are numerous. First, you can usually obtain a very low down payment. 

Second, the process of negotiating and closing a lease is usually less complicated and expensive 

LO5
  Describe the advan-

tages of renting or leasing 

capital equipment.

     outflow  

 Funds being paid to others by the 

firm.    

     operating lease  

 A long-term rental in which own-

ership of the asset never passes to 

the person paying for the lease.    

     capital lease  

 A lease in which at the end of the 

lease period the asset becomes 

the property of the lessee, possibly 

with an additional payment.    
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than making a purchase and obtaining borrowed funds. A third benefit is that it is usually much 

easier for you to replace leased assets than it is to replace assets you own. 

  Because actual ownership of the asset remains with the lessor until the provisions of the lease 

contract are fulfilled, the owner is not faced with the expensive and time consuming process of 

repossession. As owner of the asset, the lessor may simply take it back, should you default on the 

contract. Because of this, a lessor is less concerned with your ability to pay than is a lender and is 

willing to accept a lower initial investment from you in return for higher periodic lease payments. 

Similarly, because the lessor is in the business of acquiring and disposing of assets, the lessor as-

sumes the responsibility of disposing of obsolete assets and providing new ones. 

  The primary disadvantage of leasing is that it usually costs more than would purchasing. A sec-

ondary disadvantage is that leased assets are usually subject to numerous restrictions on how they 

may be used, maintained, and disposed of. Restrictive lease covenants are intended to provide pro-

tection to the owner by preventing the lessee from allowing the asset to lose value through misuse, 

neglect, or abuse. A typical lease restriction is a prohibition on driving or flying leased transporta-

tion equipment across an international border. Were you the lessee of a business airplane, such a 

provision could become a serious inconvenience should you develop business that requires you to 

regularly travel to Monterrey, Mexico, and no airline offers such service from your home city.  

  Fractional Ownership and Other Forms of Joint Ventures 
 A less used method of reducing the costs and risks of acquiring capital assets is the process of joint 

venturing. A joint venture is simply a formalized partnership between two or more businesses for 

some specific purpose. Joint ventures are quite common among medium to large businesses and are 

growing among small businesses. 15  

  Joint venturing makes economic sense when each party to the venture has limited use of an 

expensive asset or faces major investments that could be sidestepped by partnering with another 

firm that already has made that investment. One area in which joint ventures are relatively com-

mon among small businesses is the ownership of airplanes. Airplanes are quite expensive. Even a 

30-year-old Beech King Air turbo prop airplane can easily sell for $1 million. Although old, and 

by some standards obsolete, a King Air can still produce more than 6 million seat miles per year: 

the equivalent of 1,600 transcontinental trips. Very few small businesses need even a fraction of 

the transportation capacity produced by such an airplane. Because of these facts, it is common for 

airplanes to be owned by partnership arrangements among several businesses that share the costs 

proportionate to their use of the plane. 

  Recently, some leasing companies have created an ownership structure similar to joint ventures, 

called  fractional ownership . These companies offer buses, airplanes, and yachts under arrangements 

in which a small business may buy only that share that it can reasonably use during the course of 

business. In this manner, many small businesses now have access to business jets by having pur-

chased as little as one-sixteenth of the ownership rights. 

  “Once bought, forgotten” might be the sort of saying that reminds all entrepreneurs about why 

managing assets is critical to being successful in managing a small business and its finances. 

Whether inventory or operating assets, most firms have substantial value tied up in the assets of the 

business. It is possible to make sure that these assets are being managed to be financially useful, 

and this chapter outlines the techniques—ranging from simple to complex—to do that. The simple 

techniques of inventory tracking and management can be easily grasped and implemented in a wide 

variety of settings. The more statistically driven approaches are increasingly workable, because they 

use functions built into spreadsheets or accounting programs’ inventory routines. Like so much in 

small business, asset management works if you take the time to do it or have it done for you.    

  Managing Operations  
 No matter what your business is, the functions of management are always the same: planning, orga-

nizing, staffing, directing, and controlling. You and your managers must establish the goals and objec-

tives of your business. Once you have a set of coherent goals, you must make plans on how to attain 

them. You must organize and direct your business to attain the desired goals. You must also analyze 
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the working of your business to be able to control it and to correct any variations from the planned 

procedures in order to reach the predetermined goals. These functions interact and it takes skill to 

coordinate them so you can accomplish your business goals, often through the efforts of others. 

  Although the preceding paragraph was easy to write, and is easy to read, putting it into practice is 

far from easy. You must be able to determine which management functions are most important and 

be able to organize them by priority. Although all five functions are important parts of a manager’s 

job, just how imperative each is varies with changes in the business, such as during the stages of a 

product life cycle. One simplifying fact for operations management is the fact that operations man-

agement is concerned primarily with directing and controlling. Planning, organizing, and staffing 

are primarily the responsibility of executive management. 

  Operations management is focused on all of the activities of the business, such as producing 

product and moving it to customers. Throughout the book, you have seen examples of the operations 

management decisions small business owners must make. These include managing your time in 

Chapter 5, optimizing your business’s value chain in Chapter 7, managing the product and service life 

cycles in Chapter 9, and optimizing the location and physical layout of your business in Chapter 11. 

Similarly, much of this chapter deals with optimizing the use of your assets, like inventory and prop-

erty. Along the way we have mentioned the kinds of strategic operational choices owners have to 

make about product design, process choice, capacity, quality, productivity, technology, workforce, 

and job design. The overriding goal of operations management is to be constantly improving the 

organization, through a more efficient use of resources and through improved or expanded service 

to customers, where “customer” means the next process as well as the final, external user. Because 

there is an operations element in every function of your business, people in all jobs should work 

together to improve their own operation efficiency. 

  Inputs into Your Business 
 The  inputs  of a business are determined by its objectives. Your business objectives establish which 

raw materials are needed in what quantities. Your objectives will determine whom and how many 

people you must hire. For you to keep your business running smoothly, you must have information 

(feedback) concerning the essential processes that comprise your production system. This is as true 

for service industries, as it is for retail and manufacturing.  

  Business Operations Comprise Converting Time and Materials 
into Service and Products  
 Business, to a great degree, comprises  operations,  or taking materials, the time of workers, and the 

investment of owners and changing these things into a desired product or service. This is illustrated 

in Figure 16.3. The specifics of your manufacturing, marketing, and distribution must be known in 

     inputs  

 The materials, labor, and energy 

put into the production of a good 

or service.    
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 The process of transforming mate-

rials, labor, and energy into goods 
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detail. You must also have some understanding of the ways your employees act and react. Some 

people will be interested in all the fine details. Others will be indifferent to the details as long as the 

desired result is obtained. For example, a manager may not know or care about the details of how a 

report is created and circulated. He or she is interested only in the information that the report con-

tains. On the other hand, your accountant will be concerned with the details of each step: gathering 

data, preparing the report, and communicating it to those who need it.  

  Business Outputs 
 What constitutes the  outputs  of your business depends upon what your business is. The output for 

a Liberty Tax franchise is completed income tax returns. The output for an automobile garage is 

properly repaired cars. Generally speaking, output is the quality and quantity of goods and services 

produced, those things that produce revenue for your business. The entire system of your business 

should be designed to produce something that is desired in a market. Business customers of all 

types want goods and services that will make them more efficient, more effective, or more profit-

able. Individuals as customers will buy those things that provide greater comfort, improved health, 

enhanced entertainment, etc.  

  Feedback 
 Any control system must have  feedback . All inputs, material and labor, must be compared with a 

predetermined standard. If there is variation between the output and the standard, management ac-

tion can be undertaken to correct the situation. 

  A business that has multiple systems requires complicated feedback. Information must be communi-

cated among all managers and employees who are part of the system. Operations control depends upon 

three types of feedback: (1) informational feedback, (2) corrective feedback, and (3) reinforcing feed-

back. Informational feedback is just that: information about the processes of your business. Corrective 

feedback is evaluative and judgmental. It comprises a value judgment about processes and behaviors. 

Inefficient work processes and undesirable employee behaviors are provided with various correctional 

actions. The manufacturing line may be redesigned. Misbehaving employees may be given training or 

punishment. Punishment ranges from a “dressing down” to termination of employment. On the other 

hand, reinforcing feedback rewards efficient processes and desired employee behaviors and can range 

from a simple statement, “Good job,” to tangibles such as money or paid time off.  

  Measuring and Improving Productivity 
 The essence of production management is to ensure that the factors of production, materials, labor, 

machinery, land, and capital, are used efficiently to produce your business’s product or service. Sim-

ply put, the major outcome of operations and production management is improved    productivity . 

Productivity applies what you have just learned about inputs and outputs, because productivity is 

simply the ratio of outputs to inputs, or: 

Outputs
Productivity   

Inputs

  If you are creating a product (a.k.a. the output of your production process) that you can sell for 

$10 and it costs you $2.50 to make, your productivity ratio is 4:1. If you can cut your production 

cost to $2, you have increased your productivity to 5:1. That increase is hard dollar proof you have 

improved your productivity. You might have done this by saving money on energy or raw materials 

or labor. In short, you have increased productivity by improving the  efficiency  of your production 

process—where efficiency means doing the same with less. 

  There is another way to improve productivity, and that is through improving  quality . Quality is 

a product’s or service’s fitness for use. It is usually measured by characteristics such as durability 

(how long it lasts), reliability (how consistently does it work), serviceability (how easily can it be 

repaired), style (how attractive is it), ease of use, and overall dependability (how much you can rely 

on it). If you can make your product so much better that a customer is now willing to pay $11 for the 

new improved product, your gain is 11:2.50 or 4.4:1. That is a 10 percent gain in productivity due 

to quality improvements.  

     outputs  

 The service or product that is pro-

duced for sale.    
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  Operations Management Challenges for Product-Based Firms 
 In talking about productivity above, the examples were primarily of product-based firms. Product-

based firms take some sort of materials—groceries for a restaurant, crude oil for a refinery, or 

wood and pen parts for a high-end pen manufacturer like Michel Perchin ($1,000 and up) or David 

Oscarson ($4,000 and up) and add labor and technology to create a product. There are places for ef-

ficiencies all along the production process (or as we saw in Chapter 7, along the entire value chain, 

for that matter). 

  Consider high-end pens. One way to improve the efficiency of the production process is to use 

advanced technologies like lasers to help cut and drill quickly and precisely. Or using computeriza-

tion with the laser to combine several steps into one, making it possible to produce more perfect 

pens faster. Another approach is to get the latest raw materials first when they are “hot” in the 

market. If moon rocks became commercially available, imagine what a pen made from moon rock 

would be worth. As more moon rocks would enter the market, the price would drop, so the best 

profits would come to the pen maker who gets the moon rock first into production and first into the 

hands of rich status-conscious buyers. 

  From this you can see the two major sources of efficiencies for product-based firms. One is to 

increase the amount, speed, or accuracy of work done for every day of operations. This can be done 

through scheduling improvements within the firm like those seen in the time management approach 

described in Chapter 5 or in this chapter’s approach to inventory management. The other approach 

is to improve parts of the  supply chain  outside the firm so that raw materials get into production 

faster and that finished products get into customers’ hands faster too. 

  How do you figure out ways to improve operations? There are several sources of expertise 

you can use. Our reliable friends at the SBA and SCORE can offer help, much of it low-cost or 

even free. Other major and relatively inexpensive sources are trade and professional associations. 

They often publicize “ best practices ” which represent the most productive ways found in your 

industry. 

  Often, top-performing firms will share their secrets of success with the rest of the industry to help 

improve the overall quality. It also does not hurt in advertising to say that “our procedures are now 

the industry standard, but we know more about them than anyone else!” 

  Another interesting source of free advice can be your vendors. For example, UPS, DHL, and 

FedEx will be glad to consult to you (for free) on ways to improve your supply chain. Although 

many of the answers will end with “we will be glad to do it for you” followed by a price quote, the 

analyses they can offer, as well as information about how other companies like yours have benefited 

from supply chain efficiencies, can help open new ideas to you. Similarly, raw material suppliers 

or equipment vendors will also be glad to consult with you on ways you could improve your pro-

ductivity in areas where they have expertise—and possibly some equipment or supplies to sell you. 

The advice is often free and very current. Get it from competing firms to make sure you get the best 

ideas, and in case you are thinking about buying, also get the best price.  

  Operations Management Challenges for Service Firms 
 Service firms face several challenges in obtaining and maintaining efficient processes. Three char-

acteristics of services—intangibility, inseparability, and perishability—impact operations choices 

and decision making, creating challenges for the managers of service operations. These characteris-

tics confound and limit strategic choices and tactical decisions available to you. 

  The intangibility of services is a fundamental difference from goods. Services cannot be seen, 

felt, or tasted in the manner that goods can be. In contrast, tangible goods are produced, shipped, 

sold, and consumed in separate places. Another characteristic of a service is its inseparability: a 

service is produced and consumed at the same time. This exposes the entire production process to 

customer examination. In the manufacturing processes, the customer is rarely present. When pro-

ducing services, however, the customer is usually present, preventing any clear distinction between 

the production stage and the consumption stage. Services are also perishable. In services, unused 

capacity is lost forever. Empty airline seats, vacant motel rooms, and unfilled theater seats not sold 

cannot be stored and sold later. Because of the characteristic of perishability, providers of services 

face great difficulty in managing capacity, and scheduling personnel. 

     supply chain  
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     best practices  

 Activities identified by authorita-

tive bodies as examples of opti-

mal ways to get things done in a 

particular industry, profession, or 

trade.    
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  However, despite intangibility, inseparability, and perishability, services can be improved. Part 

of the answer is deciding on a part of the service on which to focus. Services (let’s use bowling as 

an example) tend to have differing degrees of four components. One component is called the explicit 

service. In bowling, rolling the ball and counting the pins dropped is the explicit service. The bowl-

ing takes place in a bowling alley, and that building with its balls and pins and equipment is what is 

called the supporting facility. 

  Part of the bowling experience depends on how you are treated—the friendliness of the staff, the 

process for which you are charged, and the cleanliness of the alley are examples. These aspects of 

what we usually think of as customer service are called implicit service. The fourth element, called 

a supporting good, refers to some tangible material outcome (remember that products were called 

“goods” in Chapter 9) you get from the service. In bowling, there are no tangible outcomes, unless 

you ask for a receipt. Because there is no real supporting goods in bowling, it is an example of a 

nearly pure service. Recall that in Chapter 9 we talked about pure services, pure goods, and the 

hybrids that include elements of both. 

  With these four elements in mind, it can become easier to target a way to improve the service. 

For a bowling alley, the owner could improve the supporting facility by getting faster pin-setting 

equipment, or adding more parking. The owner could add lights and sound equipment for “cosmic 

bowling” to improve (or at least expand) the explicit service. Improving cleanliness of the facility 

or getting the staff to be friendlier are ways to improve the implicit service, while a supporting good 

could be offered by giving bowling related tangibles, such as coupons for future games. 

  Also take a moment to consider innovative ways to improve service. For example, you could use 

the Internet to expand service delivery. Offering to post bowlers’ pictures and high scores online, 

or sending them an e-mail with their scores, or letting customers network online for scheduling, or 

offering video analysis of a person’s bowling stance are all implicit services which could add value 

to the customer and improve (as well as expand) the bowling experience. 

  The techniques for learning more about how to improve services are identical to those discussed 

for product-based firms. And if you have employees, there is one more great resource for improv-

ing productivity—asking them and putting their ideas into action. Employees of your business each 

have unique skills and knowledge. As your business grows, you most likely will find that certain 

employees have a greater understanding of certain functions of your business than do you. By in-

cluding these people in the management process, you (1) ease your own work burden and (2) gain 

the advantage of expert input into the management process. 

  The point is that almost every service (and product) can be improved. In the long run, desirable 

operational improvements make your customers more loyal and your company more able to with-

stand competitive pressures. Operations management can add to the bottom line through efficien-

cies, through revenue growth, and when done right, to both at the same time.     

   CHAPTER SUMMARY 

 Describe techniques to manage short-term assets. 

●   Two short-term assets other than cash are critical to the success 

of most small businesses: accounts receivable and inventory.  

●   Offering credit can benefit a business in many ways, if the 

credit process is well thought out and carefully managed.  

●   High-quality receivables provide a means to quickly get cash to 

meet unexpected opportunities and problems.  

●   Inventory management is critical because for many small busi-

nesses inventory is the single greatest asset.  

●   Inventory requires significant cash investment that ties up 

capital that could be used for other business purposes.  

●   Careful management of inventory involves keeping the right 

amount of inventory available for sale and ordering the right 

amount of inventory at the right time to avoid both having too 

much on hand and running out of inventory, and thus losing sales.  

●   Techniques of inventory management include economic order 

quantity, just-in-time inventories, optimum stocking level, 

periodic inventory, perpetual inventory, bar coding, and point-

of-sale systems.    
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 Calculate the value of the assets in your business. 

●   Assets in use usually have a value greater than can be realized 

by selling them because of the value present in the assets’ 

future use.  

●   Because the value of future use is very difficult to determine, 

accounting methods used to value capital assets are (1) book 

value, (2) disposal value, (3) replacement value, and (4) fair 

market value.  

●   Of these four methods, only book value and replacement value 

can be accurately determined.  

●   Each of the four accounting methods is useful in different 

situations: 

●   Book value is used for financial reporting to outsiders.  

●   Lenders prefer disposal value for the purpose of accepting 

collateral for a loan.  

●   Disposal value is useful for estimating cash flows for dis-

counted cash flow analysis.  

●   Replacement value is useful for estimating sales prices for 

individual assets and for the business as a whole.       

 Describe techniques for managing fixed assets. 

●   Capital assets create four costs across their useful lives: (1) the 

cost of acquiring the asset, (2) the cost of owning the asset, 

(3) the cost of operating the asset, and (4) the cost of disposing 

of the asset.  

●   Better decisions result when all the costs above, called  whole 

of life costs,  are considered in the investing analysis.    

 Calculate ratios used to analyze capital investment 

decisions. 

●   The two most commonly used financial ratios for comparing 

investment alternatives are (1) payback period and (2) return 

on investment (ROI).  

●   There are also two significantly more complex approaches 

called net present value (NPV) and internal rate of return (IRR).  

●   Discounted cash flow methods (NPV and IRR) are the most 

complete, because they include the greatest amount of data in 

the analysis.    

 Describe the advantages of renting or leasing 

capital equipment. 

●   Renting requires little or no down payment. It therefore pre-

serves cash.  

●   As a renter, you usually do not bear the costs of maintenance 

and repair.  

●   Leasing provides the same advantages as renting, but also 

provides assurance the asset will remain available for your 

exclusive use.  

●   Joint venturing for assets that have limited use allows you to 

obtain the benefits of the asset, but reduces the cost of owner-

ship by sharing with other businesses.    

 Describe techniques to manage and improve the 

operations of your business. 

●   Operations management seeks ways to improve productivity.  

●   Increasing efficiency and increasing quality are the two ways 

to improve productivity.  

●   Product-based firms can improve the amount, speed, or accu-

racy of work, or improve the supply chain.  

●   Service-based firms can improve their explicit service, implicit 

service, supporting facility, and supporting good.  

●   You can get operations management advice from a variety 

of high-quality free and for-fee sources, as well as your own 

employees.     

LO2

LO3

LO4

LO5

LO6

  KEY TERMS  

  accounts receivable, 508  

  lock box, 509  

  factoring, 510  

  pledging receivables, 510  

  inventory, 510  

  economic order quantity (EOQ), 511  

  optimum stocking level, 512  

  safety stock, 512  

  pull-through system, 513  

  just-in-time inventory, 513  

  microinventory, 513  

  periodic inventory, 513  

  perpetual inventory, 513  

  bar coding, 514  

  point-of-sale (POS) system, 514  

  capital assets, 515  

  book value, 516  

  disposal value, 516  



 Assets: Inventory and Operations Management CHAPTER 16 529

  arm’s length transaction, 516  

  replacement value, 516  

  fair market value, 516  

  inventory valuation, 517  

  physical inventory, 517  

  acquisition cost, 518  

  replacement cost, 518  

  property, 518  

  plant, 518  

  equipment, 518  

  whole of life costs, 518  

  cost of owning, 518  

  cost of operating, 518  

  cost of disposition, 518  

  capital budgeting, 519  

  payback period, 519  

  return on investment (ROI), 519  

  straight line for a useful life of 10 years, 520  

  outflow, 522  

  operating lease, 522  

  capital lease, 522  

  inputs, 524  

  operations, 524  

  outputs, 525  

  feedback, 525  

  productivity, 525  

  efficiency, 525  

  quality, 525  

  supply chain, 526  

  best practices, 526    

  DISCUSSION QUESTIONS  

1.   Discuss the pros and cons of providing credit to customers. If 

you do decide to provide credit, what policies should you es-

tablish and enforce?  

2.   Discuss how the use of economic order quantity (EOQ) and 

reorder calculations can benefit a retail business. What are the 

drawbacks in using these calculations?  

3.   Which of the asset valuation methods (book value, disposal 

value, replacement value, and fair market value) is the best for 

determining the value of your business’s assets? Explain your 

choice, detailing how your preferred method is better than the 

other three.  

4.   How would you estimate the whole of life costs of an expensive 

capital asset, such as an executive airplane?  

5.   Discuss the advantages and disadvantages to payback period 

and to return on investment (ROI) as analysis tools for making 

capital investment decisions. Which do you prefer and why?    

  EXPERIENTIAL EXERCISES  

1.   Choose a local business in the industry in which you would 

like to own a firm. Visit the business that you choose, and walk 

about to observe the amounts and types of inventory on display. 

Interview the owner or manager. Determine the approximate 

value of inventory kept on hand. Find out the average time that 

any single item stays in inventory before it is sold. Also find out 

the minimum order quantities and delivery times of inventory. 

Use this information to estimate the amount of working capital 

necessary to maintain inventory. Make a report to your class.  

2.   Make a search, using your library, the Internet, and your busi-

ness contacts, to find factors in your area. Interview the factor 

and determine the terms offered. Ask what things about the re-

ceivables are considered in pricing the factor contract. Contact a 

commercial banker in your area and find out the bank’s policy for 

lending against receivables. Report your findings to your class.  

3.   Contact a dealer who sells expensive capital assets, such as 

earth-moving or transportation equipment. Find out the costs 

of acquiring, owning, operating, and disposing of the asset. 

Use a spreadsheet program to estimate the amounts and tim-

ing of the whole of life costs of the asset. Estimate the cash 

inflows that the asset will produce. Use your estimates of costs 

and cash inflows to calculate the NPV, IRR, ROI, and payback 

of the asset. Make a presentation to your class, detailing the 

calculations you have made.  

4.   Assume that you have a plumbing business that requires the 

use of a backhoe. Contact equipment rental businesses in your 

area and find out the rental cost and terms for a suitable ma-

chine. Contact leasing companies to find out the cost of leasing 

a similar backhoe. Assume that, on average, you need the ma-

chine for 12 hours weekly. Which is more advantageous, rent-

ing or leasing? How would your answer change if you needed 

the machine an average of 20 hours per week? At what level of 

usage would renting and leasing not matter?  

5.   Assume that you own a 2005 Ford F750 Super Duty truck. 

The truck has been driven 32,000 miles. What is a reasonable 

disposal value for this truck? (Be sure to reduce your estimate 

of sales price by the costs of selling the asset.) What is the re-

placement value of this truck (in other words, how much would 

another F750 with 30,000 miles cost to find, buy, finance, 

deliver, and license?) Peruse newspaper ads, search the Inter-

net, and talk with truck salespeople to estimate the truck’s fair 

market value. Make a report to your class of your findings.    
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  MINI-CASE 

 QUALITY SIGN COMPANY 

 The Quality Sign Co. of Visalia, California, provides credit to customers. The firm is currently averaging 

receivables of $34,500. The business needs an additional truck-mounted crane to keep up with its rapidly 

growing business. Quality’s owner, George McElroy, has worked up an estimate of the cost of a suitable 

crane, which is presented in the chart below. Quality’s bank is willing to loan 90 percent of the purchase 

price of the truck, crane, and equipment. All of Quality’s currently available cash is needed as working capital 

and is not available to invest in this project. As a result, Quality must find a way to finance the 10 percent that 

the bank will not loan, plus the other costs of acquisition. 

  Quality has contacted a factor who has offered to pay 80 percent for all accounts that are less than 

60 days past due. The factor is also willing to act as a collection agency for those accounts that are 60 or 

more days past due for a fee of 25 percent of the amount collected. Alternatively, Quality’s bank has agreed 

to make a 90-day loan discounted at 12 percent interest in the amount of $32,100, secured by 100 per-

cent of outstanding receivables. The sum of $32,100, which includes accrued interest, is due on the 90th 

day after the loan is made. During the 90 days, all new receivables will be pledged to the bank as they are 

incurred. Quality will continue to collect the receivables in the normal course of business. Examine the finan-

cial information provided below and prepare a recommendation to Mr. McElroy.  

Cost of Acquiring Mobile Crane

Ford F750 Tandem truck $ 73,000

120-ft heavy-duty crane 67,000

Hydraulic outriggers 12,500

Hydraulic pump 8,000

30-ft truck bed 5,000

Installation of bed 1,500

Delivery 1,500

Sales tax 12,338

License 1,000

Total acquisition cost $181,838

Accounts Receivable

Current $34,500

>30 days 6,000

>60 days 5,000

>90 days 4,000

Delinquent 4,000

Total receivables $53,500
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APPENDIX A

  Economic Order Quantity  

 To solve for the quantity at which total inventory costs is 

minimized, consider the following definitions: 

  EOQ ⫽  economic order quantity in units (quantity 

that minimizes total inventory cost)  

  Q ⫽ quantity in units to be ordered at one time  

  P ⫽  price of one unit of inventory  

  O ⫽  cost of placing one order  

  C ⫽  cost of carrying one unit in inventory for 

one year  

  D ⫽  number of units to be sold in one year 

(demand)  

  D/Q ⫽  number of order cycles per year  

  Q/D ⫽  length of one order cycle as a fraction of 

one year    

 The total cost of making a single order is calculated 

as: 

 Total cost of one order ⫽ O ⫹ P ⫻ Q 

 The total cost of holding inventory is the cost of holding 

one unit in inventory times the average number of units held 

during one order cycle times the number of order cycles in 

one year. If the number of units at the beginning of an order 

cycle is Q, and the number at the end of the cycle is 0, and 

sales are made at a constant rate, then the average number 

of units held is (Q ⫹ 0)/2, or simply Q/2. The length of one 

order cycle, as a fraction of one year, lies between 1 and 1 

divided by the number of units to be sold in one year. 

 Holding cost per order cycle ⫽ 

  C (Q/2) (Q/D)  which can be simplified to: 

     Holding cost per cycle ⫽ C Q2/2 D 

 The total cost of ordering and holding inventory for 

one order cycle is the sum of these two equations. The 

total cost of inventory for one year is the cost for one 

cycle times the number of order cycles per year: 

  Total annual cost ⫽ [(O ⫹ P ⫻ Q) 

    ⫹ (C Q2/2 D)]⫻ D/Q 

   ⫽ (O (D/Q)⫹ D P 

    ⫹ C (Q/2) 

 The purchase price of inventory (DP) is independent 

of how many units are ordered at any one time and how 

many orders are made, and thus may be disregarded. 

This provides the total cost of ordering and holding 

inventory: 

 O (D/Q) ⫹ C (Q/2) 

$1,000
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 The minimum value of this equation is found by set-

ting the first derivative equal to zero and solving for Q: 

 Q  (2OD/C).5     

 The EOQ calculation indicates how much to order at 

one time. It does not tell you when to order, however. To 

make this decision, you have to know how much time 

will pass between when the order is placed and when the 

inventory will be received. Suppose that the lead time is 

one month and that your business uses 600 units of in-

ventory each month. You, therefore, must reorder when 

inventory levels fall to 600 units, leaving you with one 

month’s supply on hand. 

 But what if your usage fluctuates, say, between 400 

and 700 units of product each month? If you wait to reor-

der until inventory drops to 600 units and you then have 

a high-sales month, you could run out of inventory long 

before you run out of month. To protect from this, you 

can set a policy of maintaining a safety stock of surplus 

inventory over the minimum. You will reorder when in-

ventory drops to 700 units. This will increase the cost of 

carrying inventory, but for almost all businesses, the cost 

of carrying inventory is a fraction of the cost of lost sales. 

Thus, for you, the cost of holding safety stock is offset by 

the advantages of not having a stock-out situation. 

 As you can see from this explanation, deriving the 

economic order quantity equation requires the use of cal-

culus. Additionally, there are two simplifying assump-

tions that are unrealistic: 

1.   Ending inventory quantity is zero for each order 

cycle.  

2.   The purchase price of inventory is not affected by 

the number ordered at one time or by the number of 

orders placed.    

 In reality, neither of these assumptions is likely to be 

true. However, providing for a positive ending inventory 

and for a price that varies with changes in order quantity 

and number of orders complicates the solution so much 

that nobody bothers to do so. 

 Thus, EOQ determination is another example of an 

accounting or finance calculation that is approximately 

true, but precisely wrong. This is why it is necessary to 

apply common sense to the mathematical solution.   



APPENDIX B

  Time Value of Money and Discounted 
Cash Flow Analysis  

 Which would you prefer? One dollar right now, or one dollar to be received one year from now? 

 Certainly, you’d prefer to have the dollar today. Anyone would. But consider this: Suppose you were offered the 

choice between one dollar now or a U.S. savings bond that will pay you $10 one year from now. Which of these would 

you prefer? Most people immediately see the savings bond as being more valuable. 

 Now ask yourself, “Why is a dollar right this minute preferable to receiving a dollar in the future, but an iron-clad 

guarantee of 10 dollars one year from now is preferable to one dollar now?” 

 Almost everyone, even young children, have an instinctual grasp of the concept that waiting for a benefit somehow 

lessens the immediate value of that benefit. Given the alternatives of a benefit to be received immediately and a benefit 

to be received later, the delayed benefit must be of significantly greater value if it is to be chosen. This simple concept 

is the basis of the concept of the time value of money. 

 Suppose you knew for a fact that to save your life, you would need to have exactly one dollar one year from today. 

You can make an arrangement with a bank to deposit any amount of money. The bank will pay 10 percent interest. How 

much must you deposit to have the one dollar when it is needed? 

 Let “ x ” represent the amount that you will deposit. Then 10% x  is the amount of interest that the deposit will earn in 

one year. The sum of the amount you deposit plus the interest earned must equal one dollar: 

x   10%x   $1

1.1x   $1

x   $1 / 1.1

x   $.91

 In finance terms, we would state that the  present value  of one dollar,  discounted at 10 percent for one year,  is $0.91. 

Alternatively, we could say that the  future value  of 91 cents,  compounded at 10 percent for one year,  is $1.00. The 

term  present value  simply refers to the amount of money that would have to be deposited now to grow into a specified 

amount, given an interest rate and period of time.  Future value  is the inverse: the amount that a specific amount of 

money would grow to be, given a specific interest rate and period of time. 

 With just a little bit of effort, this concept can easily be expanded to calculate the amount that you must deposit now, 

at any stated interest rate, to accumulate any amount desired to be received at any time in the future. For example, con-

sider the problem of accumulating for four years: 

Value at the End

of Year 1

(1   r)X

Value at the End

of Year 2

(1   r)(1   r)X

Value at the End

of Year 3

(1   r)(1   r)(1   r)X

Value at the End 

of Year 4

(1   r)(1   r)(1   r)(1   r)X

 Where  X    amount to be deposited  

      r    interest rate to be earned  

 The property that in years 2, 3, and 4 interest is being earned on interest from the prior years is called 

 compounding.  

  PRESENT VALUE AND FUTURE VALUE OF 1  

 Notice that the value at the end of each year is equal to the amount deposited multiplied by 1 plus the interest rate, raised 

to the power of the number of the period. This allows us to develop an equation that can be easily solved for any amount 

deposited, any interest rate, and any number of compounding periods: 

FV
n
   PV (1   r)n
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 Where: 

  FV  n     future value of the investment at the end of  n  years  

  PV   present value (the amount to be deposited)  

   r    annual interest rate (also called  compounding rate, or discount rate )  

   n    number of periods that the deposit is compounded    

 By solving the equation for PV, we can develop a general equation that will answer the original question, “How much 

must you deposit now, at a stated interest rate, to accumulate a desired amount at a specified time in the future?” 

PV   FV
n
   1/(1   r)n

 Thus, if you need one dollar four years from now, and you can earn 10 percent compounded annually, you must 

deposit 1/(1.1) 4  dollars, or 1/1.4641, which equals 68.3 cents. 

 The calculated value of (1    r ) n  is called the  future value of one,  and can be calculated for any discount rate,  r,  and 

any period of time,  n.  Similarly, the calculated value of 1/(1    r ) n  is the  present value of one.  You can easily calculate 

either the future value or present value of any amount by simply multiplying that amount by the appropriate future value 

or present value of 1. Thus, if you needed to have available $68,301.50 five years from now and you can earn an interest 

rate of 8 percent, you would multiply 68,301.50 times the present value of 1 for five years at 8 percent: 

68,301.50   1/(1.08)5

68,301.50   1/1.4693

68,301.50   0.6806

 The amount that you would have to deposit today is approximately $46,485.75.   

  PRESENT VALUE AND FUTURE VALUE OF AN ANNUITY  

 As the owner of a small business, you will often need to know information about the value of a series of equal payments 

over time. A series of equal payments made regularly over a set period of time is called an  annuity.  

 For example, suppose you know that in three years you will have to replace an essential piece of equipment for your 

business. Your best estimate is that you can deposit $500 per month for three years at 8 percent interest in order to have 

sufficient money to make a down payment. How much would you have at the end of three years? The answer to this 

question can be easily, but tediously, solved by making a series of calculations. First, you must calculate the  monthly  

compounding rate by dividing 8 percent by 12 months. Then, you use this monthly rate of .00666 to calculate the  future 

value of each payment,  then simply sum all 36 values: 

FV   $500   (1   .00667)36

635.119
 

 

$500   (1   .00667)35

630.912
 

 

$500   (1   .00667)34

626.734
  . . .  
  . . .  

$500   (1   .00667)1

503.333

 There is, however, a much less tedious, although slightly more difficult, means to calculate the future value of an 

annuity. The above summation equation can be solved algebraically, providing the following: 

FV   C  [   (1   r)n   1
 ___________ r   ] 

 Where: 

  C   cash payment per period  

   r        number rate    

n   number of payments

 Substituting values into this equation provides: 

FV   500  [   (1   .00667)36   1
  ________________  

.00667
   ]    $20,403

 rounded to the nearest whole dollar. 
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 The present value of a series of equal payments may be similarly solved by discounting each payment and summing 

all the payments. However, this summation equation has also been reduced to a formula: 

PV   C  [   (1   (1   r) n

  ____________ r   ] 
 Thus, by substituting in the appropriate values, you may easily calculate the present value of an installment contract, 

a lease, indeed, any series of equal payments.   

  DISCOUNTED CASH FLOW ANALYSIS  

 These simple concepts and calculations are the basis of all discounted cash flow analyses. Estimated current cash ex-

penditures and net future cash inflows are discounted by some appropriate rate to derive  net present value  and  internal 

rate of return.    

  NET PRESENT VALUE  

 To perform a net present value analysis, you must: 

1.   Estimate the  amount  and  timing  of all cash flows of the project.  

2.   Select an appropriate discount rate.  

3.   Discount to present value each cash flow using the selected discount rate and timing.  

4.   Sum the discounted cash flows.    

 As you can see from the steps above, net present value (NPV) is simply the sum of all cash flows, both negative and 

positive, discounted by an appropriate discount rate. The difficulty of NPV analysis lies first in accurately estimating 

future cash flows and second in selecting an appropriate discount rate. Performing the calculations is trivial. 

 Estimating future cash flows is basically a process of guessing the revenues and expenses that the project will create. 

Revenues and expenses are then netted for each time period, usually by month, quarter, or year. The estimating process 

can be as simple or as complex as you believe necessary to produce reliable numbers and dates. 

 Selecting an appropriate discount rate is absolutely essential to the utility of the analysis. If you select too high a discount 

rate, desirable projects will be rejected. Select too low a discount rate and money-losing projects will be accepted. Argu-

ments can be made for using any of three very different discount rates: (1) cost of capital of your business, (2) the incremen-

tal cost of capital (or marginal cost of capital), and (3) a management-selected minimum acceptable rate of return. 

 The computation of NPV is accomplished by the following algorithm: 

NPV    CF
0 
    

CF
1 _______ 

(1   r)1
       

CF
2 _______ 

(1   r)2
       

CF
3 _______ 

(1   r)3
     . . .     

CF
n _______ 

(1   r)n  

 Where: 

  NPV   net present value of the project  

   CF  
0 
   initial investment in the project  

   CF 
n
     cash flow at period  n   

   r    discount rate    

 To illustrate the calculation of  NPV,  consider the following: You are thinking about purchasing for your restaurant 

a pressurized fryer that will allow you to rapidly prepare spicy deep-fried chicken wings. You believe that the demand 

for this product will peak within a year, then decrease to zero over three years. The total cost of the fryer, installed and 

ready for service, is $25,000. The cost of disposing of the fryer at the end of its useful life will be equal to its value at that 

time. In order to make an NPV analysis, you have determined that your weighted average cost of capital is 24 percent. 

You estimate that the fryer will provide the following cash flows to your business: 

Cash flows

Time period

($25,000)

Right Now

(t
0
)

$20,000

One Year from

Now (t
1
)

$8,000

Two Years from

Now (t
2
)

$4,000

Three Years from

Now (t
3
)

$2,000

Four Years from

Now (t
4
)
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Net present value of these cash flows is calculated thusly:

Cash flows ($25,000)
 

$20,000
 

$8,000
 

$4,000
 

$2,000

Discount factor (1   .24)0 (1   .24)1 (1   .24)2 (1   .24)3 (1   .24)4

 You may easily calculate the present value of the individual cash flows by using a financial calculator, any calcu-

lator that does powers, or a computer spreadsheet such as Lotus 123, Quattro Pro, or Excel. 16  The calculated NPV is 

($724.16). Because the NPV is less than zero (a negative number), you should reject this project because it would not 

provide a return as great as your business’s weighted average cost of capital. 

 Although the decision rule for NPV indicates that the project should be rejected, remember that all the numbers on 

which the analysis is made are estimates. No matter how carefully you attempt to estimate future results, you can never 

do so with certainty. In fact, were you to purchase the fryer, you might find that the product was either much more suc-

cessful or much less successful than you would ever have expected. 

 There are several ways to deal with this inevitable uncertainty. You can change your estimates slightly up or down, a 

process called  sensitivity analysis,  to determine the effects of small changes in your estimates. For example, if you were 

to increase your estimate of the first year cash flows by just $898, the decision would change to “accept.” If you enjoy 

doing math, you could adjust each of your estimates for the probability of their being correct, then use the  expected  

values in the analysis. You might reconsider using weighted average cost of capital for the discount rate. Perhaps you 

should consider using the cost at which you can borrow funds. Or you might consider using a discount rate that is the 

sum of the cost of borrowing and some minimum return that you are willing to accept. In fact, in this example, reducing 

the discount rate by less than 3/10 of one percent reverses the decision.   

  INTERNAL RATE OF RETURN  

 Another way of dealing with the uncertainty of NPV analysis is to ask the question, “If this project does not provide 

a return equal to the discount rate, then what rate of return does it provide?” Internal rate of return (IRR) provides the 

answer to this question by disclosing the actual rate of return, based on the amount and timing of the cash flow. 

 The internal rate of return of a project is that rate at which NPV   zero. In other words, IRR is the discount rate at 

which the present value of the cash inflows of the project exactly equals the present value of the cash outflows. Thus, 

in this example, you must solve the following equation for the value of the discount rate (IRR): 

($25,000)
 

$20,000
 

$8,000
 

$4,000
 

$2,000
 $0

(1   IRR)0 (1   IRR)1 (1   IRR)2 (1   IRR)3 (1   IRR)4

 It is unfortunate that there is no way to directly solve this equation for IRR. The only way to find the value of IRR 

is to try different numbers in a reiterative process until you find a number that provides a solution sufficiently close to 

zero. Financial calculators, such as those provided by Hewlett Packard and Texas Instruments, all provide an automated 

means to derive the answer. Computer spreadsheet programs also provide functions to find the IRR of any series of 

cash flows. 

 If you do solve the above equation, you will find that the IRR is approximately 21.59 percent. Compare this number 

with your estimate of your cost of capital, 24 percent. The question you must answer is, “How confident am I that my 

cost of capital actually exceeds 21.6 percent?” If you are confident, reject the project. If, on the other hand, you are not 

so sure, perhaps you should reconsider the assumptions and estimates that you have made.   

  APPLYING THESE APPROACHES TO THE TRUCK AND CRANE PROBLEM  

 Earlier in the chapter we discussed the problem of deciding whether to buy a Ford-Skyhook or GMC-Sponco truck and 

crane combination. We worked through two simple methods for making a capital budgeting decision—the payback 

period approach and the ROI or rate of return on investment approach. We noted then that NPV and IRR approaches 

could also be used. 



 Assets: Inventory and Operations Management CHAPTER 16 537

 Using either NPV or IRR will avoid the shortcomings of both the payback period and the return on investment meth-

ods. Discounted cash flow methods make specific numeric adjustments to approximate the lower value of money to be 

received as compared to the value of money received now. 

 Net present value (NPV), like the payback period method, is based upon estimates of the cash flows that an invest-

ment will cause and utilizes your business’s weighted average cost of capital. It is like ROI in using the weighted cost 

of capital, but unlike ROI because NPV uses cash flows, not profits. When Warren Buffett is deciding if he will buy a 

company, he uses this technique. In his case he looks at the cash flow the business generates in a year and then figures 

how much it would be worth—after being discounted—at some point in the future. For buying businesses, he uses a 

U.S. Treasury long-term bond rate 17  for the period of time that he decides is appropriate. The final result of NPV calcu-

lation is a single dollar value, which can be of any magnitude, even a negative number, although the more positive the 

number, the better. 

 For our truck and crane example, the time period is the 10 years the truck and crane would be used. We know from 

the owner’s earlier calculations that her weighted cost of capital is 20 percent, and we saw the cash flows in Table 16.1. 

The computations are complex, but spreadsheets like Excel can do them quickly and easily. 

 As with payback period and ROI, two decision rules are applied to decide among alternative investments: 

  ● Accept only those alternatives for which the net present value is equal to or greater than zero.  
●   Accept the alternative with the greatest value among those that meet the first criterion.    

Ford-Skyhook GMC-Sponco

Net present value   $108,112 Net present value   $107,544

 Both alternatives meet the first decision rule. Applying the second, you would accept the Ford-Skyhook alternative 

because it provides the greater positive net present value. 

 Internal rate of return (IRR) is a special case of net present value. IRR focuses on the return to the company, but also 

factors in the cost of the project. What is distinctive about the way IRR does this is that it statistically makes the net 

present value equal to zero, so the discount rate is thrown out as a consideration. 

 The decision rules for using IRR are: 

1.   Accept only those alternatives for which internal rate of return is equal to or greater than the business’s weighted 

cost of capital.  

2.   Accept the alternative with the greatest IRR among those that meet the first criterion.    

Ford-Skyhook GMC-Sponco

Internal rate of return   36.5197% Internal rate of return   33.37265%

 As with net present value, both alternatives pass the first decision test. Of the two, you would choose the Ford-

Skyhook alternative because it has the greater IRR. 

 It is important to note that NPV and IRR are considered some of the most complex of financial equations. The 

advantages of discounted cash flow analyses for evaluating investment alternatives are (1) all cash flows of each in-

vestment are explicitly included in the analysis, and (2) the time value of money is specifically calculated. Discounted 

cash flow methods do have serious drawbacks, however. First, a discounted cash flow analysis has the appearance of 

being extremely accurate. This appearance is highly deceiving, however. Every number in the calculation is, at best, an 

estimate. The weighted cost of capital, the amounts, and the timings of cash flows cannot ever be known with certainty. 

Second, the calculation uses a single estimate for each projected cash flow. Although cash flows that will occur soon 

may be reasonably accurately estimated, the longer the period of time over which projections are made, the greater the 

uncertainty of each estimate. Third, making good estimates of future cash flows requires considerable expertise and 

effort. Few owners of small businesses have either the time or the resources to do the necessary projections. All in all, 

discounted cash flow analyses are theoretically sound but are empirically highly problematic.               



C H A P T E R

   Small Business 
Protection: Risk 
Management and 
Insurance  

    ●  Chimney sweeping is an 

example of an industry that is 

risky to insure. Read the chapter 

opening scenario to learn how 

two chimney sweeps catalyzed 

change by motivating a large 

group of fellow workers to get 

involved with the insurance 

company. Why do you think it is 

so important that small business 

owners and workers belong to a 

guild or similar industry group?   

1717



LO

 Focus on Small Business: The Massachusetts 
Chimney Sweep Guild 1   

 This chapter will help you: 

LO1  Explain the meaning and nature of business risk. 

LO2  Describe the specific types of risks associated with different aspects of business 

operations. 

LO3  Describe techniques to manage risks to stay within your level of risk tolerance. 

LO4  Explain how insurance can be used to manage business risk. 

LO5  Describe techniques for sharing risk with other businesses and organizations.   

 Faced with paying twice as much for liability insurance as last year, Mike and Michelle Elliott decided to 

take action. Instead of simply paying the rates demanded and then griping about it, the couple prodded their 

industry group, the Massachusetts Chimney Sweep Guild, to use its bargaining power to get better rates for 

its members. 

  Chimney sweeps, like roofers, rough-in carpenters, and house movers, are difficult businesses 

to insure. Many large insurance companies do not want to deal with small businesses at all. Oth-

ers will insure small businesses, but do not want to deal with businesses that involve heavy physical 

work, climbing ladders, and the presence of hazardous materials such as the soot and creosote that 

sweeps remove from flues. Such businesses have high risk of employee illnesses and injuries and high 

risk of damage to customers’ properties—characteristics that are great disincentives for insurance 

companies. 

  The Elliotts sent a questionnaire to each of the 35 small business owners who comprised the Guild, 

asking for information concerning past claims, their volume of business, number of employees, and so on. 

Armed with the results of the survey, their own independent insurance broker, Tom Coonan, went to work to 

find appropriate insurance. 

  “Standard companies won’t touch the Guild, because they have so few members. The total pre-

mium has to be over $1 million before the larger insurance companies will underwrite a group,” Coonan 

says. 

  Coonan was able to find an insurance carrier that combined the desired coverages with affordable 

premiums. Overall, members of the Guild are highly satisfied with the insurance package. Plans are being 

made to obtain the group policy as an ongoing contract. 

  Operating a risky business such as chimney sweeping without the security of good insurance is a 

recipe for financial disaster. The cost of care for just one seriously injured worker or of repairing just one 

seriously damaged building can easily bankrupt a small business owner. On the other hand, if insurance 

coverage itself is excessively costly, the business cannot be profitable. By banding together, the members 

of the Guild were able to use their combined bargaining power to obtain appropriate coverage at affordable 

prices.  
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 DISCUSSION QUESTIONS 

1.     The case mentions two kinds of risks faced by chimney sweeps. Name some others.  

2.    What is the risk to the small business owner of operating without insurance?  

3.     Why do you think the data on claim experience were useful for the insurance broker in negotiating 

the deal?         

  Risk in Small Business   
 We have discussed two kinds of risk in the previous chapters—financial risk that comes from your 

capital structure and investment risk caused by accepting or providing debt, and by holding debt or 

equity funds. Here we discuss other kinds of risk that small business owners face. 

  People define risk in many different ways, depending upon their unique situations and upon their 

own tolerance for uncertainty. You might define risk as the likelihood of getting an A in this course. 

A smoke jumper might consider risk the possibility of being trapped by a rapidly advancing forest 

fire. A surgeon who is to perform an operation might consider risk to be the level of probability that 

the patient will be no better after the surgery and will sue for malpractice. The person facing major 

surgery might think of risk as the chance that the operation will result in death. 

  For business owners, risk is the very real likelihood that the business may not succeed, that 

they may not only  not  become wealthy, but that they may well lose part or all of their investment 

in the firm. 

  We all know that people vary widely in their response to risk. Some people gleefully jump out of 

airplanes, while others are determined to “keep one foot on the ground.” As we pointed out in the 

previous chapter, business owners similarly differ in their response to business risk. Some seek risk. 

Most prefer to avoid risk to the extent possible. In academic terms, some business owners are  risk 

seeking,  although most small business owners are  risk-averse.  

  To the extent that small business owners are risk-averse, as part of every business decision, they 

consider what they could lose. If they can’t reduce the level of risk to where they’re comfortable, 

then they make arrangements to either insure against future losses or to spread the risk among other 

people or businesses.    

  Thinking about Risk   
 Generally speaking, risk is the probability that future states of being will be worse than you ex-

pect. For example, folks who build houses on or near the San Andreas fault expect those houses to 

survive the inevitable earthquakes. However, there is a small, but measurable, probability that an 

earthquake will be violent enough to destroy any building that can be built. The risk of building in an 

earthquake area is the  level of likelihood,  or the  probability,  that a strong earthquake will damage or 

destroy the house, an outcome that is definitely a worse state of being than the homeowner expects. 

     Business risk    is the probability that the future state of the business will be less successful than 

planned, resulting in the loss of value of business assets. No person enters a business for the purpose 

of losing money, but it can and does happen. The next quarter’s business does not meet expecta-

tions. Investments go bad. Sales projections are not met. Products do not meet specifications. All 

of a sudden, investors find themselves the owners of assets that are worth much less than expected. 

The likelihood of this bleak outcome is the essence of business risk. 

  Among the most commonly identified sources of risk are: 

●   Financial risk that is a result of choosing among sources and types of capital investment. 2   
●   Nonpayment of debts owed to the business.  
●   Changes in technology that render the business’s product or service obsolete.  
●   Injury and illnesses suffered by employees as a result of their employment.  

LO1

  Explain the meaning and 

nature of business risk.

     business risk  

 The level of probability that the 

future economic state of the busi-

ness will be worse than expected.    
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●   Injury from accidents incurred by customers, vendors, and others while on business property.  
●   Loss or harm incurred because of the use of the business’s product or service.  
●   Natural events, such as storms, floods, fire, and earthquakes.  
●   Violation of any of the multitude of laws and regulations that apply to small business.  
●   Theft of business property.  
●   Misbehavior by employees.       

  Risks Associated with Specific 
Business Operations   
 There are three general types of events that cause business risk. These are (1) events related to the 

property of the business, (2) events related to personnel, and (3) events related to customers and 

others.  

  Property of the Business  
 Every business owns things of value. A retail or wholesale business owns inventory. A manu-

facturing business owns production machinery. A consulting company owns reputation, skill, and 

experience. Many businesses own furniture, office equipment, vehicles, buildings, and land. Some 

businesses own valuable patents, copyrights, trademarks, or trade secrets. 

  Each and every one of these types of property involves specific forms of risk. Inventory can be 

stolen, spoiled, or become obsolete. Production machinery can break down. Institutional skill and 

experience can be diminished or lost as key employees die, retire, quit, go to work for competitors, 

or start their own competing businesses. Furniture, office equipment, vehicles, and buildings can 

be damaged or destroyed by vandalism, accidents, fire, flood, or wind. Land may become contami-

nated by spills of hazardous materials or rendered unsafe by cave-ins or landslides. Patents may 

be infringed upon. Trademarks and brand names that are not properly protected may pass into the 

public domain. A trade secret may be disclosed.   

  Events Related to Personnel  
 There are three main types of risk related to events involving personnel: (1) theft, (2) violation of 

governmental regulations, and (3) loss of key employees.  

 Employee Theft 

    Employee theft    is a fact of life for almost all businesses. Theft by personnel may involve direct 

stealing of money or other assets of the business, or may be the conduct of an illegal act that is 

intended to provide personal benefit at a cost to the business. The most common form of employee 

theft is the pilfering of items of small value, such as office supplies and small hand tools, or actions 

such as making copies for their children to use at school or otherwise using company resources to 

make personal items. Thought of this way, some experts estimate that 95 percent of small businesses 

face at least some of this sort of loss annually. 3  Losses of these types are usually insignificant in their 

effect upon the financial results of your business. However, theft losses of cash and inventory can 

be of such magnitude that your business is significantly damaged or even fails. As we discussed in 

Chapter 14, large losses usually arise from embezzlement or fraud. 4    

 Violation of Governmental Regulations 

 Violation of government regulations has become a source of significant business risk over the last 

30 years.    Regulation of the workplace    has increased, resulting in employer violations that range 

from having an employee one time “forget” to use required safety equipment to failing to provide 

required accommodations for handicapped employees and others to discrimination against a pro-

tected class (race, religion, color, national origin, age, disability, or gender). The cost of violating 

any of the many workplace regulations can range from as little as losing a few hours of your time 

completing paperwork, up to huge dollar fines and judicial awards. 
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  Violation of some of the regulations is probably inevitable, given the complex, ambiguous, 

and sometimes contradictory nature of the regulations. The federal rule making agencies of which 

employees may run afoul are countless, including the U.S. Food and Drug Administration, the 

Environmental Protection Agency, the Securities Exchange Commission, the National Transporta-

tion Safety Board, the Federal Aviation Agency, the U.S. Coast Guard, the Federal Drug Agency, 

and the Department of the Interior, to name only a very few. In addition, most states have similar 

business-regulating agencies that promulgate rules which often conflict with federal standards. The 

Small Business Administration estimated in 2001 that small businesses had to spend roughly $1,200 

per employee per year to file and keep up with all the regulatory requirements. This rate was twice 

what large businesses had to spend. 5  

  Although there are numerous government agencies that issue business regulations, those 

small businesses find most problematic are the rules from three agencies: the Internal Revenue 

Service, the    Equal Employment Opportunity Commission    (EEOC), and the    Occupational 

Safety and Health Administration    (OSHA). The problems arise because each agency has 

rules that are so complex that compliance problems are almost a certainty, if enough aspects of 

the business are reviewed. For example, the Americans with Disabilities Act has rules that gov-

ern the furnishings, size, placement, and clear space of public toilets and those run to over four 

pages and include more than 10 architectural drawings to specify exact maximums and mini-

mums to the inch. Any violation of any of the specific accessibility measurements can result in 

civil fines or litigation awards. We discuss the IRS and the problems of tax code compliance 

later in this chapter. 

  The risk of noncompliance with OSHA and EEOC regulations is further increased by the con-

tinual growth in the scope of government regulations. For example, the Equal Employment Oppor-

tunity Commission’s rule-making authority has grown from the agency’s start in 1964. At that time, 

EEOC established five    protected classes   : “race, color, religion, sex or national origin.” 6  Since 

then the authority of the EEOC has grown through the passage of (1) the    Age Discrimination in 

Employment Act    of 1967 (ADEA), (2) the    Rehabilitation Act of 1973   , (3) the    Americans with 

Disabilities Act of 1990    (ADA), and (4) the    Civil Rights Act of 1991   , all of which grant addi-

tional rule-making and enforcement powers. The commission has made thousands of rules that are 

ambiguous and, at times, contradictory.   

 Strategies for Dealing with Compliance 

 One strategy many small businesses use in coping with these rules is to stay small enough to remain 

below the thresholds for which these agencies’ rules apply. For example, if there are no employees, 

there cannot be any discrimination in hiring. OSHA rules in most industries 7  do not apply to firms 

with fewer than 10 employees. 

  Some firms take the ultimate in risky strategies—indifference. Some owners figure it makes 

more sense not to spend time on compliance, and when they face government action, close the busi-

ness. This sounds fine in theory, but government agencies can come after the owner of a business 

for damages and fines even after the business itself is bankrupt or closed. More often, the owner is 

fined and required to comply. The fines and time spent dealing with the agency are often said to cost 

more than complying ahead of time. You can see why indifference is the riskiest of strategies. 

  Another strategy is being proactive. Government agencies must post their rules and most make 

available summaries focused on the concerns of small business. For example: 

  EEOC’s Small Business Page:   http://www.eeoc.gov/employers/smallbusinesses.html  .  

  EEOC’s Americans with Disabilities Act Handbook:   www.eeoc.gov/ada/adahandbook.html  .  

  OSHA’s Small Business Page:   http://www.osha.gov/dcsp/smallbusiness/index.html  .  

  OSHA’s Small Business Handbook:   http://www.osha.gov/Publications/smallbusiness/small-

business.pdf  .    

  A great listing of government small business resources can be found on the IRS’s small busi-

ness page, at   http://www.irs.gov/businesses/small/content/0,,id598864,00.html  . Perhaps the 

key resource for entrepreneurs trying to be proactive is   www.reginfo.gov  , the combined national 

Web site for federal, state and local regulation. 
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  While many government agencies offer free reviews of a business for compliance, many small 

business owners are leery of such efforts, because they will be obligated to quickly fix any problems 

identified. A useful alternative is to have private contractors do assessments to check for compli-

ance. Lawyers, especially labor lawyers, have experience in preventing EEOC compliance prob-

lems. Many consulting engineers can perform OSHA checks. In addition some of the major small 

business trade associations such as the NFIB and even local Chambers of Commerce offer classes 

on compliance for OSHA, EEOC, and other regulations. 

  One other strategy, which is not for the faint of heart or short of cash, is to fight for what you 

believe to be right. This usually entails first dealing directly with the agency’s representative. Often 

this direct dealing is best done with an attorney present or only after being prepared by the attorney 

about how to handle your side of the meeting. If that meeting does not lead to a resolution, there are 

administrative reviews and even court actions at which the firm can stand up to the government. One 

famous example is that of Clint Eastwood (see Small Business Insight, below). 

  The Eastwood situation hints at one other strategy, what the original lawyer suing the hotel hoped 

to achieve—capitulation. In capitulation, often unscrupulous people use the threat of bringing a 

charge of noncompliance against a firm as a means of getting a cash settlement not to file. This type 

of person actively looks for minor violations of OSHA, ADA, or other laws. They then write the 

owner of the “offending” business, demanding a cash settlement for the alleged damage. The busi-

ness owner is placed into an untenable situation: Either pay the “complainant” as demanded, or be 

stuck with the costs of litigation, and the risk that a jury will award even more. Many small business 

owners choose to pay rather than face the risk of losing. Because these payments are never recorded 

in any central location, it is possible for the individuals to repeat the process.   

 Loss of Key Employees 

 Loss of    key employees    is a particularly acute risk for small businesses. Because of the simple 

fact that there are only a few employees in a small business, invariably one person or a very few 
     key employees  

 Employees whose experience and 

skills are critical to the success of 

a business.    

SMALL BUSINESS INSIGHT

Clint Eastwood may not quite match your idea of a small business owner, but in fact, Mr. Eastwood owns the 

32-room Mission Ranch Hotel in Carmel, California.

 In early 2000, the Mission Ranch was sued for alleged violations of the Americans with Disabilities Act. Unlike 

many owners of small businesses, however, Mr. Eastwood is wealthy, politically savvy (he had been mayor of 

Carmel), and willing to bear the costs of litigation. The Wall Street Journal quoted him:

These “sleazebag lawyers,” the veteran actor says, his voice constricting, messed with the wrong guy 

when they “frivolously” sued him and hundreds of other small-business owners for failing to comply 

quickly enough with the Americans with Disabilities Act.

 Mr. Eastwood states that he is not in any way against the ADA. Rather, he will not “roll over” for trial lawyers 

whom he believes are using the ADA to extort money from small businesses by filing unwarranted lawsuits. Not 

only is he vigorously defending the suit against the Mission Ranch, but he has joined with U.S. Representative 

Mark Foley of Florida in an effort to insert a requirement into the law that would provide businesses with 90 days 

to come into compliance before any suit could be filed. Representative Foley stated that some lawyers have 

exploited the ADA and targeted stretches of small businesses, such as strip malls in south Florida.

 Representative Foley, who is disabled himself, claims that there is no intent to reduce the effectiveness of the 

ADA. Rather, he said, “I just think for the benefit of everybody, they should cut out this racket because these are 

morally corrupt people who are doing this.”

It’s More than a Fist Full Of Dollars8
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people are essential to the successful operation of the business. If such a key employee quits, retires, 

becomes disabled, or dies, the business faces a crisis. In many cases, the loss of a key employee has 

led to the bankruptcy and dissolution of the business. 

  Competition from former employees is also a constant risk. Good employees who understand the 

business, who successfully sell products and services, and who are skilled at the operations of the 

business are often tempted to become competitors. This can happen several different ways. A key 

employee may be “hired away” by an existing competitor who offers a higher salary and greater 

perks. A key employee may start her or his own business, using the knowledge and skills gained 

from working in your business. Customers may offer to back a key employee to establish a compet-

ing business in order to obtain lower prices and greater negotiating leverage. Vendors may offer a 

key employee dealerships or exclusive sales territories in a bid to increase sales of their specific 

products.   

  This risk is especially acute in knowledge and service businesses, such as accounting practices, 

medical practices, barber and beauty shops, and restaurants. All of these businesses have relatively 

low barriers to entry for qualified people. Each type of business depends upon personal relationships 

engendered with customers. When a key employee of a knowledge firm leaves, it is common for 

several customers to change to the new firm.    

  Events Related to Customers and Others  
 Although customers are, by definition, the “reason for being” of any business, they also are the 

source of considerable business risk. In addition to customers, you are also at risk from vendors 

and even trespassers on your property. This risk from customers and others primarily arises from 

(1)  injuries suffered while upon business property and (2) injury or damage that is caused during the 

use of the business’s products. These risks are, of course, in addition to the familiar risk of custom-

ers, who are sold products or services on credit, not paying as they have agreed. 

  Injuries suffered while on business property may or may not be your fault. People at times do stu-

pid things, such as climb on shelves to get items that are “just out of reach.” If the shelf collapses and 

dumps the customer onto the floor, you’re going to pay twice: once for the broken shelf and spoiled 

merchandise, and once for the “pain and suffering” of the customer. A reasonable person might be-

lieve that the customer was responsible for his or her own acts and the business should not be liable. 

It is most unfortunate that juries are composed of “peers” and not of “reasonable persons.” 

  Injuries on business premises may also arise from the actions of trespassers. In many cases, a 

business has been held responsible for harm experienced by a trespasser, as well as harm inflicted by 

● Retailers can be held 

responsible for damages 

caused by goods that have been 
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the trespasser upon employees, customers, and vendors. An extreme example of this type of event 

is robbery and assault that occurs on business property. In many cases, injuries suffered by employ-

ees and customers at the hands of the criminals have been held to be the fault of the business. The 

rationale given has been that the business didn’t provide good enough security. Again, the business 

pays twice: once when the robber steals money and other assets; again when the robber, employees, 

and customers are paid for pain and suffering caused by the robbery. 

  Payment for injury or damage that occurs during the use of the business’s products is referred to 

as  product liability.  The magnitude of losses resulting from product liability claims has increased 

greatly in recent years with an increase in class action lawsuits. This is an issue that you must 

take very seriously if you are a manufacturer. Although individual customers usually get very little 

money from class action suits, the lawyers who pursue them often receive payments of millions of 

dollars, as occurred in the case of asbestos producers and tobacco companies. Certainly, the smaller 

your firm is, the less exposure you have to class action product liability suits. This is true for two 

reasons: A small business has fewer customers who can claim harm, and a small business does not 

have the “deep pockets” of cash and other assets that can be raided by rapacious law firms.       

  Individual lawsuits may also be filed when a single user claims to have been harmed by the prod-

uct. Such lawsuits are actually more common than class action suits. Although the amount paid in 

settlement is usually a tiny fraction of that of a class action suit, a manufacturer must still take the 

issue very seriously. In the 1970s a rash of individual lawsuits against manufacturers of small (under 

12,000 lb. gross weight) airplanes resulted in the demise of the industry. Many small businesses that 

either made small airplanes or made parts and subassemblies for airplanes were forced into bank-

ruptcy. The production of small airplanes did not resume in the United States until Congress passed 

a law that limited the exposure of manufacturers to product liability suits. 9  

  Risk of nonpayment by customers is experienced by all businesses that offer credit. This is true 

whether you directly provide credit or it is provided through a third party. You have to balance two 

conflicting things when you decide to offer credit: (1) giving credit to customers will increase your 

sales, and (2) offering credit guarantees sooner or later some customer will not pay as promised. 

How big this risk is depends on how many customers you give credit to and how much you let any 

single customer charge. 

  Restaurants, clothing retailers, barbers, and beauticians face relatively low risks of loss from 

nonpayment. First, most of these businesses provide credit only by accepting credit cards, which 

reduces the risk of nonpayment. Second, the amount that any one customer charges is unlikely to be 

big enough to threaten your business if it is not paid. 

  If you sell large-ticket items, such as signs, house remodeling, boats, and the like, you incur 

large risks by offering credit to customers. Few people have credit cards that have charge limits big 

enough to buy such things. Therefore, you have to give credit directly to your customer. When the 

inevitable default occurs, the amount of the unpaid debt can be large enough to threaten the survival 

of a business.     

  Managing Risks   
 Although none of the risks discussed above can be completely avoided, there are strategies you can 

use to minimize the likelihood and magnitude of losses. The best strategy is to develop a business 

environment that minimizes (1) the probability of the event occurring and (2) the amount of loss that 

can be experienced if the event does occur. You do this by (1) making specific plans for and arrange-

ments to deal with foreseeable events, (2) creating and enforcing an appropriate code of conduct for 

yourself and all employees, (3) ensuring that valuable assets are physically secure, and (4) actively 

working to get rid of any physical hazards in your workplace. 

  You should develop disaster plans for events which are unlikely, but that have a finite probability 

of happening. For example, those businesses that are located in the Missouri and Mississippi River 

flood plains near St. Louis have a very real probability of significant flooding in any year. Prudent 

business management for these firms includes creating a plan of action to remove valuable assets 

to high ground, making plans for temporary business locations, and creating provisions for sub-

contracting work in order to minimize the effect of business interruption from the inevitable flood. 

LO3
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Disaster planning like this can also work to minimize the effects of fires, storms, and earthquakes 

upon business operations. 

  A written code of ethics and business conduct (like those discussed in Chapter 2) make explicit 

what you expect of your employees. By obtaining employee acceptance of the code, you can create 

an environment in which peer pressure works to discourage inappropriate behavior and works to 

encourage desired behavior. To be effective, it is essential that you abide by the code, leading your 

employees by your example of integrity and honesty. 

  Valuable assets of the business must be kept in secure areas. When valuable assets must be used, 

access to them should be carefully controlled and monitored by management. Only those employees 

who have a business need should be allowed access to valuable assets at any time. 

  Working proactively to ensure that your physical place of business is (1) free of potential hazards 

and (2) secure from intruders will prevent on-premises injuries and violations of EEOC or OSHA 

rules. It is easier and much less expensive to anticipate and prevent potential lawsuits than it is to 

defend yourself against them once they have been filed.  

  Managing Risk to Tangible Property  
 Managing risk to the tangible properties of your business depends upon the nature of the property. 

Land and buildings aren’t subject to theft, but they can be damaged or destroyed by a variety of 

events. Equipment can be stolen, vandalized, or allowed to fall into disrepair. Small items of high 

value may be stolen by employees, customers, vendors, or others. The specific measures to control 

for each type of risk are particular to the specific asset at risk.   

  Managing Risk to Buildings and Land  
 Protection from fire for buildings may be obtained through such measures as installing smoke 

alarms and sprinkler systems and having a fire plug nearby. Other control measures include 

removing flammable ground cover such as brush, leaves, and fallen branches from proximity to 

all buildings. 

  Protection from flood can, first and foremost, be accomplished by not locating on a flood plain. 

Although this seems like a common sense directive, unimaginable numbers of businesses are built 

on flood plains, and new construction continues. In 1993, the entire flood plain of the Missouri and 

Mississippi Rivers in the St. Louis area, from Kansas City on the west, Hannibal, Missouri, on the 

north, to the confluence of the Mississippi and Ohio Rivers on the south, was inundated with water 

up to 50 feet deep. Hundreds of businesses in the areas around St. Louis and St. Charles, Missouri, 

were destroyed. Despite this experience and despite a second round of severe flooding in 1994, the 

flood plain of the Missouri River from St. Louis upstream for over 30 miles is the site of extensive 

building. It is only a matter of time until the river again rises, the levees fail, and hundreds of busi-

nesses are flooded with tens of feet of muddy water. 

  Flooding also occurs for reasons other than streams and rivers overflowing their banks. Floods 

often occur from breaks in water supply pipes, from accidental activation of fire suppression sprin-

klers, from blockages in storm and sanitary sewers, and from runoff of water that is sprayed upon 

burning buildings. You may protect yourself from these hazards through performing regular inspec-

tion and maintenance of the plumbing and fire suppression systems of your buildings. 

  Protection from storms can be accomplished by rigorously enforcing building standards concern-

ing attachment of buildings to foundations, types and construction of roofs, and by choice of building 

materials and construction techniques. The specifics of storm proofing a building depends upon the 

geographical location of the building. Specific storm hazards, wild fire, wind, flood, or snow load are 

determined primarily by geography. Each geographic area has its own risk. California has frequent 

floods and mud slides. The mountains of the West are subject to winter snows, spring floods, and 

summer wild fires. The Gulf and Eastern shores south of New York are subject to frequent hurri-

canes. The Midwest, especially Oklahoma, Kansas, Nebraska, Iowa, Missouri, Illinois, Indiana, and 

Ohio, experiences thousands of tornados every year. The upper Midwest, including northern Ohio, 

western Pennsylvania, and western New York, is annually buried under tons of snow. Specific build-

ing techniques to withstand tornado winds are useless against five feet of snow on the roof, just as 

structure to withstand snow loading is useless when the entire building slides down the hillside. 
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  Managing risks to tools, equipment, inventory, and other physical assets is largely a function 

of developing and enforcing appropriate business policies and procedures. Tools and equipment 

should be maintained on a schedule that prevents serious wear or damage. Frequent inspections 

should be made to ensure that any problem is detected as soon as possible, allowing repairs to be 

made in a systematic manner. 

  Physical assets that can be stolen must be kept in locked storage areas when not in use. Small 

items of high value should not only be kept locked away, but a procedure should be rigidly enforced 

that requires employees to sign for removing them from storage. A manager’s signature should 

be required to confirm that the item has been returned to the proper storage when it’s no longer 

needed.   

  Managing Risk to Computers and Data  
 One of the riskiest areas of business today involves computers, especially those connected to the 

Internet. Today hackers use programs which seek out unprotected computers connected to the 

Internet, and once identified, take them over through spyware programs. Some spyware may use your 

computer to send out advertising spam on behalf of the hacker’s clients. Other spyware lets the hacker 

actually see and even steal data on your PC, including passwords and credit card information. If you 

have your business data on the computer, your customer lists (including  their  credit card numbers and 

identifying information) can get hacked. 

  The best way to think of protecting your PC is a lot like how you think about protecting your 

car. Locking the door and taking the keys with you prevents the vast majority of car thefts, those 

done by kids who find keys in the ignition or open an unlocked door and hot-wire a car. What is the 

equivalent for a PC?  

1.      A firewall: Firewalls are programs or pieces of equipment called routers which serve as a bar-

rier between your PC and the Internet.  

2.      An antivirus program: Viruses are malicious programs designed to damage PCs.  

3.     Antispyware programs: Spyware are programs designed to report on your keystrokes or data, or 

give remote control of your PC to others.   

  The simplest answer is to buy an all-in-one collection of security programs like Norton Internet 

Security or ZoneAlarm Internet Security Suite. You can often find good deals on these packages 

(usually via rebates) at discounters like Office Depot or Office Max. The advantage of these pro-

grams is that all their installation and updating is done at the same time, so it is easier to maintain. 

  The least expensive alternative is to find a free stand-alone program. However, to be ethical 

in protecting your computer, you need to select programs that are free for use in business (profit-

 making) situations. Some great programs, like the free version of the ZoneAlarm firewall or AVG’s 

free antivirus are not free for business use. One company which makes a complete set of programs 

(firewall, antispyware, and antivirus) available is Comodo (  www.comodo.com  ). These can be used 

by businesses for free. The disadvantage of stand-alone programs is that each needs to be installed 

and updated individually (although many programs can be set to update themselves automatically). 

  Going back to our car thief analogy, if a professional car thief sets out to steal your car, the lock-

and-take-keys approach will not deter them. Here you step up to a higher level of deterrence such 

as the use of an alarm system. The same is true for determined hackers. You may not be able to 

stop them from getting around a firewall or antispyware program, but you can protect your data by 

encrypting it. Encryption is the recoding of your data so that only people who know the unlocking 

code can see the data correctly. Windows comes with a way to encrypt data, but its approach does 

not let you move or share an encrypted file. A better approach is to use an encryption program like 

AxCrypt (  http://axcrypt.sourceforge.net/  ) or Inferno (  http://inferno.sourceforge.net  ), both of 

which are free. One caution though—if you encrypt a file, make sure you use a password for your 

encryption that you can easily recall. Once encrypted, if you lose the password, you lose the ability 

to decode the file! 

  That brings us to the final issue in Internet security—the human element. Many people reading 

about the problem of password loss probably think, “I’ll write my password down.” The problem 

is that most data theft comes from  inside  businesses. Writing your password down and leaving it 
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where others can see it is the equivalent of leaving your keys in the car. Even with all the programs 

running, a computer can only be secure if the people using it practice safe surfing—using complex 

passwords, changing them frequently, and keeping passwords to themselves (or written down and 

hidden away from others), not opening downloads from unknown, unexpected, or untrustworthy 

sources, and having your PC set to lock itself up after a few minutes of inactivity (as when you leave 

your desk), so others cannot use your computer when you are not there. 

  Remember the car analogy? If your car is broken, it is of as little use as when it is stolen. That 

brings us to one other type of concern you should have about your data—preserving it. We have all 

heard the line, “my computer crashed and took my project.” As your contact list in Outlook or your 

customer database or inventory and accounting records become more important to your business, 

the cost of a loss of data to  your  business increases. The cost is not just lost revenues—since you 

cannot charge people if you lost the information on what they owe—it is also lost time. Imagine how 

long it would take to recreate your complete list of contacts? Now repeat that for all the data files 

generated by your business. The result is frightening. 

  The solution is called backup. These days it is easier than you might expect. If you have Internet 

access, you can use Mozy (  www.mozy.com  ), which gives you 2 gigabytes of backup space for free, 

and unlimited space for $50 a year. Their software can be set up for automated backup of key files 

when you are online. You can find other services by Googling “online backup.” Many offer a mix of 

free and for-fee services like Mozy. Figure 17.1 graphically details this process. Another alternative 

is to use an external hard drive that gets its connection and power through a USB cable. Get an ex-

ternal drive which comes with backup software. With these drives, you plug it in once a day to your 

PC and back up your files. Then disconnect the hard drive. This protects your data from electrical 

storms or other failures of your PC’s power system or motherboard. If the PC does not work, you 

still have your current (or at worst, day-old) data to work with, and your business can operate almost 

normally from another computer with the right software. 

  Today the biggest risk to most businesses comes when using computers, and as more and more 

of your business’s most valuable information are in the files on your computer, the importance of 
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protecting it grows. The basics are relatively simple, but the quality of the protection depends on fol-

lowing through on the basics, and backing them up with behaviors that don’t undermine your other 

efforts to secure your computer and data.  

  Managing Risk to Intangible Property  
 Intellectual property rights comprise the legal rights to use unique features of products or services 

that provide competitive advantage. The rights to use unique features may be legally protected in 

several ways, including establishing precedence, keeping the process secret, filing for a copyright or 

trademark, or obtaining a patent. However, if the feature is successful, competitors will eventually 

find a way to either lessen its competitive advantage or even to render it worthless. 

  The problem with legal protection methods for intellectual property is that there is no govern-

mental agency that will assist you, as the owner of a small business, in maintaining your legal rights. 

Copyrights, trademarks, and patents do not automatically provide any protection. Anyone may copy 

any of these items at any time. If, and only if the holder of the intellectual property rights promptly 

reacts to infringement by making written objections to any and all infractions, can the legal rights 

be maintained. In other words, holding legal rights to intellectual property provides the owner solely 

with grounds to pursue lawsuits against infringement. Immediately upon learning of any infringe-

ment, a certified letter should be sent to the suspected violator, clearly specifying the nature of the 

intellectual property rights held and demanding an immediate cease and desist of the infringement. 

If the infringement continues, a lawsuit is your only recourse. If you do nothing, you get nothing, as 

was the case for Harvey Ball, the inventor of the smiley face (see Small Business Insight, below). 

  Guarding against obsolescence is best accomplished by maintaining a diligent watch on business 

intelligence concerning developments within the industry. If you own a small business that depends 

SMALL BUSINESS INSIGHT

You see them everywhere—yellow circles with a smiling caricature on 

them. The amazing thing is that as much of a cultural icon as the smiley 

face is, its inventor never got any money for it. Harvey Ball was a freelance 

designer working at state Farm Mutual Insurance in Worcester, Massa-

chusetts, in 1963. He was asked if he could provide a design to boost 

morale after a merger had left some people upset. He designed the circle 

and smile, and he added the eyes so disgruntled employees couldn’t eas-

ily turn the smile into a frown by wearing the button upside down. Ball 

was paid $45. He did not trademark it (which, as the designer, he could 

have done), nor did State Farm. State Farm gave them away—first to 

the employees, but then to customers who clamored for them. As the 

buttons spread, it got copied and copied. Franklin Loufrani of France reg-

istered the design in 1971 in over 80 countries and did receive royalties, 

and eventually Ball registered a version with his name on it. In the end, 

Loufrani made the money from the design, while Ball never got anything 

else for it, except a lot of satisfaction. As he said, “Never in the history of 

mankind or art has any single piece of art gotten such widespread favor, 

pleasure, enjoyment, and nothing has ever been so simply done and so 

easily understood in art.”

Harvey Ball and the Smiley Face10

● Does the story of Harvey Ball’s 

design surprise you? Why do you 

think Harvey doesn’t mind missing 

out on receiving royalties from use 

of the smiley face he invented?
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upon valuable intellectual property, you should regularly read the journals and magazines that are 

unique to your industry. You also should subscribe to clipping services, such as those provided by 

WestLaw (  www.westlaw.com  ) and Dow Jones (  www.wsj.com  ). 

  Additionally, you should carefully listen to customers and vendors for information concerning 

developments in your industry. Although it sounds paranoid, the truth is that intellectual property 

is constantly under attack. Very smart people are diligently working to develop better products and 

processes from which they will gain wealth at your expense if you move too slowly reacting to 

threats to your business. 

  Protection from theft of business property also depends upon the type of property held. Although 

land is not subject to being physically stolen, you can lose your property rights through a process 

called  adverse possession.  Adverse possession occurs when the owner of real property does not 

enforce property rights and allows a nonowner to use the property as if it were his or her own. Just 

as land cannot be stolen, buildings and large equipment for which there is no ready market are simi-

larly free from theft because of their physical nature. The property most at risk is cash and small 

items of high value that can be quickly and easily sold. 

  You need to do two things to protect yourself from theft: (1) physically protect your property, and 

(2) develop and enforce rules that prevent the employee responsible for the asset from being able to 

account for the asset. This is called    separation of duties   , and is a core management technique to 

safeguard money and other valuable assets of a business. 11  

  Although separation of duties will keep any single employee from stealing, nothing will keep 

two or more employees who decide to cooperate from stealing company property. Employee col-

lusion is the source of the largest amount of employee theft. 12  When employees agree to defraud, 

“one lies, and the other swears to it!” This is the way that common frauds are perpetrated, such as 

sales of nonexistent advertising, payments to nonexistent vendors, and purchases of inventory and 

supplies from a vendor who will pay a kickback to the dishonest employees. As Figure 17.2 shows, 

employees account for the single largest source of business theft. 

  Managing Risk Resulting from Events Involving Personnel  
 Managing risks created by personnel starts with the hiring process, as is discussed in Chapter 19. Ef-

forts must be made to identify people of high moral character and ethical standards. Owners of small 

businesses are well advised to use employment services to screen potential employees. Employment 

services can perform background checks, administer drug tests, and conduct psychological tests that 

are designed to measure an individual’s level of integrity. 

  When potential applicants have been identified, they should be brought into the business to meet 

the people with whom they will be working. Current employees can participate in an informal inter-

view with the job candidate. The purpose of these practices is to hire honest people who will become 

active and enthusiastic employees who consider themselves to be part of a team. 

  However, no hiring process is 100 percent foolproof. For that matter, no human being is 100 per-

cent reliable. Ultimately, no one is able to withstand all temptation, regardless of ethical standards. 

     separation of duties  

 A type of internal control that sep-

arates the physical control of an 

asset from the person accounting 

for that asset.    
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Source: Richard C. Hollinger and 

Amanda Adams, 2008 National Retail 

Security Survey, University of Florida, 

2008, page 7.
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Because all people are fallible, owners of small businesses have an obligation to employees to make 

theft difficult and honesty easy and rewarding. If you tempt employees with easy access to valuable 

property and with little likelihood of theft being detected, sooner or later most employees will suc-

cumb to temptation in ways great or small. 

  The Association of Certified Fraud Examiners found in a 2004 study (the Wells Report 13 ) that 

the most costly employee frauds compared to total business assets occur in businesses with fewer 

than 100 employees. The median loss to these businesses was a staggering (for the owner of a small 

business) $98,000. This finding is interesting for two reasons: (1) The vast majority of small busi-

nesses have fewer than 100 employees, and (2) it contradicts the belief that people do not steal from 

people they know. The fact is that thieves come from all social classes, all levels of education, and 

all ethnic backgrounds. It is an unfortunate fact that the difference between many a thief and many 

an honest citizen is only that the citizen has not yet been caught. For these reasons, all owners and 

managers of small businesses must be aware of and guard against dishonesty in employees. 

     Internal control    is the primary method of ensuring honesty in employees. Internal control is a 

matter of establishing policies and procedures that work to make dishonesty difficult and honesty 

easy. The most basic technique of internal control is to separate the duties of maintaining the secu-

rity of assets from the duties of maintaining records of those assets. 

  While internal control will reduce the opportunity for employee fraud, it is not sufficient to dis-

close frauds that are currently taking place. The Wells Report found that internal controls were the 

fourth most likely method to discover fraud, following accidental discovery. As Figure 17.3 shows, 

nearly 40 percent of all frauds that were detected were found because of a tip. About one-fourth of 

frauds were detected by an internal audit, and one-fifth were found by accident. Internal controls 

were responsible for disclosing only 18 percent of the frauds that were detected during the study 

period. 

  Separation of duties is most important for intangible assets—those things of value that have no 

physical “reality,” such as money, accounts receivable, patents, and licensing agreements. Consider 

the problems of keeping money secure. Money exists primarily as an entry in the accounting records 

of your bank. The employee who has authority to write checks and to make deposits has free access 

to the things related to embezzlement. All that person needs to do is write a check made payable to 

a fake entity, and then cash the check and pocket the money. If one employee both writes checks 

and keeps accounts receivable records, theft is even easier to commit and harder to detect. The em-

ployee merely mails an invoice from a fake entity. When the fake invoice is received, the employee 

creates a payable account for the fake vendor. Subsequently, during the ordinary course of business, 

the employee writes and mails a check which will be delivered to an address held by the employee. 

The accounting records of the business are in perfect order. The only problem is that you are out the 

money that was stolen. 

  Such simple frauds can amount to huge amounts of money over time. The 2004 Report to the 

Nation on Occupational Fraud and Abuse reports on 508 cases of fraud that combined resulted in 

over $761 million in losses to the defrauded companies. Nearly 93 percent of the frauds detected 

     internal control  

 A set of rules and procedures that 

work to limit the opportunity for 

employee theft or malfeasance.    
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involved misappropriation of business assets, but fewer than one-fourth of those involved assets 

other than cash. Fraudulent disbursements of cash comprise 74 percent of all misappropriations with 

an average loss to a business of $125,000. 

  The greatest threat of loss from employee dishonesty occurs when two or more employees 

  collude:  agree together to defraud your business. Employee collusion is both very common and 

very difficult to detect. The most common form of employee collusion is the theft of cash and inven-

tory. Cash is most usually stolen by making false disbursements. Inventory is stolen through false 

employee sales. 

  Many small businesses allow employees to purchase inventory at cost for personal use. When 

two employees agree to steal, one purchases merchandise from the other. The employee who is 

“selling” records the sale as being less expensive items. For example, Andrew wishes to buy a 

complete computer from his employer’s business. Brenda makes the employee sale, but records the 

merchandise as a hard drive. Andrew pays only the $40 cost of a hard drive, not the $400 cost of a 

complete computer. The owner is out the $360 difference. Of course, at some point the computer 

will show up as an inventory shortage. But by the time inventory is taken, there is no way to deter-

mine if the missing computer was taken by an employee or stolen by a shoplifter. 

  Securing valuable property is a commonsense, but often overlooked method, of keeping hon-

est employees honest. If your business involves small items of high value, such as precision tools, 

jewelry, laptop computers, data projectors, computer chips, gold, platinum, and so on, those items 

should be kept locked in secure areas, except when being used. Employees who use such items 

should be required to sign for removing them from storage and obtain a manager’s signature when 

the item is returned to storage. All items of high sensitivity, such as trade secrets, formulas, and 

employee and customer records, should be protected with locks, access cards, and passwords. 

  Risk from loss of key personnel and former employees setting up competition against your busi-

ness can be managed through the contracting process. When a key employee is identified, an em-

ployment contract should be negotiated. The contract should include provisions that (1) limit the 

employee’s freedom to go into competition, (2) contain the employee’s specific promise not to 

disclose sensitive or secret information, and (3) offer rewards for providing adequate termination 

notice and a smooth transition for replacements. 

  Additional protection from harm resulting from loss of key employees can be obtained by cross 

training among employees. Although any specific employee may not be able to be directly re-

placed, the needed skills and talents can certainly be found within a group of employees. If em-

ployees are cross trained, the loss of one individual can be alleviated by drawing upon the diverse 

abilities of other employees. Finally, any truly key employee, including yourself as the owner of a 

small business, should be actively grooming his or her own replacement to be able to step in on an 

instant’s notice.  

  Managing Risk from Violations of Tax Regulations  
 It is a rare business that has never run afoul of a taxing agency. Small businesses are subject to 

taxation from cities, counties, states, and the U.S. government. The    tax codes    of all levels of gov-

ernment have become ever more complex, placing more and more responsibility on businesses for 

calculating, collecting, and paying various taxes. Taxes imposed on small business include franchise 

or corporation taxes, income taxes, employee taxes, sales and use taxes, and property taxes. The 

regulations that relate to all these taxes are so voluminous that it is impossible for any individual 

to know them all. In fact, the regulations are so complex that even the enforcement personnel of 

various taxing agencies are often ignorant of the myriad details of the code and regulations. Perhaps 

then it is not surprising that the government estimates that 15 percent of taxpaying businesses are 

not complying with the rules. 14  

  Although there is no magic formula that will prevent financial loss that arises from being the 

subject of a tax audit, there are some fairly simple techniques that will work together to limit your 

exposure. First, you must keep complete,  accurate  accounting records. If you use a computerized 

accounting system, be certain that the audit trail function is enabled. Control access to the functions 

of the accounting system by issuing and regularly changing passwords. File all source documents, 

such as purchase orders, bills of lading, requisitions, and invoices, in a systematic manner that will 

     tax codes  

 Laws and regulations that specify 

the requirements of taxation.    
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provide easy access if you are called upon to “prove” any transaction. Carefully document all cash 

transactions. Ensure that employees properly enter all cash sales into the cash register, and then 

reconcile the cash register tape to the cash register contents every day. Insist on receiving a  signed  

receipt from vendors when you pay in cash. 

  The simple fact is that many, if not most, owners of small businesses “skim” in ways small and 

large by taking cash from their businesses before it is recorded as a revenue. Many owners also inap-

propriately charge personal expenses to the business as a way of extracting money without paying 

income taxes. Tax agents know these facts very well. As a result, when your business is audited, the 

agent will assume that you have understated your revenues and overstated your deductible expenses. 

It is your responsibility to prove that you have not. 

  Second, you should establish a relationship with both an accountant and a lawyer who are 

expert in tax issues. Although attestation by an accountant or lawyer is not evidence of lack of 

criminal activity (think Enron), an accountant or lawyer whose practice comprises issues of small 

business taxation will most likely do a much better job of representing you than you can ever do 

for yourself.     

  Third, and most important, make paying your taxes your first financial priority. The temptation 

to “borrow” from tax money is at times overwhelming, especially when you are being hounded 

by creditors for payment. Do not give in to this temptation. You can go to prison for not paying 

SMALL BUSINESS INSIGHT

“Neither Rex nor I expected any problems when we found out that the Texas Sales Tax Commission was going 

to conduct an audit,” said Jay Hall.

 Rex said, “When the auditor came, we set up a desk for him. We kept him in coffee and gave him every record 

he requested. He worked for about three days checking through the last five years of our business.”

 “We were cool with it. After all, we have always kept our taxes squeaky clean. We knew that we had nothing 

to worry about.”

 “Little did we know,” said Jay.

 Rex Stone and Jay Hall are the owners and managers of Rex Stone Associates. Their business comprises 

planning, producing, and managing events, primarily in the San Antonio, Texas, area. They have a highly diverse 

client list, including businesses, unions, academic associations, and church groups. In the last few years, they 

have conducted training sessions, provided trail rides and chuck wagon dinners, conducted motor tours of the 

Hill Country, and put on numerous balls, dances, and hops for their clients.

 “We were stunned when he told us that we owed the state over $125,000 in unpaid taxes, penalties, and 

accumulated interest. It just couldn’t be so!” said Jay.

 Rex continued, “When he left, we immediately called our lawyer. The issue boiled down to taxes on the ser-

vices of bands and combos we had furnished for events. The auditor claimed that we had to collect sales tax on 

the amount that we charged our client for the music group.”

 “The problem was,” Jay said, “we had already gotten an opinion from the Tax Commission that held that if 

we did not sell tickets to the event, no sales tax was due. In our business, we never sell tickets. We charge our 

client a fixed bid price, and only members and guests of the client group attend. Thus, no tax was due, and we 

had never collected for any music group.”

 “It took a year and cost us over $24,000 in legal fees, but finally we got a ruling that we had complied with 

Texas law. We did not owe the tax.”

 “Of course,” Rex said, “we were out the twenty-four thousand. But you know, it could have been a lot 

worse.”

When Careful Planning and Preparation Aren’t Enough

● You won’t go to jail for failure 

to pay your creditors, but you will 

spend some time behind bars if 

you do not pay your taxes. Keep 

your business in financial shape 

by making timely payment of 

taxes your first top priority.
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employee withholdings, for not paying sales taxes when they are due, for not paying your income 

taxes. If you do not pay your creditors, your credit rating will suffer. Your business may fail. But 

you won’t go to jail for not paying your bills.   

  Managing Risk from Employee Violation 
of Government Regulations  
 Reducing risk from events involving employees who violate business regulations is best accom-

plished through a proactive program of training and enforcing appropriate policies and procedures. 

The courts have consistently ruled that it is the responsibility of the employer to police employee 

compliance with regulations. Ignorance of either the regulations or of employee violation of regula-

tions is not a defense against administrative action. You are financially responsible for employee 

violations, intentional or inadvertent. Those few cases where the employer has been held harmless 

all involve employers who (1) have a written policy provided to each employee, (2) have conducted 

training of managers and employees concerning those policies, and (3) have immediately and con-

sistently acted upon receipt of any complaint. 

  Risks from violating the requirements of Equal Employment Opportunity Commission are 

best managed, as with risks from violations of any government regulation, by the owners being 

proactive: 

●   Know the EEOC rules that apply to your business.  
●   Obtain assistance from experts in EEOC regulations to assess the level of your compliance.  
●   Establish policies and procedures designed to prevent violations.  
●   Educate and train employees to know the policies and procedures and to understand the 

 importance of following them explicitly.  
●   Enforce the policies and procedures by immediately dealing in a systematic manner with any 

employee complaint.    

  Knowing the EEOC rules is a daunting task for any business owner. As stated above, the rules 

are voluminous, ambiguous, and arcane. There are, however, many sources of information that are 

written to be easily understood. Most such third-party information is provided by industry associa-

tions, and thus is usually specifically written for the problems you are most likely to encounter. 

  Assistance can be obtained from experts in several different ways. One source that is often over-

looked is the employment agency that you use to screen applicants. Employment agencies must be 

highly knowledgeable of the EEOC rules in order to remain in business. Often, such agencies can 

provide sample policy manuals and advice concerning compliance. Other sources of expert help 

include SCORE (  www.score.org  ) and the EEOC, itself. 

  The EEOC maintains a Web site that contains myriad resources for small business owners. The 

commission also publishes numerous books and pamphlets that are available from   http://www

.EEOC.gov  . 

  Alleged violations of the Americans with Disabilities Act are best handled through a proactive 

threefold approach: (1) Determine if you are subject to any of the provisions of the ADA. (2) Obtain 

the services of experts on the ADA to evaluate the level of your compliance. (3) Work diligently to 

meet the requirements to which you are subject. Although these actions will  not  prevent you from 

being the target of frivolous lawsuits, you may use records of your actions as evidence of your in-

tent to comply. This is often sufficient to persuade a mediator to pressure the complainant to either 

reduce the amount demanded or to withdraw the complaint entirely. 

  The Department of Justice maintains an ADA Technical Assistance Program which provides help 

directly to interested parties. By using these services, a small business owner can be assured of hav-

ing current information. The Technical Assistance Program provides specific advice for your busi-

ness concerning how to comply with the pertinent requirements. This program is specifically aimed 

at the needs of hotels, motels, restaurants, and other affected small businesses. The program provides 

an information hot line, printed materials, and a speakers bureau. It does not provide any inspection 

or affirmation services. Visit   www.usdoj.gov/crt/ada/adahom1.htm   for more information. 

  Managing risk from violations of OSHA standards and regulations is also best accomplished 

through proactive efforts. As with risks from EEOC and ADA enforcement, you should first 
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ascertain the standards to which your business is subject. The OSHA Act covers all employees 

except those in mining, transportation, state and local governments, and self-employment. If your 

business is in any other industry, you are subject to the standards of OSHA for employee health 

and safety. Also remember that while  you  are self-employed, anyone you hire is not. Thus, while 

OSHA standards and regulations do not apply to you, they do apply to your employees. 

  The best way to meet the basic laws of OSHA is to provide a place of employment that is free of 

recognized hazards and to: 

1.     Maintain tools and equipment in good condition.  

2.     Provide appropriate safety equipment and training in its proper use.  

3.     Provide medical examinations.    

  OSHA also offers free consultation services to employers who want help in identifying any de-

ficiencies and in developing appropriate solutions. Consultations begin with a conference among 

the consultants and managers of the business where the scope of the consultation is set, and all par-

ties agree on a set of working rules for the engagement. The conference is followed by an on-site 

inspection for hazards. The business’s health program is also assessed. A final conference is held 

during which all findings are presented, along with suggested solutions to each identified problem. 

No report of any deficiency is made to OSHA for enforcement. However, if significant hazards are 

found, you can count on a follow-up inspection by OSHA after a reasonable time during which you 

must remedy the problems. 

  A directory of OSHA-funded consultants can be obtained by requesting OSHA Publication 

No. 3047,  Consultation Services for the Employer.  

  You must also keep accurate records of all employee job-related illnesses and injuries. You must 

report within eight hours any accidents that result in a fatality or in the hospitalization of three or 

more employees. If your business has fewer than 10 employees or if your business is in one of the 

OSHA-defined “low- hazard” industries, you are exempt from the record keeping requirements of 

the regulations. Low-hazard industries include automobile dealers, apparel and furniture stores, eat-

ing and drinking establishments, finance, insurance, real estate, and legal, educational, personal, and 

business services, as well as cultural and membership organizations.   

  Using an Internal Audit as a Tool to Manage Risk  
 A valuable process that can greatly help you with the issues of keeping risks at acceptable levels is 

completing an internal audit. You probably are somewhat familiar with public business’s external 

audits, which are conducted by CPA firms and which must comply with a set of standards called 

Generally Accepted Audit Standards (GAAS). An internal audit is similar in conduct; however, 

because it is strictly a management tool which is not provided to outsiders, it can be structured and 

conducted in any systematic manner you find acceptable. 

  It is unlikely that you (or any owner of a small business) have the time, experience, or inclination 

to attempt to conduct an internal audit on your own. Rather, you should consider outsourcing the 

conduct of an audit to an expert in the process. Your own accountant may be able to conduct such 

an audit. But if not, he or she will, in any case, be able to recommend a reputable and reliable firm 

that can do so at a reasonable cost. 

  A properly conducted, independent internal audit will give you: 

●   An evaluation of your overall level of business risk.  
●   An objective evaluation of your risk control structure.  
●   A systematic analysis of your business processes and controls.  
●   Information on irregularities detected during the audit process.  
●   Review of your firm’s compliance with relevant regulations.  
●   A review of the existence and value of the assets of your business.  
●   Review of operational and financial performance.  
●   Recommendations for more effective and efficient use of resources.  
●   Assessments of how well your business is accomplishing your goals and objectives.  
●   Information about your employees’ adherence to the organization’s values and code of 

ethics.    
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  As the owner of a small business, you must assume much of the task of conducting oversight of 

all aspects of your business. Activities that make up oversight include listening, asking questions, 

assessing and challenging answers. This is exactly what an effective internal audit will do for you. 

To be sure that the audit effectively meets your goals in having it conducted, you should: 

 1.     Meet (without the presence of other members of your management) with whomever is going to 

conduct the internal audit.  

 2.     Establish with the auditor that you and your board of directors (if you have a board) have the 

final authority to review and approve the audit plan.  

 3.     Write an engagement agreement with the auditor that clearly establishes the scope of work to 

be done.  

 4.     Provide sufficient authority to the auditor to ensure that he or she can accomplish the goals of 

the audit.    

  Once the audit is completed, you must make positive steps to address any findings that indicate 

an unacceptable level of business risk.     

  Insuring against Risks   
 Although it is impossible for the owner of a small business to avoid all business risks, it is possible, 

through the use of insurance, to minimize the damage that such risks can cause. However, insurance 

can be expensive. Because of its expense, many small business owners choose too little insurance. 

When the inevitable occurs, an underinsured business may well face bankruptcy and liquidation. 

  The key to using insurance is to obtain the “right” amount of insurance at an affordable rate. 

Having too little insurance leaves the business open to unsupportable losses. Carrying too much 

insurance wastes money.  

  Using Insurance to Manage Risks  
    Insurance    is a contract between two businesses in which one, the insurance company, for a fee, 

agrees to indemnify the other for specific losses that are likely to occur in the future. In other words, 

the insurance company contracts to pay money to your business if a specific “covered” event occurs 

that causes your business to suffer financial loss. 

  Not all risks are insurable. Insurance provides a benefit by requiring a relatively small fee compared 

to the amount of loss that is possible. The insurance company makes a profit by collecting premiums 

for coverage from many businesses for the same set of risks. In effect, you and the insurance company 

are taking opposite gambles. You are betting that your business will be damaged or destroyed. The 

insurance company is betting that it won’t. The insurance company wins by collecting more from all 

the covered companies combined than it has to pay out to those few businesses that do, indeed, suffer 

damage. You win (if it can be considered a “win”) by having the insurance company pay when your 

business suffers a covered loss. Thus, the more likely an event is to occur, and the greater the potential 

amount that the insurance company must pay, the higher the price that you must pay for coverage. For 

this reason, insurance coverage is either not available or is excessively expensive for common events.   

  Developing a Comprehensive Insurance Program  
 Developing an appropriate insurance program for your business requires that you understand the 

risks to which your business is vulnerable. You must then know the amount of loss that your busi-

ness could suffer as a result of the adverse events. Finally, you must obtain appropriate rates from 

reliable insurers, rates that are not too high for your business to pay but that do provide sufficient 

payouts if the insured event occurs. 

  Identifying risks is the first task to be completed before a comprehensive insurance program can 

be developed for your business. Risks, as discussed above, vary with the nature of your business. 

Risks that are common to most small businesses include fire, flood, storm, theft, business interrup-

tion, and loss of key personnel. Business-specific risks include product liability claims for manufac-

turers, malpractice claims for dentists and physicians, and errors and omissions claims for lawyers 

and accountants. 

LO4

  Explain how insurance 

can be used to manage busi-

ness risk.

     insurance  

 A contract between two or more 

parties in which one party agrees, 

for a fee, to assume the risk of 

another.    
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  Determining which risks are to be covered is the next step. Not all identifiable risks can be or 

should be covered by insurance. The risk of events that are certain to occur cannot be insured at any 

price. Risks of events that are highly likely to occur but that have indeterminable payouts can be 

insured, but only at a very high price. Extremely unlikely events (being struck by a meteorite, for 

example) can be insured, but why would anyone do so? 

  Events that should be insured are those that are likely, and the economic cost of which would cre-

ate a severe burden upon the finances of the business. Such events include natural disasters, liability 

to others, and the death or disability of key employees. 

     Coverages    required by law exist to provide social protection from harm caused to employees, 

customers, and uninvolved individuals. The most common mandatory insurance coverages are li-

ability for damages caused by vehicle accidents and illness and injury caused by employment. Most 

businesses are also required to pay for unemployment insurance for employees to help defray the 

personal cost of having one’s employment terminated. 

     coverages  

 Contractual provisions of insur-

ance policies that specify what 

risks the insurance company is 

assuming.    

Not all business risks can be covered by insurance at a reasonable cost. Insurance companies, just like you, are 

in business to make profits. An insurance company must charge competitive prices to be able to sell policies. At 

the same time, the insurance company must charge enough to be able to pay legitimate claims of its policyhold-

ers. To be able to balance these conflicting needs, an insurance company must be able to accurately predict the 

amount of payments that will be made to settle claims for insurable events.

 The amount that an insurance company must pay out in claims is a function of (1) the frequency with which 

an event occurs, (2) the amount that must be paid according to the terms of the contract, and (3) the number of 

policies that have been issued.

● The risk must be calculable: An insurance company estimates the amount of potential claims payments 

by performing statistical analyses of the number and frequency of the occurrence of the event for which 

the insurance is being provided. For example, the probability of an individual business being flooded can be 

calculated from information concerning its location relative to sources and frequencies of floods. Although a 

specific flood may not be predictable, the number of businesses that will encounter floods in any one year 

can be predicted with reasonable statistical confidence, which allows an insurance company to determine 

the appropriate price for a flood policy.

● The value of any loss must be measurable in dollars: Insurance companies contract to pay only specific 

amounts of money for specific types and amounts of losses. In order to determine the amount that will 

be paid, it must be possible for the loss to be stated in a dollar amount. Thus, an insurance company will 

insure you for physical damage from fire. It will not insure you for the loss of your beautiful view, should the 

fire burn your neighbor’s property across the road.

● The policyholder must have an insurable financial interest: Insurance companies will not insure losses 

for individuals who do not suffer a financial loss from what is being insured. This requirement acts to pre-

vent fraud by persons deliberately “creating” the event in order to profit from it. In the same vein, an insur-

ance company will not pay more than the actual amount of the loss, regardless of the amount of the policy 

terms.

● The pool of potential policyholders must be of sufficient size: Insurance works because the insurance 

company diversifies its risk by insuring numerous businesses in widely separated locations. This ensures 

that no single disaster will result in the insurance company having to pay an excessive number of claims at 

any one time. Of course, this strategy occasionally fails. In August 2005 Hurricane Katrina became the most 

costly catastrophe on record. The extensive damage to a relatively large area has seriously tested the ability 

of several insurance companies to pay required claims and to remain in business.

What Risks Can Be Insured?
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  Vehicle liability insurance is mandated by the legislatures of all the states and territories of the 

United States. Minimum amounts of coverage are specified for property damage caused by the 

vehicle and for injury suffered by anyone other than the driver of the vehicle. 

  Workers’ compensation insurance is mandatory in some states. In others, it is discretionary. In 

all states, the workers’ compensation laws provide fixed monetary awards to employees who are in-

jured or disabled on the job. Workers’ compensation is enforced through administrative procedures 

which preclude employees suing their employers. Federal statutes are limited to workers who are 

employed in some interstate commerce. 

  Unemployment insurance is collected by the IRS and state agencies as a percentage of tax upon 

payroll. The amount collected varies among industries and among businesses within an industry. 

Industries and businesses that have frequent seasonal layoffs pay higher amounts of unemployment 

premiums than do those that have stable employment. 

  Desired coverages beyond mandatory insurance include general liability, product liability, catas-

trophe, and various types of malpractice coverage. Liability insurance protects your business against 

claims from harm caused by inadvertent consequences of actions of the business or its employees. 

The list of potential causes of harm to customers, vendors, or others is nearly endless. Customers 

fall while on business premises. A careless worker can splatter paint on a stranger’s automobile. 

Sparks from welding can start fires on others’ property. A faulty valve can release noxious or even 

deadly fumes into the atmosphere. Your sewer can plug and cause flooding in your neighbor’s place 

of business. Commercial liability insurance covers losses that are the result of such mishaps and 

accidents. 

  Product liability insurance covers losses resulting from claims made by persons who use the 

products of your business. The risk of customers and others being harmed by your product is largely 

a function of (1) the nature of your product and (2) the intended users. Those products that have 

historically given rise to the largest claims for injury and illness are (1) transportation equipment, 

such as automobiles, airplanes, and bicycles, (2) health products, such as pharmaceuticals and body 

implants, and (3) appliances, such as toasters, vacuum cleaners, and kitchen ranges. However, ex-

amples of huge cash settlements for product liability exist for a multitude of products that would 

seem to be harmless by nature. Examples of such cases include insulating foam that was discovered 

to emit formaldehyde, asbestos-containing products that are believed to be carcinogenic, and a mul-

titude of toys that are alleged to cause choking and other hazards to children. 

  Errors and omissions insurance and malpractice insurance are examples of special types of 

 liability insurance that cover losses from harm caused during the performance of your profession. 

Errors and omissions insurance covers claims made by clients of attorneys, accountants, and other 

consultants. Malpractice insurance covers claims made by patients of physicians, dentists, nurses, 

and other medical practitioners. The primary value of this type of insurance is the access to highly 

competent specialist lawyers that is provided by the insurance company. The insurance companies 

employ cadres of lawyers to represent professionals who are accused of incompetence or wrongdo-

ing. These lawyers are usually successful in negotiating reasonable settlements with clients who 

have been harmed. Should a settlement be impossible, the same lawyers will vigorously defend the 

accused professional in the subsequent court action. Of course, in the event that the professional is 

held responsible for a client loss, the insurance company will pay the claim, up to the limit of the 

insurance contract. 

  You, as an individual owner or manager of a small business, can obtain a general liability insur-

ance, which is often called an  umbrella policy,  or a  success protector policy.  General liability poli-

cies exist to pay losses that are not covered by other liability insurance. It is a sad fact of our current 

legal climate that actual culpability is irrelevant to many damage claims. If you are successful in 

your business, your success makes you a target for lawsuits because you are considered to be able to 

pay a judgment, either through your personal wealth or through seizure of your business property. 

Claims against general liability policies are usually a result of such litigation.   

  Insuring the Property of the Business  
 Commercial property insurance covers losses to the business property from causes such as fire, 

storm, vandalism, and theft. Other property insurance exists to pay losses resulting from floods or 



 Small Business Protection: Risk Management and Insurance CHAPTER 17 559

earthquakes. The cost of property insurance is determined largely by (1) the property’s insurable 

value, (2) the amount of deductible loss, (3) the amount of co-insurance required, and (4) the loss 

limits of the policy. 

  All the value of a property does not have    insurable value   . For example, as a general rule, the 

value of land, excavation, and basement is not insurable. This is because even when a disaster oc-

curs, the land remains. Only a very few types of disasters, such as earthquake or landslide, can 

change the nature and topography of land. 

  Additionally, some property has value that cannot be stated in dollar amounts. The value of 

the historical significance of a building often cannot be determined. For example, in Clarksville, 

Tennessee, the Hachland Hall Bed and Breakfast has a log cabin that was the home of President 

Andrew Jackson during the time that he was building the famous Hermitage. Were this cabin to 

burn to the ground, its replacement cost for logs, timber, and finish lumber could be no more than a 

few tens of thousands of dollars. However, no matter how carefully rebuilt, the replacement would 

be a replica, not the actual cabin. As such, it might be interesting, but it would not have the special 

character that now makes it unique. Placing a dollar amount on the historical value of this cabin is 

highly problematical. 

  A    deductible    is an amount of loss that is specifically excluded by the insurance contract. It is 

common for vehicle policies to specify that in the event of loss, the insurance will pay the amount 

of the loss, less a deductible of $250 to $1,000. Policies on buildings and equipment usually have 

similar deductibles ranging from $1,000 to $10,000 or more. As a general rule, the higher the 

deductible, the lower the policy premium payments will be. 

     insurable value  

 The amount of an asset for which 

a company will write an insurance 

policy.    

     deductible  

 An amount of loss that will not be 

paid by an insurance company.    

In 2004, the model Heidi Klum had her legs insured for $2 million.16 This may seem a little strange, but it is not 

unprecedented. During World War II, the then-famous actress and pinup girl, Betty Grable, received widespread 

publicity from insuring her legs for $1 million. More recently, the soccer player, David Beckham, had his legs 

insured for a cool $70 million.17

 Given that the loss of a leg is not a common occurrence, why would a model, an actor, and a sports star seek 

such insurance?

 Given that there is not a sufficient pool of models, actors, and athletes to allow an insurance company to 

diversify its risk, why would an insurance company write such a policy?

 In actuality, such policies are not as unusual as you might think. Insurance companies routinely write policies 

that place a dollar value on the loss of a person’s appendages. While the occurrence of the maiming of actors is 

low, nationwide a significant number of people lose arms, legs, hands, feet, and eyes in a variety of accidents and 

illnesses. Thus, the risk of such loss is well understood by insurance companies, and the cost of paying claims 

for such policies can be reliably predicted. Provisions for specific dollar payments for the loss of appendages is 

commonly included in insurance policies that cover disability.

 Despite the ordinariness of disability insurance, it is clear that the purpose of these insurance policies for 

Ms. Klum and Ms. Grable was the publicity value to be gained. In both cases, they and the insurance companies 

all received lots of press coverage. It is interesting to note that while the amount of the insurance coverage is 

reported, no mention is ever made of the cost of the premium or of the term of the insurance contract.

 There is a popular perception that any risk can be insured. This perception has arisen because of highly 

publicized events that were not actually insurance transactions but were publicity stunts. While it might be 

comforting to be able to insure against any loss, the fact is that businesses must constantly weigh the cost 

of insurance coverage. In many cases, the cost of insurance coverage greatly exceeds any benefit for small 

business.

Heidi Klum’s Unique Insurance Policy15
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    Co-insurance    is a contract requirement that 

works to prevent property owners from deliber-

ately underinsuring. Co-insurance requires that the 

owner carry insurance in an amount equal to a stated 

minimum percentage of the market value of the 

property, most usually 80 percent. If the owner al-

lows insurance coverage to fall below this amount, 

then the amount that the insurance company will 

pay in the event of loss is reduced by an amount 

proportional to the amount of underinsurance. 

 The reason for such arcane provisions is to 

increase the amount of premium that the insur-

ance company collects relative to the risk that 

the insurance company is taking by insuring the 

property. The higher the value a property has, the 

greater the likely payout an insurance company 

will have to make in the event of loss. 

 Consider that property losses are highly cor-

related with the value of the property. At one 

extreme, the loss can never exceed the market value of the property. At the other extreme, loss 

cannot be less than zero. In between the two extremes, losses are often a function of the value of 

the property. For example, suppose two businesses each experienced a fire that destroyed the roof 

of a warehouse. A 43,000-square-foot warehouse worth $3.5 million has a much more expensive 

roof than does a 10,000-square-foot warehouse which is worth less than $750,000. Similarly, los-

ing your 1,600-square-foot retail space will be a much greater dollar loss if the store is located 

on Rodeo Drive in Beverly Hills, California, than if it is located on Main Street in Beckwourth, 

California.     

   Business interruption insurance  provides funds to pay the ordinary operating expenses of your 

business should it be forced to close temporarily because of an insured event. Although business 

interruption insurance can be purchased as a stand-alone policy, it is most usually acquired as a 

provision of commercial property insurance. 

   Crime insurance  offers protection against losses from crimes committed against your business. 

It is an unfortunate fact that the greatest number of crimes of which you are likely to be victim are 

committed by trusted employees. 

   Theft insurance  is normally included in insurance on physical assets. However, the greatest threat 

of loss because of employee dishonesty is the misappropriation of cash, as was discussed earlier. 

Cash cannot be insured. An approach to obtaining insurance against employee theft of money is to 

require all employees with access to money or to accounting for money to be  bonded.  

     Fidelity bonds   , also called  dishonesty bonds,  repay employers for losses caused by dishon-

est or negligent employees. Fidelity bonds cover losses from employee fraud, theft, forgery, 

and embezzlement. Unlike    surety bonds   , fidelity bonds are purchased only for the employer’s 

benefit. 

  If you have any employee who handles large amounts of cash or other valuable assets, you 

should consider bonding that person. Some businesses, including insurance companies, securi-

ties brokers, real estate brokers, and businesses that hold escrowed cash are required by law to 

carry fidelity bonds. All employees who have direct access to a company’s cash, securities, and 

accounting records, or who handle investment or retirement funds, should be bonded. Bonds 

are available to cover individual specific key employees, or as blanket bonds that cover all 

employees. 

  When obtaining fidelity bonds, you should consider the following: 

●   The scope of coverage.  
●   All exclusions.  
●   Types of employee dishonesty not covered (e.g., salary, benefit, or computer fraud).  
●   Coverage for employee actions off-premises.    

     co-insurance  

 A contract stipulation that requires 

a policyholder to carry insurance 

in an amount equal to a stated 

minimum percentage of the mar-

ket value of the property insured.    

     fidelity bonds  

 Bonds, also called  dishonesty bonds,  

that repay employers for losses 

caused by dishonest or negligent 

employees.    

     surety bonds  

 An agreement with an insurance 

or bonding company that will pay 

a specified amount in the event 

that the entity bonded fails to 

comply with specified contractual 

requirements.    

● When disasters hit, like this 

fire, most small businesses 

depend on insurance to make up 

for the loss. What factors should 

you consider when seeking 

insurance?
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   Credit insurance  covers abnormal losses from credit customers not paying their bills. Abnormal 

losses are carefully defined within the insurance contract. Typical covered events include customers 

who cease business because of bankruptcy or business interruptions caused by fire, storm, wind, 

floods, and earthquakes. Less common and more expensive coverage exists that will pay for losses 

that arise from general economic conditions such as recession, war, or trade embargos. 

  Credit insurance can be obtained that covers all credit accounts or that covers only specific ac-

counts. General credit insurance is expensive, and it is common to choose to cover only very large 

accounts, the loss of which would threaten survival of the business. 

  All credit insurance requires the merchant to provide co-insurance in the amount of 10 to 

20 percent of the credit loss. The co-insurance provision works to prevent both frivolous claims 

and to provide a disincentive to companies to issue credit indiscriminately. 

  Credit insurance companies provide mandatory collection services. The insured business is re-

quired to promptly report all past due accounts. When an account is determined to be delinquent, 

usually after 90 days of no payment, then the account must be assigned to the insurance company 

which will make vigorous efforts to collect. 

  Credit insurance is available only for manufacturers and wholesalers. At this time no insurance 

company will write coverage for retailers who offer credit to customers. 

  Retailers who provide credit are protected in two ways. First, those few retailers who offer credit 

directly to customers usually have a large number of relatively small accounts receivable. This pro-

vides a greater diversification of the risk of loss than is available to wholesalers who usually have a 

relatively small number of large value receivables. Second, most retailers today provide credit only 

through credit cards, including Master Card, Visa, Discover, and American Express. Credit card 

Imagine a fair without a midway. Can a fair even be a fair without a carousel, a roller coaster, or a Ferris wheel? 

Carnivals are hugely popular entertainments. Over 500 million people attend amusement parks, fairs, and car-

nivals in the United States each year (which is quite impressive, given that the entire population of the nation is 

only 300 million).

 As you might expect, carnivals experience numerous accidents each year, ranging in severity from bruises 

and abrasions to permanent maiming and death. According to the U.S. Consumer Product Safety Commission 

(CPSC),18 approximately 11,000 people are injured on amusement rides each year. Of these, about five die.

 There are approximately 500 carnivals that travel the United States each year, ranging in size from 1 to over 

100 portable amusement rides. The vast majority of carnivals are small family-owned businesses with second 

and third generation members involved in management and operation.19

 If your carnival is large enough and you expect to have about 1 million riders in a year, then you should expect 

to experience approximately 20 to 25 injuries, based on CPSC statistics. If the people injured are representative 

of the national experience, all of them will be younger than 16. Not one will have an injury severe enough to re-

quire more than outpatient treatment. However, there is a small, but measurable risk that you will be among the 

unfortunate carnival operators who have patrons seriously injured to the point of maiming or death.

 As the owner of a carnival, what insurance should you carry to cover the injuries of customers on your 

rides? Insurance to cover the potential medical expenses for twenty-some minor injuries would be prohibitively 

expensive. It would, on the other hand, be quite risky for your business to carry no insurance at all. A reasonable 

strategy is to obtain insurance that will cover only serious injury and death. Your carnival will then absorb the 

cost of treating minor injuries, the number of which can be reduced by a safety program that prevents customer 

horseplay, requires operator training, and enforces regular rigid safety inspection of the rides. Taking such mea-

sures not only reduces the probability of serious injury, but also reduces the cost of accident insurance.

Bring in the Clowns
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companies perform credit checks before issuing cards, and thus limit the risk of nonpayment. Addi-

tionally, the credit card companies have developed rules which include checking cards for customer 

signatures, requiring a government-issued picture ID, and obtaining a transaction authorization prior 

to providing the credit sale. Retailers who follow the rules are not liable for any future nonpayment 

by the credit card holder. 

   Personnel insurance  is available to protect both you and your employees from specific risks. Per-

sonnel coverages include key person insurance, life, disability, and medical coverage insurance. 

   Key person  insurance protects you in the event that a key employee dies or is disabled and cannot 

work. 

   Life insurance  is the most common kind of coverage on key persons. Usually key person insur-

ance names you, as the owner, or your business as the beneficiary of the policy. Life insurance also 

is often provided to employees to provide security for their families. Life insurance provided by 

you, the employer, is usually term insurance.  Term insurance  is a form of insurance that does not 

accumulate any value over the contract term. Rather, only specific events, including disability, dis-

memberment, and death, are insured events. Term insurance is very inexpensive for healthy young 

people. The premiums increase with age, and with specified risk factors such as obesity, heart prob-

lems, and a history of driving while intoxicated. 

   Disability insurance  is usually provided as part of life insurance, although it can be obtained as 

either a stand-alone policy or as part of medical coverage. You as the owner of a small business 

should carefully consider obtaining disability coverage not only for key persons but also for your-

self. Statistics provided by the American Association of Retired Persons (AARP) show that be-

tween the ages of 22 and 65, there is a greater than 25 percent probability that you will be disabled 

for a period of 12 months or more. 20  Statistics provided by the Social Security Administration 

indicate that the greatest probability of becoming disabled for this period of time occurs between 

ages 50 and 65. 21  The probability of shorter periods of disability is, of course, much higher. Given 

the high probability of temporary disability and the devastating effects it can have upon a small 

business, it is becoming ever more common for disability coverage to be included in business in-

surance plans. 

  Disability insurance can take several forms. The most common disability coverage provides the 

insured person with funds to replace income lost because of the inability to work. While this cover-

age is important to the disabled person, it provides no direct benefit to your business. 

  Some insurance companies now offer disability coverage that provides direct benefits to small 

businesses and to owners of small businesses. The most common of such disability coverage is 

     buyout insurance    which provides funds to the business to purchase the ownership position of a 

disabled partner. Less common, but of similar value for small business owners, is disability cov-

erage that will pay specific fixed costs of the business, such as rent, salaries, and utilities, in the 

event that the owner or other named key person becomes disabled. Even less common is disability 

coverage that will pay specific dollar amounts to the business to replace lost revenue caused by the 

disability of a key person. 

   Medical coverage  is the most highly desired form of insurance for most employees. Medical 

coverage is quite expensive, and the cost has been increasing rapidly in recent years. There are many 

reasons, however, that you, as the owner of a small business, might wish to provide such coverage 

for your employees. First, receiving medical coverage is a strong retention incentive for employees. 

Second, if you provide medical insurance for all employees, you can obtain reduced rates and can 

include yourself and your family. Third, the least expensive way to obtain key person insurance is 

as a part of a comprehensive medical insurance plan that covers all employees.     

  Sharing Risk   
 One very effective method to reduce and to control business risk is to share that risk with other enti-

ties. As discussed above, one way to share risk is through insurance programs which, in effect, di-

versify risk across industries, businesses, and geographical areas. Additionally, risk can be directly 

shared without the intermediary of an insurance company, by forming joint ventures, by joining 

industry groups, and by obtaining government grants and guarantees.  

     buyout insurance  

 Insurance that provides money to 

owners of a business to buy the 

shares of any deceased owner 

from that owner’s heirs.    

LO5

  Describe techniques for 

sharing risk with other busi-

nesses and organizations.
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  Joint Ventures  
    Joint ventures    are partnerships through which two or more businesses combine to undertake a 

specific economic activity. Each business involved in a joint venture keeps its own identity and con-

ducts its own business separately from that of the other partners. The businesses are partners only 

for the activities specified in the joint venture contract. 

  Joint ventures are most usually formed and taxed as partnerships. This allows for disproportion-

ate allocation of revenues and expenses among the partner businesses. The ability to assign tax items 

to the partner for which they are most advantageous eases the problems of dissimilar businesses 

forming a partnership. A relatively large, profitable partner can be assigned the deductible costs of 

the joint venture, while revenues are simultaneously assigned to the smaller, less profitable (or even 

unprofitable) partner who will pay taxes at a lower rate. 

  Another advantage of joint ventures is that each partner can lose no more than its investment in 

the venture. The joint venture is a separate entity from any of the partners that own it. Thus, if the 

joint venture fails, only the resources of the joint venture are lost. The partner companies can con-

tinue in their individual businesses.   

  Industry Groups for Insurance Coverage  
 One of the primary reasons that there is at least one organized group for every conceivable in-

dustry is that joining in groups provides benefits of scale to members. The most common ben-

efit is low-cost group insurance. The cost of insurance, as discussed above, is partly a function 

of the risk that the insurance provider assumes. Insurance companies diversify risk by insuring 

large numbers of similar businesses. It is obvious that the National Electric Sign Association can 

provide a much larger pool of people to be insured than can any single sign shop member. Be-

cause of the larger pool of potential insured people and because of its greater bargaining power, 

the NESA can obtain much lower insurance rates for its members than the members can obtain 

individually.   

  Government Funding of Risky Ventures  
 The final source for sharing risk is governments. Townships up to the federal government have 

programs to encourage economic activity. Governments do not have the profit-making requirements 

of businesses, but they do have the power to extract money from citizens. As a result, risk for a 

government is very different from risk for private business. Governments often subsidize very risky 

ventures that private companies would otherwise never attempt. 

  One example of government subsidizing risky ventures can be seen in the building of sports 

arenas, convention centers, and convention hotels. Cities across the nation have imposed taxes upon 

citizens and tourists to subsidize the building of such facilities. St. Louis has three such publicly 

funded arenas: one for the Cardinals baseball team, one for the Rams football team, and a half-

 million-square-foot convention center. Houston recently demolished an old facility and built a new 

one for the Houston Oilers football team. The City of San Antonio, Texas, and Bexar County re-

cently enacted one of the nation’s highest taxes on hotel rooms and rental cars to finance a new arena 

for the Spurs basketball team, despite having the largely unused Alamo Dome. 

  It is important to realize that the cities do not directly profit from these facilities. Nationwide, 

arenas, convention centers, and convention hotels operate at losses, which are covered by taxes im-

posed on nonusers of the facilities. In those rare instances in which the facilities are profitable, the 

profits go to private businesses which lease or operate the facilities on contract. Absent government 

subsidies, few, if any, of these facilities would exist. 

  Small businesses can obtain their share of government subsidies through direct contracting and 

grants. Opportunities exist for small businesses to obtain government funding for recycling of waste 

materials, for research and development of products for health, security, and defense, and for pro-

viding services directly to government entities. 

  All businesses operate in varying states of risk. The most careful planning and the best man-

agement in the world cannot remove all uncertainty from business operations. Storms, earth-

quakes, tsunamis, famines, recessions, and wars are facts of life with which you must sooner or 

later cope. 

     joint venture  

 An agreement between two or 

more entities to pool resources in 

order to complete a project.    
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  Although business risk cannot be eliminated, it can be controlled. Management techniques in-

cluding security devices and internal controls can reduce the risk of misappropriation of business as-

sets. Those risks that cannot be controlled can be insured. Insurance works to reduce the amount of 

loss that any individual business experiences because of natural events, dishonesty, or negligence. 

Because the environment in which business operates is constantly changing, you, as the owner and 

manager of a small business, must constantly reassess your risk controls, your exposure to disaster, 

and your insurance coverage. 

  Ben Franklin said long ago “A penny saved is a penny earned,” and that adage is truly important 

for small businesses. Money saved means more flexibility and more profit. The point of spending 

time on risk, insurance, and protecting yourself and your business is to help you identify the ways 

to minimize your losses. Often, thinking about the potential sources of risk and loss ahead of time 

makes it possible for you to take action to minimize the risk or handle the loss should it come. The 

whole concept of insuring against risk works best when you can think objectively about the potential 

risk, loss, and cost to your firm. Only then can you be sure that you are spending your insurance dol-

lars wisely. Despite all the talk about financial loss, it is important to note the human and emotional 

cost of loss. Whether through injury or criminal action, loss focuses our attention and can make us 

sad, angry, guilty, or a combination of the three. When it causes harm to employees or customers, it 

can derail a business and its owner. For all these reasons, taking the time to protect your business, 

its assets, and people always makes sense.      

  CHAPTER SUMMARY  

  Explain the meaning and nature of business risk.  

●   Business risk comes from many sources, including financial 

risk from capital structure, economic risks from business deci-

sions, and the environment.  

●   Business risk is the probability that the future economic state 

of the business will be worse than is projected.    

  Describe the specific types of risks associated with 

different aspects of business operations.  

●   Economic risks arise from events related to the property of the 

business, to the personnel of the business, and to the custom-

ers, vendors, and visitors to the business.  

●   Violation of government regulations has become a significant 

business risk due to the many laws, rules, and regulations of 

the ADA, OSHA, the EEOC, and various tax agencies.  

●   Businesses are usually held liable for injuries suffered on busi-

ness property, regardless of the cause.    

  Describe techniques to manage risks to stay within 

your level of risk tolerance.  

●   The loss from various events can be reduced by making spe-

cific plans and arrangements to deal with them, should they 

occur.  

●   Disaster plans can reduce losses by reducing the time 

that business operations are interrupted when the event 

occurs.  

●   Following building codes, locating away from flood plains, and 

keeping property clear of flammables can reduce loss from 

natural events.  

●   Risk to computers and data can be controlled by protection 

software, backups, and password use.  

●   The best control for risks from personnel is to hire qualified 

people of high integrity.  

●   Conducting an internal audit can provide an independent 

analysis of the levels and types of business risk.    

  Explain how insurance can be used to manage 

business risk.  

●   Keeping the right types and levels of insurance can minimize a 

business’s loss from adverse events.  

●   You should not try to insure against all risks, rather only those 

that have economic consequences great enough to threaten 

the survival of your business.  

●   Some insurance coverages are required by law.    

LO1
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  Describe techniques for sharing risk with other 

businesses and organizations.  

●   Risk may be reduced and insurance made affordable by joining 

with other similar businesses.  

●   The risky activity can be separated from the main part of your 

business through joint ventures and placing the risky activity 

into a separate legal entity.  

●   Industry groups can obtain lower insurance rates than can a 

single business.  

●   Government agencies can provide protection from risk 

by limiting the potential loss and by subsidizing risky 

ventures.       

LO5
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 DISCUSSION QUESTIONS  

 1.   Discuss the types of risk encountered by small businesses. 

Are these risks different in any way from risks facing big 

business?  

 2.   What are the risks to small businesses caused by personnel 

issues?  

 3.   How are the risks from personnel affected by government busi-

ness regulations?  

 4.   How does disaster planning help a small business cope with 

risk?  

 5.   The text discusses methods to protect against weather. 

What might a business do to protect itself against an 

earthquake?  

 6.   Which is easier to steal, money from an employer’s bank ac-

count or secret business processes? Why?  

 7.   What types of insurance should a small business have? Give 

your reasons for maintaining each type of coverage.  

 8.   Suppose you are in the business of making ladders. A cus-

tomer places a board plank between two of your ladders as 

a scaffold. One of the ladders fails, causing your customer to 

fall and break a leg. Are you responsible for your customer’s 

losses? How can you protect yourself from lawsuits in such 

cases?  

 9.   You are considering offering credit to good customers to 

 increase sales. What things should you consider to limit your 

risks if you do?  

10.   One of your partners has special skills that would be very dif-

ficult to replace. His great joy in life is single-track bicycle rac-

ing. How can you protect yourself from the probability that he 

will be injured and unable to work?     
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 MINI-CASE 

 RISKY BUSINESS 

 Vicky Volare fell in love with motor scooters on her vacation trip to Aruba. “They’re a blast!” Vicky said, 

“They are convenient, safe, inexpensive, and fun to ride.” Now she is planning to buy 30 Vespa Scooters to 

provide scooter rental in Vail, Colorado. Vicky will need four employees, in addition to her own services. She 

has completed a business plan, except for determining what types and amounts of insurance coverage she 

should have. As soon as she completes the insurance planning, she can complete the financial section of her 

business plan. Vicky will invest $50,000 of her own funds and is borrowing $230,000. $180,000 of the loan 

will be secured with the 30 scooters. The other $50,000 is a personal note to her from her bank. She hopes 

to start her business within 90 days, to catch the beginning of the summer.  

 CASE DISCUSSION QUESTIONS 

1.    What financial risks is Vicky assuming?  

2.   What are the risks that are specific to renting motor scooters?  

3.   What are the risks specific to motor scooters as physical assets?  

4.   What risks will Vicky face because she is hiring four people?  

5.   What regulatory risks will Vicky face in operating a vehicle rental service in the state of Colorado?  

6.   What insurance coverage will Colorado require Vicky to have?  

7.   What insurance must Vicky have for her employees?  

8.   How should Vicky structure her business to minimize the potential loss she can suffer if a cus-

tomer or bystander is injured or killed by one of her scooters?      

 EXPERIENTIAL EXERCISES 

1.    Identify a business you would like to own. Make a list of the 

risks that are specific to that business. Contact an insur-

ance broker to find out what coverages are available and 

what they would cost. Make a report to your class of your 

findings.  

2.         Identify a business you would like to own. Go to the OSHA 

Web site and find out what rules and regulations apply to this 

business. Create a chart of hazards of this business and the 

applicable OSHA rules. Make a report to your class of your 

findings.  

3.         Suppose you are going to open a consulting business. You 

are going to finish half of your garage to use as an of-

fice. Go to the ADA site and determine what accessibility 

 requirements you must meet. Make a report to your class of 

your findings.  

4.         Identify a specific location (street address) where you would 

like to operate a business. Visit your city’s planning and zoning 

office (or its Web site, if it has one) and determine if this site is 

in a flood plain. Make a copy of the city’s map of flood plains. 

Make a report to your class of your findings.  

5.         Identify a business you want to own. Use the resources of 

your library and the Internet to identify what insurance you 

are legally required to carry. Contact an insurance broker 

to determine how and for how much you can obtain the 

required coverage. Make a report to your class of your 

findings.     
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 SUGGESTED CASES AND ARTICLES  

●   The House of Wine (Revisited)     Available on PRIMIS:  

●   Daniel Dobbins Distillery, Inc.  

●   Play Time Toy Co.      

 Video Case:  

●   New Orleans Biz, p. VC-8     

 eClips Videos:  

●   Kathy Koultourides Discusses Importance of Taking Small 

Risks  

●   Alison Gerlach Discusses Different Risks That Face Companies     

 SBTV Videos:  

●   Stopping Employee Theft  

●   Legal Protection for Business Owners     

 STVP Video:  

●   Fail Fast Forward: Appreciating Risk       

 SUGGESTED VIDEOS  
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1818  Legal Issues: 
Recognizing Your 
Small Business 
Needs 

 ●      A top-notch turntable scratcher, 

like B-Money Hughes, could make 

a good royalty income from getting 

one of his tracks included on a 

commercial CD. But in order to 

get that royalty, you need a good 

lawyer negotiating on your behalf. 

How could you tell if a lawyer is 

right for the negotiation you face?  



LO

  Focus on Small Business: 
Brian “B-Money” Hughes 1   

  This chapter will help you:  

LO1  Know when you need legal information and how to get it. 

LO2  Understand legal structures in setting up a new business. 

LO3  Learn how to master the process of negotiating. 

LO4  Recognize potential legal liabilities for your business. 

LO5  Know contract terms and when a contract is needed. 

LO6  Understand the basics of intellectual property.  

 Brian “B-Money” Hughes has a tip for budding hip-hop producers: “The best advice I can give to anyone 

that’s coming up: Make sure you get yourself a good lawyer.” He knows of what he speaks. 

  B-Money was a turntable scratcher good enough to get credits on Jennifer Lopez and Murphy Lee 

CDs. He scored big in street cred when he produced 50 Cent’s “Hustler’s Ambition,” the lead track to the 

soundtrack of  Get Rich or Die Trying . This did not translate into much money, though. Two weeks before the 

film’s release, 50 Cent’s team offered a small flat fee rather than a larger royalty. B-Money was told to take 

it or leave it, but do it now. An experienced lawyer would have realized that the cost to 50 Cent to redo the 

film’s soundtrack without B-Money’s contribution would have been a lot more than what was offered. But as 

B-Money put it, “I had way more leverage, but my lawyer wasn’t poised and let it slide.” 

  B-Money took the flat fee offered, but he replaced that lawyer with an industry veteran. So later, when 

Jay-Z’s producer asked for a B-Money-produced track called “The Prelude,” this time the artist and lawyer 

were ready to negotiate. The track was the lead for Jay-Z’s  Kingdom Come  CD. The new lawyer delivered, 

and B-Money finally came into some of the money he deserved for his work. 

  DISCUSSION QUESTIONS  

1.    Given B-Money’s experience, if you were interviewing a potential lawyer, what sort of questions would 

you want to ask?  

2.    Can you think of anything you could have said to your lawyer to get a better outcome during the negotia-

tion with 50 Cent?  

3.     Did B-Money have any recourse when it turned out his first lawyer was just not very good at the music 

business?        
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  You and the Law  
 Business and law are inseparable. For B-Money, the two predictably merged when he was 

negotiating a deal for his tracks. At other times, the merger is unpredictable, like when your 

business faces an unexpected auto accident, product recall, or government regulation change. 

In either type of situation, when business owners know the law, they can better protect them-

selves and sometimes even avoid the problems completely. This chapter will help you spot 

important legal issues for small businesses and provide guidance for dealing effectively with 

those issues. 

  The United States is one of the most  litigious  (from the word  litigate,  meaning to sue) socie-

ties in the world, along with countries such as Germany, Sweden, Israel, and Austria. 2  On the 

other hand, in a 2002 National Federation of Independent Business poll of small businesses, 

less than 1 business in 10 had been sued in the prior five years. No matter what the perception, 

the law affects everything about business. Despite all the negative comments about attorneys, 

attorney jokes, and general resentment of the legal profession, the fact remains that if you are 

going to start a small business, you are going to be stuck with the legal system—virtues and 

faults both. 

  Because of that, it is important for you as a prospective small business owner to understand our 

legal system. Understanding the legal system will help you be less intimidated by attorneys and 

the law. And that knowledge can help move you from being a passive victim of the legal system, 

merely reacting to legal threats, to an empowered owner able to use the law to your advantage 

in a proactive way. Starting a business is risky enough. With the right knowledge about the law 

and the use of legal counsel, many of those risks can be significantly reduced or eliminated 

altogether. 

  It is easy to underestimate the number of laws that apply to a new small business because it is 

hard to believe how many laws apply—federal laws, state laws, even county and city laws. Let us 

take a moment and get an overview of the laws most likely to apply. 

   Table 18.1  provides an overview of some major federal laws in the areas of taxation and envi-

ronmental health and safety. Intellectual property laws are considered later in this chapter, and labor 

and employment laws will be considered in Chapter 19. Even so, what  Table 18.1  does not consider 

are state laws. There are some areas which only states legislate, for example, workers’ compensation 

and employment security, which we will cover in Chapter 19. There can also be areas where there 

are overlapping state and federal laws, most typically in civil rights, and in such cases, the more 

demanding law is the one you should obey. 

  While the scope can be overwhelming, the good news is that not all laws apply to your business 

on the day you open. Many laws only start to apply as you reach certain thresholds. For example, 

tax laws tend to focus on financial thresholds, while environmental laws look at how much waste 

you produce. 

  Meanwhile, the state laws applicable to a small business are extraordinarily varied. It is truly a 

case where one size does not fit all. In Chapter 19 you will see the additional state laws that apply to 

labor and employment. For any category of laws, it is important to check what is applicable in your 

state. The Online Learning Center shows how to begin your check on the Internet. State laws can 

vary dramatically, so Missouri’s laws are unlikely to be of much use anywhere else. 

  There is no central online starting point for finding the relevant state laws. One of the best ways 

to get a complete rundown of the relevant laws is to contact your closest state Small Business Devel-

opment Center (to find it, type “SBDC Locator” into the search box at the SBA Web site,   www.sba.

gov  ). Also, your local SCORE chapter (  www.score.org  ) should be able to help, or at least point you 

to the right resources. Obviously, you can also work with an attorney to get expert help personalized 

for your business. 

  In the next portion of this chapter we start with your key legal expert—your attorney. We talk 

about how to select and work with an attorney. We also cover how to make some key legal deci-

sions, such as choosing a legal form for your business, how to negotiate, liability issues, and con-

tracts (in person and online), that come up in business. We conclude the chapter with a discussion 

of the latest hot topic in law—intellectual property.   

LO1
  Know when you need 

legal information and how to 

get it.
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TABLE 18.1 Selected Laws Applicable to Growing Businesses

Benchmark Law/Regulation Ramification

Business and Taxation

Employer’s portion of federal employment taxes plus 

federal income and employment taxes withheld from 

employees’ total wages:

●  Less than $2,500 during a quarter.

●   Under $50,000 during the four quarters in the 

“lookback period” applicable to the calendar year of 

withholding.

●  More than $50,000 during the “lookback period.”

●   $100,000 or more during a monthly or semiweekly 

period.

Circular E-Employer’s Tax 

Guide

Employer must deposit withheld taxes:

●  Quarterly (if paying with Form 941)

●  Monthly

●  Semiweekly

●   Next banking day after $100,000 threshold is 

reached

Gross receipts up to $5,000,000. Section 448 of Internal 

Revenue Code

The business may qualify for an exception that allows 

it to compute taxable income using the cash method of 

accounting rather than the accrual method.

More than 100 shareholders of a corporation, more than 

one class of stock, certain prohibited shareholders.

Section 1361 of Internal 

Revenue Code

Corporation could lose or be ineligible to elect 

“Subchapter S” status.

Filing requirements for an employee benefit plan with:

●   One participant (with plan assets more than 

$100,000)

●  2–99 participants

●  100 or more participants

●   Reporting to participants: Summary Annual 

Report

Internal Revenue Service/

Department of Labor

Reg. §2520.104(b)-10

●  Generally must file form 5500EZ annually with IRS.

●   Form 5500 must be filed annually with IRS, with 

some exceptions if the plan is unfunded or insured.

●   Form 5500, with some exceptions, must be filed 

annually including a report by an independent qualified 

accountant.

●   Annually provide to participants no later than 8½ 

months after the end of plan year.

Qualifying depreciable tangible personal property (and 

certain computer software) purchased for use in the 

active conduct of a trade or business in excess of 

$450,000.

Section 179 of the Internal 

Revenue Code

Reduction of the $112,000 maximum amount of qualifying 

property that can be expensed in the current year instead 

of depreciated over several years.

Environmental/Health & Safety

Conditionally Exempt Small Quantity Generators of 

Hazardous Waste:

●   Generators of less than 1 kilogram of acute 

hazardous waste in a month, may accumulate up 

to 1 kilogram of acute hazardous waste before 

accumulation period begins.

●   Generators of up to 100 kilograms of hazardous 

waste in a month, may accumulate up to 1,000 

kilograms of hazardous waste before accumulation 

period begins.

Small Quantity Generators:

●   Generates at least 100 kilograms but less than 

1,000 kilograms of hazardous waste in a month, 

may accumulate 6,000 kilograms of hazardous 

waste before accumulation period begins.

Hazardous Waste Regulations 

under RCRA (Resource 

Conservation and Recovery 

Act)

Exceptions for the small quantity generator relax handling 

requirements. Allows the generator to accumulate 

hazardous waste on site until the amount of accumulated 

waste exceeds the small quantity exclusion limits. After 

this amount is exceeded, the time period allowed for 

accumulation of hazardous waste begins to run (90,180 

or 270 days). If the generator does not exceed this time 

period, the generator need not obtain a RCRA Part B permit 

to store the waste.
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Benchmark Law/Regulation Ramification

Environmental/Health & Safety

●   Part 70 Source: Facility has the potential to emit 10, 

25, 50 or 100 tons per year of certain air pollutants 

(depends on nonattainment status of area for the 

pollutant emitted).

●   Intermediate Source: Facility has the potential to emit 

at Part 70 source levels but has voluntarily agreed to 

enforceable limits on the rates of production, or greater 

control efficiencies to reduce potential emissions below 

Part 70 source levels.

●   Basic Source: Facility has potential to emit greater than 

de minimis levels but no the potential to emit Part 70 

source levels.

Missouri’s Operating 

Permit Rule—CSR 

10-6.065

Required the owner or operator of a Part 70 facility to apply 

for an operating permit and intermediate facilities to notify 

within 60 days after EPA approved Missouri’s permitting 

program. (Final Interim EPA approval was effective May 13, 

1996, so first year permit applications were due July 15, 

1996.) Required all other Part 70 facilities and all intermediate 

facilities with actual emissions less than 50% of the Part 70 

thresholds to apply by May 13, 1997. Basic facilities were 

to apply by May 14, 1998. A Small Business Environmental 

Compliance Assistance Program has been established in

both Missouri and Illinois to provide assistance to small 

businesses for permitting and technical matters. In Illinois call 

1-800-252-3998. In Missouri call 1-800-361-4827.

Facility has hazardous chemicals present at the facility at 

any one time in amounts equal to or greater than 10,000 

pounds, or extremely hazardous substances present in an 

amount greater than or equal to 500 pounds, 55 gallons, or 

the threshold planning quantity (if lower).

Hazardous Chemical 

Inventory Reporting under 

§312 of the Emergency 

Planning and Community 

Right-to-Know Act

Requires owner or operator to submit reports on 

inventories of various chemicals based on certain 

threshold levels.

The Clean Air Act imposes stringent emissions limits on 

various air contaminate sources and also adds several 

new provisions to address acid rain, ozone depletion, 

and federally enforceable operating permits.

Clean Air Act 

Amendments of 1990

Missouri and Illinois have been delegated the authority 

to administer the regulations and permitting of air 

contaminant sources.

Own or operate petroleum underground storage tanks. State Underground 

Storage Tank Programs 

(Illinois and Missouri)

Requires owner or operator to provide proof of financial 

responsibility to cover costs of corrective action and liability 

to third parties resulting from releases from existing 

underground petroleum storage tanks. All tanks not meeting 

“new” UST standards were to have been upgraded by 

December 22, 1998, or be removed from service and closed.

Process involves one of over 130 listed chemicals in an 

amount exceeding a listed threshold level or involves any 

flammable gas or liquid in a quantity of 10,000 pounds or 

more.

Process Safety 

Management Rule under 

the OSH Act 29 CFR 

1910.119

Requires owners to perform a process hazard analysis and 

develop written operating procedures, employee training, 

emergency action plans, evaluation of mechanical integrity 

of critical equipment and written procedures for managing 

changes in process or procedures.

Employs 100 or fewer individuals on a companywide 

basis.

EPA’s Interim Policy on 

Compliance Incentives for 

Small Businesses

EPA will eliminate or mitigate its settlement penalty 

demands against small businesses based on: (1) good faith 

effort to comply with applicable environmental requirements; 

(2) this is the business’s first violation of this requirement 

(no previous enforcement of that requirement within last 

3 years); (3) the violation has not caused or does not pose a 

serious harm or threat to health or the environment; (4) the 

violation does not involve criminal conduct; and (5) the 

violation is corrected within a specified period.

An employer with more than 10 employees on a 

company-wide basis (except those in Standard Industrial 

Classification codes 52-89).

OSHA’s Recording and 

Reporting of Occupational 

Injuries and Illnesses

Employer is required to record occupational injuries and illness 

on a log with a separate supporting record for each injury 

or illness and post in the workplace the log for the previous 

calendar year during the following month of February.

The chart is not, nor is it intended to be, a comprehensive summary of the threshold levels at which the statutes and regulations cited therein take effect, and it is qualified in its entirety by reference to 

the appropriate statute and regulations.

Chart compiled in March 2007 by: Joseph Demko, Robert A. Kaiser, Julie O’Keefe, Guy Schmitz, and Larry Sewell, all with the law firm of Armstrong Teasdale LLP.
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  You Need a Good Attorney  
 Setting up a business requires some familiarity with several areas of law—forms of organization, 

contracts, and licensing, for example. Usually with legal issues, as with health issues, it is best to 

confront potential problems before they have a chance to get serious. Timely decisions and action 

may avoid a problem altogether or may make solving the problem much easier and cheaper. Think 

of legal knowledge as a form of insurance. The key is finding the right lawyer. 

  First, look for an attorney who is experienced in forming new business entities and handling the 

needs of small businesses. 3  Where can you find such a person? If you do not have someone in mind, 

get suggestions from small business owners you know and respect. Bankers involved in commercial 

financing on a regular basis often know which attorneys handle small businesses well. In addition, 

a trade association for your industry may have suggestions. 

  These days, it is typical to be involved with more than one attorney. As with doctors, where you might 

work with one generalist and several specialists, today most businesses need to depend on one general 

purpose lawyer and several specialists. The law is so complex that no one can be an expert in all areas. 

Beware of the attorney who tells you he or she can handle all your legal needs. However, if the attorney 

is in a group practice, there may well be others in the firm who specialize in the other areas where you 

need specialized help. Ask about the legal specialties covered within the firm when you call to make an 

appointment. You may make several calls and visits. If one attorney does not meet your needs in terms 

of qualifications, work ethic, or pricing, there are many others who would like to have your business. 

  Again, like with physicians, once you have chosen an attorney, having an ongoing relationship 

helps him or her to know you and your situation when something comes up and you need legal ad-

vice on short notice. 

  Clients and attorneys start with a natural conflict of interest. The attorney wants to make money 

for the services, and you would like the services for as little cost as possible. In reality, all entrepre-

neurs know they will have to pay, so the key issues are how and how much you will be charged for 

legal services. 

  Typically you and the attorney will discuss and decide on the type and rate of charges up-front, 

before you engage his or her professional services. The attorney-client agreement should definitely 

be in writing and signed by both parties. 4  Take the time to read the agreement before signing. Ask 

for it to be sent to you to review. If the agreement is hard to understand, think about what other work 

from the attorney will look like, and consider whether that attorney is right for you. There are four 

ways attorneys typically charge: 

1.      Hourly fees:     Hourly fees    can vary greatly from one part of the country to another, as well as 

from firm to firm and even within a firm. Attorneys with more experience often charge more than 

new law school graduates. Prestigious law firms often charge more than smaller, less recognized 

firms.  

2.      Flat fees:     Flat fees    are a fixed amount paid for a certain task. For example, an attorney may 

have a flat fee for handling all the paperwork to establish a corporation.  

3.      Retainers:  When using a    retainer   , the attorney will be paid a specified amount every month 

regardless of the workload for that month. Usually there is a retainer agreement which specifies 

what types of work that monthly fee covers and when and how much additional fees are when 

circumstances change.  

4.      Contingency fees:  You have seen the attorney ads on television announcing, “I don’t get paid 

unless you get paid.” That ad is describing a contingency fee.    Contingency fees    are typical 

in accident (especially personal injury) situations, but are not usually used in everyday contract 

and business-related matters. With a contingency fee, the attorney will take a percentage of your 

recovery (if your side wins) as his or her fee.    

  Just like anything else, pricing of legal services is based on supply and demand, especially your 

negotiating demands. Do not be intimidated by having to negotiate price with an attorney. Regardless 

of what the attorney says, the attorney’s fee schedule in all four types of pricing of services may be 

negotiable, particularly if the attorney is a more senior member of the firm with the authority to ne-

gotiate. Diplomacy is recommended in these negotiations because once the original issue of pricing is 

resolved, it is in your best interest for you and your attorney to have a positive working relationship.   

     hourly fees  

 A basis for legal charges in which 

the rate is based on a price per 

hour. Often lawyers will charge for 

fractions of an hour.    

     flat fees  

 A method of billing for lawyers in 

which a fixed amount is paid for a 

certain task.    

     retainer  

 A fee paid by a client to an attorney 

to engage the attorney’s services.    

     contingency fee  

 Fee paid by a client to an attorney 

for legal services that is dependent 

upon the outcome of a case.    
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  Can I Do This for Free?  
 There are three elements to most aspects of business law—finding the right information, negotiating 

the specific outcome you want, and then taking care of the paperwork associated with it. The three 

elements are what you pay your lawyer to do, but when you look at paying lawyer’s fees, you prob-

ably want to know if there are things you can do yourself. The good news is that you can. 

  These days there are many sources of reliable legal information on the Internet for small busi-

ness owners who want to do the legal work themselves. Also be aware that your local library and 

bookstores are brimming with titles on business law and how to start your own business. 

  There are two basic categories of information available to small business owners: free and paid. 

If you are paying a nonattorney for legal services, such as using an Internet company to set up your 

business as a corporation, you may not be saving that much money over what an attorney would 

charge. Consider whether you would be better served in seeking out an attorney and getting indi-

vidual, custom-tailored advice. Falling between free and paid are the do-it-yourself products. Nolo 

(  www.nolo.com  ) is one well-known company that has been established for some time and offers 

do-it-yourself products.  

  Of the free information available, some are more reliable than others. Government Web sites, 

such as   www.business.gov   (the general business site),   www.reginfo.gov   (the regulatory informa-

tion site),   www.dol.gov   (for labor laws), and   www.sba.gov   (the Small Business Administration 

site), provide information to business owners that is reliable, and the government does not have the 

conflict of interest of wishing to make money from the business owner. State government sources 

can be very valuable in helping you choose a business entity; check your state’s secretary of state 

Web site. You can easily find the sites by searching Google with the term “secretary of state” fol-

lowed by a comma and your state’s name, or you can go to   www.business.gov/states/   to find your 

state’s offices, as shown in Skill Module 18.1 and on the Online Learning Center.  

●    Visit   www.business.gov   

to take advantage of the 

government’s free legal 

resources. Looking at this and 

related Web sites can help you 

determine which legal aspects 

you can manage on your own and 

which require a paid attorney’s 

involvement. 
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  Trade associations are another source of information for business start-ups. Many trade associa-

tions compile legal information for their members, including laws particularly applicable to certain 

types of businesses in various jurisdictions and proposals for changing the laws that affect your 

industry. As you may be aware, these organizations also hire lobbyists to push the agenda of an 

industry or trade group within the various branches of government, both federal and state. Because 

of the limited resources of small businesses, membership in one of these organizations can be par-

ticularly valuable in informing the business owners and giving them more power as a group to 

influence legislation that affects them. In addition, through these trade associations it is possible to 

meet others in your industry and make noncompetitive connections that help you network and keep 

up with industry trends. Remember that you learned how to find your relevant trade, industry, or 

professional association in Skill Module 2.1 in Chapter 2. 

  Be wary of legal information on matters such as statutes or agency regulations offered by indi-

viduals who seek to profit from doing business with you. For instance, if you are looking for space 

to locate your business, be wary of what real estate agents tell you regarding the law. Never forget, 

these folks make their money when you buy something or if they arrange some lease agreement for 

you. It may not be in your best interest to buy property, but real estate agents are not likely to tell 

you that because they will make money by getting a percentage when you buy. 

  For example, in the issue of zoning, go to your local governmental unit and check on the zoning 

of the property before you seriously consider it. 5  Do not take the real estate agent’s word on the zon-

ing. Be sure that the business you plan may be legally operated in that location. If the building will 

need any remodeling to suit your purposes, be sure to contact the local government regarding safety 

standards, exits, entrances, and so on so that the property will pass inspection once the remodeling 

is done. In the contract with your remodeler, it is best to insert a provision that the remodeling has 

to be done according to applicable building codes before the contractor is fully paid. 

  In the contract to purchase or lease the property, insert a provision that the property has to be 

zoned such that your business can be legally operated in that location. By contacting the local 

SKILL MODULE 

18.1

 Getting Started on Legal Issues Online 

 The Internet can be a great source of information in helping you determine which various governmental require-

ments apply to a business. On the state level you can go to the Web site for the state and obtain all sorts of 

information on starting a business in that state, required licenses, and the like. 

  Pretend that you wish to start business as a debt collector in the state of Washington. You have questions on 

professional licenses required of debt collectors, and you are considering hiring a high school student to work 

parttime after school. In addition, you have concerns about safety and health rules that apply to businesses in 

Washington. 

  There are two easy ways to find the information on   www.business.gov  . Click on “Register, Licenses & 

Permits” and in the “Enter City/State or Zip Code” box type “Washington.” The drop-down box shows “Debt Col-

lection Agency.” Select that and click “Search.” 

  Another way to do it is to click on “State & Local” on the   www.business.gov   home page, select “Browse the 

Map,” then select Washington State, and from the resulting page select “Get a Business License” under the “How 

do I . . . ?” section, and then select “Professional Licenses” and “Collection Agencies.” 

  On each state page inside   www.business.gov   you will find a section on “Starting a Business” which will link 

you to the key resources for new firms in each state. Most states have a start-up guide. For Washington State, it 

is the “New guide for doing business in Washington (PDF)” and you can find it by clicking “Starting a business” 

from the Washington State page in   www.business.gov  , then clicking “Washington Business Portal,” and then 

“Plan a business.”  You can also see this demonstrated on the Online Learning Center.

  States vary in where they put their guide, but the business.gov Web site’s “Starting a Business” hotlink usu-

ally gets you within a click or two of your goal. Now go to your state’s Web page at   www.business.gov   and 

see if you can find the state start-up guide and the licensing requirements for your business. If you don’t have a 

business idea at this point, see what kind of license a debt collector would need in your state. 
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government, you should be able to get guidelines on zoning, placement, and size of signage, park-

ing, property tax, and other matters related to the location. 6  Also, be sure to inquire about future 

plans regarding street repairs, expansions, and closures in the area, which could affect your ability 

to do business. Do not rely on the real estate agent for any of this information.  

  As noted at the start of this section, there are three elements to the law—finding the right informa-

tion, negotiating the specific outcome you want, and then taking care of the paperwork associated with 

it. Often as businesspeople become familiar with the legal specifics of their business, they take on 

more of the responsibilities. Most often they do the negotiating themselves (you will see how later in 

this chapter), and where the paperwork is standardized (as we see below with standard contracts) even 

handle aspects of the paperwork themselves. Even some legal research can be done, especially when 

the business owner is made aware of new legal concerns by the trade or professional association. But 

for all of these things you can eventually do for yourself, when learning the business or when facing a 

new or unusual situation, it makes sense to go with the pro. When in doubt, call your lawyer.    

 Small-Claims Court  
 There is also a legal option available to entrepreneurs that does not involve an attorney. It is typi-

cally called small-claims court. Despite the name, many of these courts will accept cases where the 

stakes are as large as $10,000. Most are designed so that ordinary citizens can bring their cases in. 

Yes, this is the sort of court you see on afternoon television— Judge Judy ,  The People’s Court, 

Judge Joe Brown,  and the like include a lot of small-claims court cases. 

  Believe it or not, you can learn something about preparing yourself for small-claims court by 

watching the television shows: (1) evidence helps, (2) have everything ready and with you when 

you go to court, (3) practice your explanation, (4) be on time, (5) stay calm, and (6) above all, stay 

respectful to the judge and court. 

  Small-claims courts work only when you are owed money, can prove it (proof you did the work, 

and that your customer did not pay—think of purchase orders, contracts, invoices, past-due let-

ters, etc.), and have exhausted other procedures like calls and letters to the customer. If there is a 

reason the other party did not pay—for example, they said your work was late, shoddy, or not as 

promised—you need to prove you are in the right, otherwise you will have a tough day in court. 

  The typical next step starts with finding the right court—either where your business is located 

or where the person (or business) you want to sue lives or works. Realize this means small-claims 

court is not really useful for problems in other states, unless it is a short drive for you. To find the 

right court for your state, look at nolo.com lists of small-claims courts on their Web site. Go to nolo.

com, select “Rights & Disputes,” and then select “Go to court or mediate.” Look for “Small Claims 

●    One key legal issue for small 

business owners is the matter of 

real estate. Before you purchase 

a space for any of your business’s 

activities, make sure the site 

is zoned appropriately and that 

you can legally undertake any 

planned remodeling, expansion, 

or re-zoning of the area. 
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Court” to find the listing and help by state on the process. Most state bar associations also have 

pamphlets on small-claims courts. There is a video showing this on the Online Learning Center. 

  Contact the court to find out the specifics and costs of filing. These fees are typically less than 

$50, and are something you can charge the customer for if you win. You will probably have to fill 

out a form and give a written explanation of the problem. Make copies of your evidence to include 

in the packet. If you have potential witnesses, list them and get their testimony written down. Take 

the packet and the originals of your evidence to court to file the complaint with the clerk. 

  When you get to court, the TV lessons apply. Look the judge in the eye as you talk. Speak up and 

sound confident. Stick to what you wrote. Answer questions directly, briefly, and politely. Don’t 

get angry at the other party, especially if they get angry or they insult you or the court. If you have a 

court date, be there no matter what. In case of emergency, it might be possible to get one postpone-

ment (called a continuance)—if the other party agrees. Otherwise, the case will be thrown out and 

you cannot refile it. 

  If you win, the court will give you official support to get your money; however, it remains mostly 

up to you to collect payment. The customer will have a fixed amount of time to pay up. If they don’t, 

you can get the clerk to serve the losing party with a certified letter reminding them of the court 

order. A personal delivery can often be arranged for an additional fee. If that doesn’t get the job 

done, the court can help garnish the loser’s income or attach assets of the losing party, making them 

yours until you get the payment the court ordered. But realize that a defendant with little income and 

few assets will be difficult to collect from, regardless of the decision, so it only makes sense to go 

to small-claims court if you think you will be able to collect, should you win.    

 Choosing a Business Name  
 As we saw in Chapter 4, some entrepreneurs start out with the goal to start a business, others with 

an idea they want to commercialize. The legal issue for either approach is protecting the business’s 

name or idea from copycats. Both of these are issues of intellectual property. At this point, we will 

consider the ways you can protect the identity of your business, while later in the chapter we will 

consider the other forms of intellectual property that can protect your idea. 

  The name of your business is called its trade name. It can also be called an  assumed name  

or a  doing business as (dba) name . If you use something other than your own name (e.g., The 

Jerome Katz Company), then the trade name must be registered in the states in which your firm 

does business. The filing is typically called an  assumed name filing  or a  fictitious name filing . 

In most states, this filing is made with the Secretary of State’s office. You can find these at Busi-

ness.gov (http://business.gov/register/business-name/dba.html). The same office usually offers 

a public database to see the names of the people behind other businesses using trade names. 

  There may be more than one business using the same name within a state. Most states allow sev-

eral firms to use the same trade name, as long as the firms are in different parts of the state, or are in 

different lines of business (e.g., Courtesy Cleaners, Courtesy Pharmacy, etc.) in the same town, and 

as long as none of the firms have received a trademark or service mark in that name. You can check 

this using the Secretary of State database mentioned above, as well as the trademark search at the 

U.S. Patent Office ( www.uspto.gov ). 

  When selecting a trade name, you want to find one that is memorable and descriptive. “Social 

Networking Experts, LLC” tells customers who you are, better than “Darlene Jones, LLC” does. If 

you have plans to grow, factor that in too. Since St. Louis is known for baseball and beer, but not 

bread, the founders of the St. Louis Bread Company had to create a new name when they left their 

home market. Now the country knows them as Panera Bread. Given how Panera’s menu has grown, 

it is possible that “Bread” may someday get dropped from the title, too.  

  In the end, the other key element in picking a trade name is your own goals. It can be very satisfy-

ing to have your name on a successful business—think of Donald Trump! But also realize that it can 

make it hard to sell the business. Imagine the Trump Companies without Trump. On the other hand, 

for a family-owned business, having the family name visible can be a benefit. Part of what makes 

Ford a bit more personal brand compared to General Motors is that there are members of the Ford 

family who own stock, sit on the board, and occasionally even run the place. The Ford family stands 

behind the Ford line, even today.   

     trade name or   assumed 

name or doing business 

as (dba)  

 The name under which a business 

is operated.    

     assumed name filing or 

fictitious name filing  

 Filing made with a state(s) in which 

the business operates disclosing 

the trade name or assumed name 

of the business along with the 

owners of the business.    
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  Choosing a Business Form  
 Most often choosing the  form  of your business is the next legal decision you need to make. Except 

for sole proprietorships, business forms are types of separate, legal entities. A    legal entity    is a unit 

recognized as having rights and duties apart from the owners of the company. Legal entities can own 

property, sue, and be sued. 

  The original type of legal entity recognized in England, the source of United States law, was the 

individual. An individual may hold property ownership and be a    plaintiff    (the party who files a law-

suit) or a    defendant    (the party who is sued) in a lawsuit. As time passed, the law recognized other 

legal entities that were not human beings. For example, about 1600 the corporation was recognized as 

a separate entity in England. In other words, a corporation itself, without its shareholders (or owners), 

could hold title to property and could sue or be sued in its own name, without its owners being sued. 

  Today there are seven general types of business form—sole proprietorships, general partner-

ships, limited partnerships, C corporations (commonly known as just “Corporations”), S corpora-

tions (also known as Subchapter S corporations), professional corporations, and limited liability 

companies (commonly known as LLCs). Each general form has advantages and disadvantages, 

which are outlined in Tables 18.2, 18.3 and 18.4. For start-ups, the most popular form is the sole 

LO2

  Understand legal struc-

tures in setting up a new 

business.

     legal entity  

 A being, human or nonhuman, such 

as a corporation, that is recognized 

as having rights and duties, such 

as the right to own property.    

     plaintiff  

 Person or other entity filing a 

lawsuit.    

     defendant  

 Person or other entity being sued.    

●    St. Louis Bread Company ®  

really did start out in St. Louis, 

but when they wanted to expand 

outside the region, they felt 

they needed a name that was 

place-neutral. They came up with 

Panera Bread, which is what the 

company is known as everywhere 

except St. Louis, Missouri, where 

the original name is still used. 

TABLE 18.2 Advantages and Disadvantages 
of Corporations

Advantages Disadvantages

Can have representative management Impersonal

Ease of raising large amounts of capital Owners have limited interest in firm’s activities—

except profits

Legal entity separate and distinct from its 

owners as individuals

High incorporation fees and high taxes, especially 

double income taxation

Relatively permanent, since life of firm not affected 

by loss of any shareholder

Burdensome procedures, reports, and statements 

required by governments

Owners’ liability for the firm’s debt limited 

to their investment in it

Powers limited to those stated in charters—may be 

difficult to do business in another state

Source: Adapted from Megginson/Byrd/Megginson, Small Business Management 5th edition, 2006, p. 61. Copyright © 2006 by The McGraw-Hill 

Companies, Inc.
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TABLE 18.3 Advantages and Disadvantages 
of Sole Proprietorships

Advantages Disadvantages

Secrecy Limited capital

Unique tax advantages Difficulty in obtaining credit

Owner doesn’t have to share profits Inadequate management and employee skills

Relative freedom of action and control Unlimited liability for the firm’s debts

Easiest and simplest form to organize, operate, 

and dissolve

Limited life because business and owner are 

legally the same

Source: Adapted from Megginson/Byrd/Megginson, Small Business Management 5th edition, 2006, p. 58. Copyright © 2006 by The McGraw-Hill 

Companies, Inc.

FIGURE 18.1

 Legal Forms of Start-

Ups from the PSED   

 Source: Paul D. Reynolds, “Nature 

of Business Start-ups,” in William 

B. Gartner, Kelly G. Shaver, Nancy 

M. Carter, and Paul D. Reynolds 

(eds.),  Handbook of Entrepreneurial 

Dynamics: The Process of Business 

Creation,  p. 250. Copyright © 

2004.  Reprinted by permission of Sage 

Publications, Inc. 
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proprietorship, although the approach is not always optimal for a small start-up, as we see below. 

General partnerships are the second most popular, and C corporations are third. These results are 

shown in  Figure 18.1 .  
  Unless you are going to see a lawyer for advice on what legal form of business makes sense in 

your situation, or you are using an interactive guide (like the “Formation Assistant” at   http://www.

bizfilings.com/la/assistant.html  ) to get a general idea about the best type of business form to use, 

the best choice for a new small business is a limited liability company (LLC). This is because LLCs 

are simple to set up and relatively easy to maintain once started. They can be used for an individual 

or a group of partners. If you have partners, it makes sense to create an agreement specifying owner-

ship, profit splitting, buyouts, and the like, called    articles of organization   . In addition, an LLC 

offers legal protection to owners for assets they personally hold outside the LLC. It also gives the 

owners the benefits of single taxation, if they choose to go that route. (See  Table 18.5 .) 

  The major advantage of the sole proprietorship is that it is extremely easy to set up. There are 

no forms to file; you just start doing business. The problem is one mentioned in Chapter 17 when 

discussing risk. In a sole proprietorship, the owner and the firm are one and the same. If an employee 

has an accident while at work, the business is liable for the damages— and the owner is personally 

responsible too.  This means the sole proprietor’s home, stocks, savings, and even personal property 

could be taken to pay damages. (See  Table 18.3 .) 7  

     articles of organization  

 Document setting forth informa-

tion about a limited liability com-

pany that is filed with the state to 

establish an LLC.    
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TABLE 18.4 Advantages and Disadvantages 
of Partnerships

Advantages Disadvantages

Easy to form Limited life

Division of labor and management responsibility Unlimited liability for debts of the firm

Can use ideas and plans of more than one person Each partner is responsible for the acts of every 

other partner

Specialized skills available from individual partners An impasse may develop if the partners become 

incompatible

Can raise more capital since good credit may be 

available

Death of any one of the partners terminates the 

partnership

Obtains financial resources from more than one 

person

A partner cannot obtain bonding protection against 

the acts of the other partner(s)

Source: Adapted from Megginson/Byrd/Megginson, Small Business Management 5th edition, 2006, p. 59. Copyright © 2006 by The McGraw-Hill 

Companies, Inc.

  Partnerships can vary dramatically. They can be set up quickly with nothing more than 

with a handshake or with a formal legal agreement called    articles of partnership    (the latter 

is  usually safer). They can be set up so all partners are equally and fully responsible for the 

business’s obligations (called a  general partnership ) or where most partners are liable only for 

the amount they invested in the partnership (called a  limited partnership —but every limited 

partnership has at least one general partner). The total liability issue in general partnerships is 

like that of sole proprietorships, so although easy to start, partnerships are something to avoid. 

(See  Table 18.4 .) 

  Maybe you are not sure that an LLC is right for your situation, or your lawyer has suggested 

another form. How do you go about thinking through the issues? There are six major factors at play 

in the decision on the form of a business organization to set up: 

1.     Personal liability of the business owner—how much the owner can lose if there are problems 

arising from the business.  

2.     Taxation of both the entity and its owners—do owners get taxed as well as the business?  

3.     Complexity and organizational costs in setting up the business and maintaining that entity—how 

difficult and costly is it for the owner to maintain the legal form of the business?  

4.     Control of the business—who runs the business and how is decision making split among various 

people?  

5.     Continuity of the business—how long that particular form of business can continue and under 

what conditions the business could end.  

6.     Ability of the business to raise capital—can the business borrow money, issue stock, or issue 

bonds?    

   Table 18.5  provides a simple summary of how the forms of legal organization differ on the six 

issues. After going through the characteristics of these various entities, you can easily see how some 

of the newer and nontraditional business forms, such as S corporations and LLCs, can offer the best 

of both worlds, that is, limited liability of owners as well as single taxation. Of these newer forms, 

the easiest to form and the most user-friendly is the LLC or limited liability company. As a result, 

LLCs should be viewed as a default of sorts, so select an LLC unless there is a compelling reason to 

choose another form. 

     articles of partnership  

 Agreement between the partners 

of a firm on matters pertaining to 

the formation and operation of the 

partnership.    
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TABLE 18.5 Forms of Legal Organization

Factors

Sole 

Proprietorship

General 

Partnership

Limited 

Partnership

Personal liability of 

owners

Unlimited personal 

liability.

Unlimited personal liability 

of partners if partnership 

has insufficient assets 

to cover partnership 

liabilities.

A limited partnership 

has to have at least one 

general partner and 

one limited partner. 

The general partner 

has unlimited personal 

liability. The limited 

partner can lose “only” 

his or her investment in 

the business.

Taxation Single taxation of 

income to sole proprietor.

Single taxation of income 

to individual partners.

Single taxation of 

income to individual 

partners.

Control or 

management of 

business

Complete control by sole 

proprietor.

Authority shared equally 

between partners unless 

otherwise stated in articles 

of partnership.

Written articles of 

partnership generally 

are required for 

limited partnerships. 

Authority of various 

partners is set forth in 

the articles.

Continuity of 

business

Ends at death of sole 

proprietor.

Whenever mix of 

partners is changed, that 

partnership is dissolved.

Whenever mix of 

partners is changed, that 

partnership is dissolved.

Raising capital Dependent upon assets 

and credit of sole 

proprietor.

Dependent upon capital 

contributions of the 

partners, credit of the 

partnership, and credit of 

the individual partners.

Dependent upon capital 

contributions of the 

partners, credit of the 

partnership, and credit 

of individual partners.

Complexity of setup 

and maintenance of 

business form

No government permission 

required, few (if any) legal 

costs.

May be formed by 

conduct of the parties, no 

government permission 

required, optional cost of 

articles of partnership.

Limited partnerships 

have to meet state 

statutory requirements 

which may vary from 

state to state. Filings 

with the state are 

generally required. In 

addition,  states usually 

require that the business 

always identify itself to 

the public as a limited 

partnership.

single taxation

Earnings of the business are taxed 

once with the owners paying the 

taxes.
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Corporation S Corporation

Professional 

Corporation

Limited Liability 

Company

Shareholders are not 

responsible for debts of 

the corporation. If the 

corporation fails, the 

shareholders can lose, 

at most, the value of 

their investment in the 

corporation.

Shareholders are not 

responsible for debts of 

the corporation. If the 

corporation fails, the 

shareholders can lose, 

at most, the value of 

their investment in the 

corporation.

Shareholders are not 

responsible for debts 

of the corporation. If 

the corporation fails, 

shareholders can lose, 

at most, the value of 

their investment in the 

corporation.

Members (owners) are 

not responsible for debts 

of the LLC. If the LLC 

fails, the members can 

lose, at most, the value 

of their investment in 

the LLC.

Double taxation 

of earnings generated 

by the corporation. 

Corporation is taxed 

on its income at the 

corporate rate, and 

shareholders are taxed 

on dividends at their 

individual rate.

There is no taxation 

of the S corporation, 

itself. The earnings are 

passed through to 

the shareholders who are 

taxed at their individual 

rate on their individual tax 

returns.

There is no taxation of the 

professional corporation 

(PC) itself. The earnings 

are passed through to 

the shareholders who are 

taxed at their individual 

rate on their individual tax 

returns.

“Check the box 

taxation” An LLC can 

choose whether to be 

taxed as a corporation 

or as a partnership (pass 

through taxation).

Shareholders elect 

directors who set 

broad corporate policy. 

Directors appoint 

officers to carry out 

that policy, aided by 

employees.

Shareholders elect 

directors who set broad 

corporate policy. Directors 

appoint officers to carry 

out that policy, aided by 

employees.

Shareholders elect 

directors who set broad 

corporate policy. Directors 

appoint officers to carry 

out that policy, aided by 

employees.

Members enter into an 

operating agreement 

under which the division 

of management rights, 

e.g., committees, voting, 

is established.

The corporate entity can 

continue indefinitely 

if the corporation 

is properly formed, 

regardless of changes in 

ownership of shares.

S corporations may 

continue as long as the 

business qualifies under 

the Federal Tax Code and 

the rules and regulations 

of the Internal Revenue 

Service.

PC can continue as long 

as the business qualifies 

under state law.

Depends upon state 

statute creating LLCs. 

Some states allow 

perpetual existence.

Corporations may issue 

securities such as 

stocks and bonds, and/

or borrow money based 

upon the corporation’s 

credit.

S corporations may issue 

securities such as stocks 

and bonds, and/or borrow 

money based upon the 

corporation’s credit.

PC may issue stock 

although ownership may 

be limited by state law.

In addition to the capital 

contributions paid in 

by members, the LLC 

can borrow money as a 

separate entity.

Corporations are 

created by the state. 

Incorporators must 

submit articles of 

incorporation and pay 

appropriate fees to the 

state.

S corporations are created 

by the state. Incorporators 

must submit articles of 

incorporation and pay 

appropriate fees to the 

state. In addition, the S 

corporation must elect this 

tax status with the Internal 

Revenue Service.

Professional corporations 

are created by the state. 

The incorporators must 

qualify under state law. An 

application and fees are 

submitted to the state.

In some states a single 

individual may form 

an LLC. In other states 

two or more members 

are required. To form 

the LLC, articles of 

organization must be 

filed with the state. The 

members also need an 

operating agreement. 

There will be minimal 

state filing fees.

double taxation

Earnings of the business are taxed 

twice with the business as well as 

its owners being subject to tax.

pass through (taxation)

Earnings of the business are dis-

tributed to the business owners 

and those owners (rather than the 

business) pay individual tax on the 

earnings.

check the box taxation

A choice LLCs can make on their 

tax returns to be taxed as a corpo-

ration or a partnership.
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  If you choose any of the forms other than the sole proprietorship, please be careful to treat your 

legal form of business as if it were a being separate from the owner(s). When you keep the business 

separate from you personally, that business entity can have liability apart from its owners. If you fail 

to keep them separate, such as using personal funds for business purposes or using the business’s 

car or equipment for personal purposes, there is a chance that a court may hold that there is no dis-

tinction between the entity and its owners in practice. If this happens, called    piercing the veil   , the 

court may hold that the owners have some personal liability for debts of that business entity. A good 

place to start in this area is to keep the finances of the business entity and those of its owners entirely 

separate. Company bills should never be paid from the owners’ personal accounts using an owner’s 

personal check. An asset of the business, such as a car, should not be used for personal use without 

accounting for that nonbusiness use. 

  Another essential caution comes from recognizing that  no  form of LLC or corporation will make 

the owner(s) bulletproof. No matter what form of business a person owns, if he or she causes a traf-

fic accident or accidentally hurts another person in some way (causes a tort), that person may be 

found “personally liable” in a lawsuit. That person may have to sell his or her car, home, or other 

assets (including the business) to pay the judgment. On the other hand, if the owner’s employee 

causes the loss, as mentioned before, the business may be held liable. This is when it makes a huge 

difference what the structure of the business is in terms of what the owner can lose. If the business 

is a sole proprietorship or a partnership, the owner may lose personal assets as well as business in-

terests. If the business is a corporation or an LLC, the owner can “only” lose what he or she has in 

that business. 

  Similarly, for a newly created LLC or C corporation going to the bank for a loan, it is unlikely 

that the new corporation will have the collateral base, asset base, or cash flow to convince a banker 

to issue a loan to the corporation. Regardless of your efforts to shield yourself from liability, the 

likelihood is that a bank giving a loan to your new corporation will require that you  personally  sign 

for the loan, in addition to the corporation’s signing for it. From a banker’s view, a corporation is 

only as strong as its balance sheet.  

 Taxation Issues 
 As you can see in  Table 18.5  (and saw in Table 15.2 earlier), the legal form of organization you choose 

can have an impact on the taxes you pay. For every type of legal form except the C corporation and 

limited liability company, the taxes are paid by the owner on the basis of the income received from 

the business. This income can consist of a salary you pay yourself and any profits made by the firm. 

In these cases, you are being taxed at the applicable personal rate, shown in  Table 18.6 . 

  For C corporations, as a shareholder, you get taxed on the income you receive from the firm. This 

income can be in the form of dividends and profits. The good news is that tax rates for these are 

lower than for individuals. The bad news is that those profits face double taxation. The C corpora-

tion files taxes as an entity, and pays taxes on its profits and dividends. When the remaining posttax 

profits are paid to you as the owner or shareholder, you personally pay taxes again on the income, 

again at your individual rate. Dividends have a rate fixed at 15 percent. But for dividends or profits 

you are looking at the double taxation mentioned in  Table 18.5 . 

  For the other forms of organization (except the LLC), the money you take out of the business is 

taxed at your individual rate. The firm itself does not pay taxes. This is the idea of single taxation. 

The good news here is when your business is unprofitable, these losses can also be applied to your 

personal taxes. So if you are employed somewhere else full time, and run your own business part 

time, the loss you have from your small business can be used to reduce your overall taxable income 

for the year. 

  One thing to watch for is the issue of paying yourself a salary. In a C corporation and S corpora-

tion, the IRS expects you to pay yourself a salary that is roughly at market rates. Why would you pay 

yourself less in salary? Because salary has the added costs of Social Security and Medicare taxes. 

But paying no salary is one of the red flags that draws IRS auditor attention. 

  The LLC has been curiously absent in this discussion, but it can operate using either of the ap-

proaches described here. To use the C corporation taxation approach, you need to file a Form 8832 

with the IRS. Otherwise, a one-person LLC is taxed as a sole proprietorship and a multiperson LLC 

     piercing the veil  

 The dissolution of a corporate form, 

making it back into a sole propri-

etorship or general partnership, 

if the court finds that the owner 

carelessly mixed up personal and 

business assets or finances.    
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like a general partnership. Once a Form 8832 is filed, you can’t change it for 60 months, unless the 

business changes ownership and the IRS agrees. 

  Because the legal form of organization can make a difference in the taxes you (and the firm) pay, 

it makes sense to think about which legal form can make the most difference in your annual income. 

For many small businesses in their first years, losses are typical and profits are not, so it helps to have 

a form that provides for single taxation. As the firm becomes profitable, the advantages of the C cor-

poration or LLC organized with Form 8832 as a check-the-box corporation can make a lot of sense.    

  Everything Is Negotiable, and 
Negotiation Is Everything  
 Some people argue that business is all about negotiation. While customers go into stores, find price 

tags, and pay the amount all the time, deals between businesses and even deals between businesses 

and consumers are often handled through a negotiation. Negotiations are discussions aimed at com-

ing to an agreement about a particular outcome. 

  The ideal goal in a business negotiation is for each side to feel it got what it wanted. Leaving 

one side feeling a loss, particularly if someone thinks he or she lost and the other side won, only 

paves the way for future bad feelings, bad reputations, and bad negotiations. Often small businesses 

entering into negotiations worry that their youth, lack of experience, lack of track record, or lack of 

resources mean that there is no way they can win. Experience has shown that small businesses, even 

 new  small businesses, can do well in negotiations. 

  Use these four steps to structure a negotiation to achieve a winning solution for you and the other 

party: prepare, position, propose, and pounce. 8   

●    Prepare  what you need to achieve, what you are ready to give up, and what it takes to close 

rapidly once agreement is reached. Learn as much as you can about the other side, its track 

record, current situation, and possible needs.  

LO3
  Learn how to master 

the process of negotiating.

Tax RatesTABLE 18.6

Sole Proprietors, General Partnerships,  C Corporations and LLCs

Limited Partnerships, S Corporations,  Filing Form 8832

Professional Corporations, and LLCs 

Not Filing Form 8832

10%  ⬍ $8,350 (single)

⬍ $16,700 (married)

15% on  $8,350–$33,950 (single)

$16,700–$67,900 (married)

25% on  $33,950–$82,250 (single)

$67,900–$137,050 (married)

28% on  $82,250–$171,550 (single)

$137,050–$208,850 (married)

33% on  $171,550–$372,950 (single)

$208,850–$372,950 (married)

35% on  $372,950 and up (single)

$372,950 and up (married)

15% up to $50,000

15% on all dividends

25% on $50,000–$75,000

34% on $75,000–$100,000

39% on $100,000–$335,000

34% on $335,000–$10,000,000

35% on $10,000,000–$15,000,000

38% on $15,000,000–$18,333,333

35% on $18,333,333 and up
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●    Position  by putting your best foot forward, show confidence in yourself, your firm, and your 

prospects. Don’t lie or mislead, but do not apologize. All businesses started small. With the 

right deals some small businesses grow large and bring their trading partners along with them. 

Talk about where you see your business in a couple of months or years. Position your firm as 

a good partner with which the other firm can ally.  
●    Propose  solutions that provide value and balance for both you and the other party. This is 

often the hardest part of the negotiating process, but it is also the aspect which has received the 

most attention. Consider using these techniques for finding mutually winning propositions: 

●    Seek to create value:  Listen to what  drives  the other side’s needs and seek alternative 

ways to solve the problem. For example, it says it needs money, but it may be able to work 

with more time, more flexibility, or a preferred treatment later. Adding new acceptable 

factors enlarges the negotiated pie.  
●    Seek long-term solutions:  Today you are small, but tomorrow you may be bigger, so think 

longer term.  
●    Seek balance:  Ideally, each side’s contributions should closely balance. Where close bal-

ance is not easily achieved initially, structure contingent contracts to ensure balance later. 

For example, pay a small amount now to get started, but agree to pay a larger amount (e.g., 

a balloon payment) or a percentage of sales when sales reach a higher level.  
●    Seek mutual safety:  Where risk is faced, consider sharing risks and rewards so each party 

is providing some of the safety net for the other, and each shows commitment to the deal 

working out.  
●    Seek outcomes commensurate with investment:  Scale returns or considerations accord-

ing to the size of the contribution of the party to your success. Aim to satisfy people or 

organizations that are major factors in your business, and realize you cannot accommodate 

every small contributors’ every need.     

●    Pounce  when agreement on any part of the negotiation appears at hand; move to close the deal 

on that issue. When you have an agreement, even on small issues, pounce on it as a positive 

outcome, an indicator of future deals to be made. Then get the deal down in writing. When 

stalled, ask the other party how to move forward.   

  One fear some people have is being dealt a dirty trick by the other side. Preparation and a long-term 

view help here. A dirty trick only works when the other party can be confident you will not be able to 

retaliate or tell others about the dirty trick, since publicizing it will ruin negotiations with others. One-

time deals are more prone to dirty tricks; long-term arrangements make them harder to sustain. Also, 

knowing if the other party has done dirty tricks in the past can help you prepare for them. Being well 

networked (and letting the other party know you are) can also help since if you are tricked, you can let 

others know, making the chance of the other party playing dirty tricks on others much less. 

  What makes all negotiations work is honesty. No one expects you to give up your secrets, but 

to build trust, you need to offer some information that helps the other side determine where to start 

negotiating. The optimal strategy is called  tit-tit-tat.  9  Give up one piece of information on what you 

need or are willing to offer. Wait for an equal response. If you get one, your negotiation is off to a 

good start. If you do not get a response, offer one more piece of information. Wait for a response. If 

you do not get one, bring up the point that so far in the negotiation you have made all the overtures. 

If the other side is serious about coming to a fair deal, it needs to step up to the table and start talking 

seriously. If not, then it is clear it is not interested in striking a fair deal, and the negotiation must 

obviously be over. 10  

  Along these lines, another negotiating tactic that lets you be open about your goals without giv-

ing away your secrets involves prioritizing your goals. Let us say you know three key goals you 

hope to achieve. Go into the negotiations asking for 5 or even 10 goals. In the bargaining process, 

you can “give up” some of your demands to show the other side you are willing to compromise. 

As long as you gain some or all of the three key goals you wanted, you are ahead of the game by 

negotiating. 11  

  Always keep issues of legality in the back of your mind when negotiating without a lawyer pres-

ent. Let’s say you negotiate a trade of services with another business—you print its ad brochure, 
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it waterproofs your parking lot. Legal? Yes,  but  in barter arrangements, you are trading something 

of value. That means you need to count it when tax time rolls around. If you fail to account for it, 

you  have  done something illegal. Twists like that are a good reason to get lawyerly advice until you 

know enough to go solo.   

  Legal Liabilities  
 A huge concern for business owners is liability arising from the business. The simplest form of li-

ability is direct liability. Simply put this means the business entity is responsible for something the 

entity has done. For example, when a customer goes into a fast-food restaurant and places an order, 

the restaurant employee is there representing the restaurant. The contract formed is between the cus-

tomer and the restaurant, not between the customer and the employee. The employee is an    agent    of 

the entity, in this case the restaurant. The employee represents the entity. Through that employee’s 

actions, the restaurant is now bound in contract to provide certain food at a certain price. Failure of 

the restaurant to honor its contractual obligations will bring direct liability upon the restaurant. The 

liability could apply through contract or tort law, each of which is described below. 

   Torts: Responsibility for Your Actions and the 
Actions of Employees  
 Torts here are not fancy French desserts, but are civil, not criminal, wrongs. Torts can arise when a 

person’s legal rights are violated in ways other than from a breach of contract. For example, where 

a person is hurt in a car accident caused by your driver, the tort issue is that the victim’s right to 

travel down the road was impaired by the wrongful actions of your driver. Often when this happens, 

the driver faces direct liability for causing the accident, but the employer can also be sued by the 

injured party for what is called    vicarious (indirect) liability   . Vicarious liability against a business 

is possible if the employee involved was an agent of the business and at the time of the accident 

doing work for the employer. 

  If your business is facing vicarious liability, there are two typical arguments you can try to deflect 

the liability: (1) the actor is not an employee, but an independent contractor, and (2) the actions were 

outside the scope of agency/employment. If you can prove that either one applies, your firm is not 

likely to be held for vicarious liability. The employee as an individual would face the liability alone.  

   The Independent Contractor Argument  
 Sidestepping the problem of agency is one of the reasons businesses often use  independent 

 contractors . If your firm publishes a cookbook series, and you sell it door-to-door through in-

dependent contractors, and one of those contractors accidentally damages a person’s home while 

doing the sales pitch, your publishing company is not responsible for the damages—the independent 

contractor is. 

  That kind of distancing makes independent contracting attractive to small businesses. The fact 

that the entrepreneur doesn’t pay benefits for an independent contractor makes it even more attrac-

tive still. It is so attractive that the IRS takes claims of independent contractor arrangements very 

seriously. According to the IRS, to be an independent contractor the person has to display three 

characteristics: 12  

1.     Behavioral:  The contractor solely decides how the work is to be done.  

2.     Financial:  The contractor pays his or her own expenses (e.g., benefits, tools, purchases) directly 

rather than having the employer pay them.  

3.     Relational:  The independent contractor is employed for a project or a distinct term and the ser-

vice the contractor provides is not central to the operation of the business.    

  There are many ways to show these three characteristics, and the IRS can look beyond the three. 

For example, if the entrepreneur is not paying the contractor benefits, but also pays no or almost no 

benefits to employees, the contractor could look to the IRS like another employee. If the IRS clas-

sifies the independent contractor as an employee, the firm becomes responsible for damages, but 

LO4
  Recognize potential legal 

liabilities for your business.

     vicarious (indirect) 

liability  

 Indirect liability or responsibility 

for the actions of another.    

     independent contractors  

 Persons working to achieve a cer-

tain goal without being subjected 

to substantial controls by another.    
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also for benefits not paid, and for the taxes and workers’ 

compensation sidestepped—the latter two with penalties 

possibly added. Checking with a lawyer ahead of time to 

make sure you are going to use independent contractors 

correctly is most often the right way to go to make sure you 

can benefit from using independent subcontractors. 

  Another approach to protection against liability is to 

train employees to avoid problems. Training employ-

ees on diverse issues such as safety measures, including 

spotting hazards at the business and how to treat custom-

ers, can drastically lower the exposure to liability for a 

business.  

   The Scope of Authority Argument  
 Another important part of agency law involves the amount 

of authority given to each agent. Employees differ in their 

job descriptions and responsibilities, so it is common for 

them to also differ in the amount of authority they have to 

handle their jobs. In practice this relates to the activities an 

employee can do and make decisions about without check-

ing with their boss for approval. If employees make a deci-

sion requiring more authority than they really possess, the 

business can argue it was not liable for the problem.  
  For this argument to work, the firm needs to show that it 

fully trains or informs the employees of the exact authority 

they possess—when they can decide for themselves, and 

when they need approval from higher-ups. It also helps 

to include informing employees that they may face per-

sonal liability for problems which arise from their exceed-

ing their authority. The business also ought to take steps 

to convey to its customers what the authority level of an 

employee is. For example, calling a sales clerk a “retail 

manager” would give the wrong impression of how much 

authority the clerk possesses. 

  Similarly it is important that management take appropriate steps to listen to employees. This is 

because one of the rules of agency law is that notice to an agent can serve as notice to the business 

itself. For example, if a customer comes into a retail store and announces to the employees that sleet 

has started falling on the steps outside, the business itself is now on notice that there is a hazard. If 

someone subsequently falls on that slick, frozen surface, the question may arise as to whether the 

business was negligent in clearing the icy area. The business will be unable to argue that it was un-

aware of the hazard. The court will be looking at what would be reasonable to expect of the business 

in terms of how quickly the area was cleaned up after any member of the business had notice of this 

problem. It is important to note that these issues work only where the concerns revolve around civil 

law. If it is a case of criminal law (see Thoughtful Entrepreneur: Dealing with Criminal Companies 

on the next page), another, tougher standard applies. 

  If you have involved business dealings with a publicly traded company, or are subcontracting 

with one, partnering with one, or being bought by one, or if you have plans to become a publicly 

traded company, or even if you have government contracts, you need to be aware of the    Sarbanes-

Oxley Act    or SOX for short. SOX is legislation resulting from the Enron and other scandals, and its 

purpose is to make the financial activities of companies more visible to the shareholders, govern-

ment, and public. 

  SOX has requirements for preserving data and tracking its use, as well as extensive financial 

reporting requirements and external checks on all of these. Since its inception in 2002, the SEC 

(Securities and Exchange Commission) has focused its enforcement of SOX on large publicly 

     Sarbanes-Oxley Act  

 A federal law describing the steps 

publicly traded businesses must 

take to protect and provide their 

key financial information.    

  ●  Protect yourself and your 

business from unnecessary 

lawsuits, which can quickly 

cripple your best-laid plans. The 

very first step in doing so is to 

develop clear guidelines for your 

employees to follow in regulating 

their conduct on the job and give 

them complete training programs 

on how to apply the guidelines. 



590 PART 5 Management and Organization in the Small Business

traded businesses. While the SEC has considered giving exemptions for publicly traded small busi-

nesses, this is far from a done deal. Small businesses that are not publicly traded are not covered 

by SOX.  

  However, many large businesses are requiring their subcontractors to meet SOX standards, so 

all of the actions of the larger firm are seen as in compliance. Similarly, big businesses thinking 

about buying smaller firms look at the SOX liabilities they will be taking on when they buy the 

smaller firm, so compliance helps make a firm more saleable. Right now, at a practical level, SOX 

officially applies only to the small group of publicly traded small businesses, but if you find you are 

being asked by big corporate partners or investors to start operating under SOX rules, the only way 

to handle it is to get legal and accounting advice on how to do it correctly. It is not something that 

works as a do-it-yourself project.    

  Litigation vs. Arbitration vs. Mediation  
 Problems of contract or tort law can be handled either through litigation, through arbitration, or 

through mediation.    Litigation    uses the court system to settle differences. Whether you go to a 

small-claims court or go through a lawyer and the regular courts, the litigation approach is draining, 

both financially and emotionally, on both sides in a lawsuit, so before pursuing the litigation route, 

think through these issues to decide if litigation is right for you. 

  Either form of litigation means that prior efforts—letters, calls, or even visits—have failed. That 

will increase the emotional stakes for the entrepreneur and the defendant. While small-claims court 

is lawyer-free, it is not stress-free. It is a rare entrepreneur who really wants to play attorney when 

his or her own money and reputation is on the line. It is true that litigating going the lawyer route 

in the regular courts will cost money, time, and aggravation. It can cost to have the attorney handle 

     litigation  

 A formal dispute resolution method 

that operates using the court sys-

tem, typically with a lawyer repre-

senting each party.    

 Here’s an example to think about. Suppose a business markets some sort of medical device used to close 

wounds. Assuming this device is widely sold and used, many thousands of patients may come in contact with 

the device. If the device is poorly designed or manufactured, one can imagine situations in which infections could 

result from the use of this product. Assume further that employees of the business know of the problem and do 

nothing to improve the product or to warn the users of this product. Perhaps the company has even been issued 

a warning of some sort from a governmental agency on this matter. 

  Even though the business entity itself cannot form criminal intent like a human being, if that entity produces 

or sells a product that is widely used, the potential to harm a great number of people is certainly present. The 

prevailing thought is that such businesses are subject to criminal prosecution in order to protect the public from 

harm and secondarily as a warning to others who might contemplate similar actions. 

  In other words, nowadays, there are cases in which the business itself (e.g., the corporation, partnership, or 

LLC) or management can be held  criminally  liable for damages caused by the actions of its employees. If man-

agement directs, encourages, knows of, or in some cases should have known of criminal behavior of others in the 

organization, the company and management may be held criminally liable. Of course, a nonhuman business form 

cannot be put in jail, but in such cases the business can be, and often is, fined a substantial amount of money as 

punishment. 

  There are also specific statutes which provide criminal penalties against businesses (as well as managers 

and under certain circumstances, owners) if those statutes are violated. Examples of these statutes are laws that 

protect the public health and environment, certain tax laws, and certain employment laws protecting employees 

from sexual discrimination and harassment. 

 Dealing with Criminal Companies 

 THE THOUGHTFUL ENTREPRENEUR 
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correspondence and recovery efforts. If these don’t solve the problem, you will pay additional fees 

for your attorney to take the case to court. And if you lose in regular court, you can be responsible 

for both sides’ attorney’s fees. 

  Our approach here is to recommend using an attorney from the start when creating contracts and 

setting up major deals or deals new to you and your firm. Why? There are four good reasons.   First, 

in litigation, the only guaranteed winners are the attorneys. That is how they make their living, and 

particularly in business litigation, the case is not emotionally draining for them. Second, remember 

that good attorneys keep their clients  out  of court by writing better contracts and negotiating on be-

half of their clients. If you are going to court, it means you have failed to win at the bargaining table. 

Third, remember that since litigation is so expensive, large, well-funded companies have a definite 

advantage over small businesses. And finally, beware of any attorney who guarantees a certain out-

come in a case, particularly a jury trial. Human beings are not always predictable, and it is not all 

that unusual for a case to be decided in an unforeseen way. Of course, litigation can have wonderful 

outcomes for participants, but the point is that litigation can be risky, it often is expensive, and it 

always is emotionally demanding for the small business owner. 

  Given these cautions, if litigation does not make sense, a growing alternative is called  arbitra-

tion .    Arbitration    is a way of settling disputes in place of going to court. Often it involves the two 

sides of a case presenting their perspective, facts, and materials to a private judge. If you agree to 

submit your dispute to arbitration, you are giving up a legal right to sue if you do not like the result. 

For that reason, an agreement to arbitrate should be in writing and should be given in exchange for 

something (a contract) if it is to be enforceable. Many of us unwittingly sign such agreements all the 

time. In a standard contract, such as an agreement with a brokerage firm to open an account, a con-

tract for wireless service, and even in employment agreements, a closer look at the written contract 

terms may show that the parties have agreed, as part of the contract, to settle their disputes by the 

use of an arbitrator rather than by litigation. 

  A third choice is  mediation,  in which the dispute is put to a neutral third party who is not a judge. 

While arbitration and court cases have decisions that are binding, mediation works only if the two 

sides agree to the decision and settlement. If mediation fails, arbitration and litigation are still pos-

sible. Mediations are generally much faster to complete than either arbitration or litigation, and it is 

the least expensive of the three approaches. Mediation can even be used with the government, based 

on the rules set out in the Administrative Dispute Resolution Act, which is handled by the Federal 

Mediation and Conciliation Service (  www.fmcs.gov  ). Outside of government, mediators and arbi-

trators generally come from the same sources, such as the American Arbitration Association (  www

.adr.org  ). 

  A comparison of the three approaches is given in  Table 18.7 . Generally, the optimal situation is 

to include a clause in your contracts requiring binding arbitration. If an issue arises, you can see if 

you can handle it yourself. If you cannot get satisfaction, think about asking for mediation, since it is 

the fastest and cheapest of the procedures. If mediation does not work, exercise the binding arbitra-

tion clause. If there was no clause, the route is negotiate on your own, mediate if possible, and then 

go to litigation.   

  Commonsense Ways to Avoid Torts  
 In addition to the obvious ways of avoiding being sued, such as making sure there are no hazards 

on your property, not infringing upon another’s trademark, and impressing upon your employees 

the importance of safe driving, there is another method to avoid a lawsuit that is rarely mentioned. 

When it comes right down to it, transactions between businesses and customers are an interchange 

of communications between people. 

  You know from personal experience that there are various ways of dealing with conflicts besides 

suing, the most obvious being communication and negotiation. You might think that lawsuits come 

as the result of a careful decision-making process, since they are so costly and time consuming, but 

in reality lawsuits are often filed out of frustration or anger. It sounds simplistic, but people are less 

likely to sue someone they like or someone they perceive to be willing to work the problem out 

with them. 

     arbitration  

 A dispute resolution process held 

instead of court cases in which 

both sides present their case to a 

legal professional.    
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  Take a moment to think about the actor Tom Hanks and  American Idol  judge Simon Cowell. 

Both are wealthy. Imagine each caused a car wreck. Which one do you think is more likely to be 

sued? If Hanks and Cowell are at all like their screen personalities, Hanks is much less likely to be 

sued. Being perceived as a likable and genuinely concerned person can sometimes save you from an 

angry reaction. How do you achieve this? Try to develop client loyalty and give personal service. 

Listen to your customers. Besides helping the bottom line of your business, developing such rela-

tionships can keep you out of court.   

  Contracting  
 The vast majority of business law in the everyday operations of a business is contract law. Contracts 

are essentially agreements in which the parties exchange promises. Not all contracts have to be in 

writing to be enforceable. For example, one neighbor wishes to buy a snowblower from the other 

neighbor who is relocating to Hawaii. The two discuss the purchase agreement and decide on a 

price of $800. Nothing is put in writing. It is a spoken promise to pay $800 in exchange for a spoken 

promise to give possession and title to the snowblower. If it works out as described, fine. But if 

there is a problem, how can it be resolved? There is likely to be a difference of opinion on what was 

intended. Without a written contract, there is no way to be sure what should have happened. 

  Oral agreements are as legally binding as written ones, but when the two sides disagree, how 

can a court decide which of the two versions to believe? In reality, it is very difficult to enforce oral 

agreements (also called handshake agreements). Sometimes oral agreements are unavoidable, but 

even in those cases, you can make the oral agreement written. 

  It works best if you specify you will write up the agreement and send it to the other person as 

you are shaking hands on the deal, but even if you did not mention it, write up what you thought the 

LO5
  Know contract terms and 

when a contract is needed.

Litigation Arbitration Mediation

Regular Courts Small-Claims Court

Uses court system Uses court system Works outside the court system Works outside of the court system

Both parties represented by attorneys Both sides represent themselves Both sides represent themselves Both sides represent themselves

Formal Informal Informal Informal

Public judges Public judges Private judges Attorneys or mediation specialists

Multiple levels of postdecision 

appeal

Appeal to regular court possible 

(varies by state)

Limited appeal possibilities Full range of appeals

Can force the other party into court Can force the other party 

into court

Occurs by agreement or 

accepting clause to arbitrate

Occurs only by mutual agreement

Binding decisions Binding decision Binding decision if agreed to 

beforehand

Nonbinding decision

Public Public Confidential Confidential

Most costly Least costly Costly Less costly

Slowest Moderately fast Moderately fast Fastest

Favors those with more money for 

legal help

Friendly format for small businesses More balanced than courts Friendly format for small businesses

Adapted from John R. McGinley, Jr., “Arbitration or Litigation? Having Trouble Choosing between the Two? Here Are Some Factors to Consider when Making Your Decision,” Entrepreneur, April 01, 

2002, http://www.Entrepreneur.com/article/0,4621,298318,00.html. Steven C. Bahls and Jane Easter Bahls, “Stuck in the Middle: You’re Jammed between a Court and a Hard Place. Get Free with 

Third-Party Mediation,” Entrepreneur, November 2000, http://www.Entrepreneur.com/article/0,4621,281851,00.html.

Litigation versus Arbitration versus MediationTABLE 18.7
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two of you agreed to and mail (use certified mail if possible), fax, or e-mail it to the other person. 

Mention in a note or letter accompanying the written form of the agreement that if the other person’s 

recollection of the agreement is different, you would like to clarify what they thought was agreed 

to before either of you go further on the business deal—putting a deadline on the response can help 

move the work along. Follow up with the other person (preferably by certified mail or e-mail so 

there is a record of your sending it) if you don’t hear back by the deadline. Should you continue the 

business if the other person does not respond? That is up to you, but at least you know that the situ-

ation is risky, and you have also taken the initiative to clarify what the responsibilities are for you 

and the other person. 

  In business, there are several kinds of situations in which you want a lawyer to take charge in 

making things work, for example: 

●    Standard contracts : If you are going to use one type of contract over and over, such as a 

purchase order, have your attorney draft that contract so that agents of the company can just 

fill in the blanks as needed.  
●    Specialty contracts : Unique contract terms and/or large dollar amounts at stake usually re-

quire careful drafting and legal counsel.  
●    Interstate contracts : When doing business outside your home state, it makes sense to have 

your lawyer draw up the contract because state laws vary. Charging 20 percent interest 

on financed purchases may be all right in your state, but this rate may be illegally high in 

another.  
●    Noncompete clauses:  In a    noncompete clause    someone promises not to open a competing 

business or to go to work for a competitor. 13  Such clauses are tricky because they need to be 

part of another agreement and cannot stand alone. They also have to be reasonable. You can-

not keep people out of their line of business forever, nor can you force them to leave town to 

practice their business. A lawyer can tell you what is reasonable for the kind of situation you 

face.  
●    Exculpatory clauses:     Exculpatory clauses    say that a party to the contract will not be 

responsible for certain things. An example of an exculpatory agreement is the statement on 

the claim check for dry cleaning that says that the dry cleaner will not be responsible for any 

damages to clothing. This may not be true, but such statements are “cheap” to make, just 

the cost of the ink and paper. The only chance for having one that works is to have a lawyer 

draft it.  
●    Hold harmless agreements:  By agreeing to a    hold harmless    clause in a contract (also 

called a    waiver   ), one party is agreeing not to hold the other responsible for his or her actions. 

In other words, one party is giving up legal rights to sue or otherwise enforce his or her rights. 

Courts tend not to like such agreements, so again the best chance to have an agreement that 

holds up in court is to have a lawyer draft it. If you see such a clause in a contract, let  your  

lawyer advise you what to do. A workable clause makes it possible for Ann Williams to run a 

children’s gym (see Small Business Insight: Ann Williams and Head Over Heels).        

  Contracting often seems intimidating, with all the small print and often official sounding lan-

guage. But the point in contracting is to make sure  your  needs and goals are covered. Three ways to 

help take some of the fear out of contracting includes: 14  

●   Putting in a binding arbitration clause to minimize the possibility of court expenses (and be-

cause small businesses often do better before arbitrators than judges).  
●   When sued, call your insurance agent first. Your business liability insurance may not only 

cover the settlement costs, but often even your legal fees.  
●   Consider getting extra liability insurance if you fear you will be facing added business risks. 

For example, if you expand your business into a wealthy neighborhood, you might want to 

have an extra $1 million in insurance coverage.    

  Subcontracting 
 As the term indicates, a    subcontract    may be necessary to fulfill the promises of a “larger” con-

tract. Particularly in small businesses, many support types of tasks such as human resources and 

     noncompete clause  

 Part of a contract in which a per-

son agrees not to open a certain 

type of business or seek employ-

ment doing certain things in a par-

ticular area for a period of time.    

     exculpatory clause  

 Part of a contract in which a party 

to the contract states that he or 

she will not be responsible for cer-

tain actions.    

     hold harmless  

 A type of waiver in which a party 

agrees not to hold another party 

responsible for certain events.    

     waiver  

 Part of a contract in which a party 

intentionally gives up legal rights 

or claims.    

     subcontract  

 A contract by which a new party 

agrees to perform a duty that one 

of the original parties to a contract 

was already legally obligated to 

perform.    

● In the photo above, a park 

district has attempted to warn all 

park users of a potential hazard 

while denying responsibility for 

any eventual damages. Do you 

think this sign is effective? Why 

or why not?
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marketing are often subcontracted, thereby allowing for fewer employees and thus lower salary and 

benefit costs to the business. Generally speaking, the same contract principles apply to both regular 

and subcontracts. 

  Subcontracting has one unique aspect: Saying that the subcontractor did not perform does not get 

you off the hook. Imagine you get a contract from Ford to make rearview mirrors. You subcontract 

out making the glass, while you concentrate on the housing. Your subcontractor does not deliver. 

Who gets sued? It is you. Your firm signed the Ford contract, so you are responsible. You can sue 

the subcontractor, but you still have obligations to Ford, and can be sued by Ford.  

  Internet Issues in Contracting 
 Small businesses have blossomed through the Internet. They have taken their place in commerce 

alongside brick-and-mortar establishments. Contract law that has existed for hundreds of years is 

now being applied to Internet transactions. Courts are being asked to apply this old, standard, con-

tract law to new situations arising in e-commerce as legislatures try to enact new statutes specifi-

cally addressing contract law as applied to e-commerce. In the meantime certain problems can be 

anticipated. 

  In business to business (   B2B   ), contracts are often transactions involving electronic data inter-

change (EDI). These systems link suppliers of raw materials and components with wholesalers 

and retailers, often using dedicated lines or satellites. In this way, for example, an order for new 

inventory may be submitted electronically. B2B systems are generally used in situations in which 

repeat transactions are entered into and there is generally a master contract or umbrella contract 

that states the terms of the transactions covered, leaving for example, quantity and prices to be de-

termined in each transaction. These master agreements between the parties are known as  trading 

partner agreements.  You need to have your lawyer review these before you enter into any major 

EDI effort. 

  Another type of Internet contract is the business-to-consumer (   B2C   ) contract. This is com-

monly used by small businesses to sell over the Internet. Here are a couple of pointers for setting 

up the Web sites. First, if you want to ensure control over the selling process, make it very clear 

on the Web site that the representations of merchandise or services are not actual offers to the 

buyer. Direct wording to that effect is common on many Web sites. The reason for this is so that 

the seller is not tied into a certain price and that the buyer cannot create the contract simply by 

accepting in the form of placing an order. In setting up a Web site, in addition to stating that infor-

mation on the Web site is merely informational and not an offer, the Web site might also contain 

a statement to the effect that the seller reserves the right not to sell to everyone and that the Web 

     B2B  

 Business-to-business transactions.    

     B2C  

 Business-to-consumer transactions.    

SMALL BUSINESS INSIGHT

Ann Williams and her husband Craig bought Head Over Heels, a children’s gym in Birmingham, Alabama, in 2000. 

Ann had been a gymnast at Auburn University and had worked for another gym in town gaining experience. A key 

problem facing any gym—but especially one that focuses on children—is liability. Young bones and muscles are 

easily hurt, and while children are resilient, parents often are not.

 The Williamses have liability insurance, but to keep it reasonably priced and to provide assurance to the par-

ents (which is far more important in the long run), Ann makes sure parents know that every instructor is trained 

on safety issues and puts the safety of the children first. Additionally the gym has only the finest equipment. 

With all these in place, it is easier for Ann to get parents to sign a lawyer-drafted agreement, in which parents 

recognize the possibility of injury to their child and hold the business harmless for injuries.

Ann Williams and Head Over Heels15
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site seller need not accept the buyer’s offer. This gives the seller some control over pricing and 

also in this new world of terrorism allows the seller to not sell certain merchandise if he or she 

considers it a risk. 

 Another issue with online contracting is how to handle contracts that are required to be in writing 

to be enforceable. For a contract written on paper to be enforceable, it must contain the “wet signa-

ture” of the party to be held to his or her contract promises. An alternative is to use technology such 

as encryptions, third-party certificates, or passwords to guarantee that the parties to the contract are 

who they say they are. The law does not yet dictate what precise technology must be used, just that 

there be protection from imposters purporting to be someone else. See Exhibit 18.1.

  Although not an issue in business contracting, there is one other Internet-related issue with 

legal overtones—how a business handles e-mail. As business e-mail becomes more important, 

more problems have arisen with employee misuse of these tools. For that reason, it is very impor-

tant that businesses, big and small, establish policies for employees on usage of the Internet and 

e-mail. 

  If your employees have access to the Internet at work, make it very clear how that access can be 

used both in terms of amount of time spent and sites visited. Employees should be informed (ideally 

through a written communication such as an employee handbook or written notice) about the com-

pany’s policy regarding usage of the Internet for personal business. For example, are employees al-

lowed to access Internet sites for sports scores, sexually explicit materials, stock quotes, and online 

shopping while “on the clock”? If not, you need to specify this. 

  For e-mail, the essential message that must be conveyed (again, ideally through a written com-

munication such as an employee handbook or written notice) to employees is that the business owns 

the e-mail system and has full rights to monitor that system. This even includes e-mail in outside 

ISPs (like a personal e-mail account) that is accessed from work. In fact, over 50 percent of U.S. 

companies monitor employee e-mail, and 22 percent of companies have terminated an employee for 

misuse. 16  

  Employees should be informed of policy regarding personal use of the e-mail system at work. For 

example, are employees allowed to send e-mails at work informing co-workers that their children 

are selling cookies for scouts or candy bars for the baseball team? In addition, employees should be 

told explicitly what is considered inappropriate content of e-mails. Clearly, unauthorized transfer 

of trade secrets is a huge concern of business owners and should be prohibited as well as e-mail 

that contains offensive sexual, ethnic, or racial messages. Besides monitoring e-mail for misuse by 

employees, it can be very beneficial for a company to monitor its system as a way to ensure proper 

customer service. A good rule of thumb is that nothing should be sent by e-mail that you wouldn’t 

be embarrassed to read on the front page of the newspaper. Once that send button is clicked, it may 

be impossible to limit access to that message.    

LO6
  Understand the basics 

of intellectual property.

EXHIBIT 18.1

Sources of High-

Technology Alternatives 

to SignaturesDigital Certificates  Encryption Programs

(also called SSL Certificates)

Entrust: www.entrust.com OpenSSL (a free open source program):

GeoTrust: www.geotrust.com/ www.openssl.org

Thwate: www.thawte.com PGD: www.pgp.com

Verisign: www.verisign.com Comodo: www.comodogroup.com

 eOriginal: www.eoriginal.com

 And the digital certificate companies
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  Intellectual Property  
 When you worry about making copies of books or songs, you are dealing with issues of    intellectual 

property   . Intellectual property is a type of    intangible property    in which what is being protected is 

an idea or a form of expression. This includes the law of    patents   ,    trade secrets   ,    copyrights   , and 

   trademarks   . It also touches on the creation of a trade name for a business. Businesses may deal with 

one or more of the forms of intellectual property. Intellectual property laws are most active at the fed-

eral level, although trademarks and service marks can be registered with any state also. A partial listing 

of the major federal intellectual property laws are given in  Table 18.8 . We also include an example of 

a Missouri law protecting trade secrets so you can get an idea of the kinds of state laws you could use. 

Remember, state level laws vary dramatically, so check what laws apply (and how) in your state. 

 Patents and Trade Secrets 
 New ideas can be protected from being used by others by the owner obtaining a patent issued by 

the U.S. Patent Office (  www.uspto.gov  ) or by keeping the information as a trade secret. A    design 

patent    (which lasts 14 years) covers the look of a product and those parts that are essential or a 

part of the design.    Utility patents    cover processes and functions and last 20 years. There are even 

   plant patents    for newly created strains of living matter, which last 20 years from when the patent 

application is filed. A great first stop at the Patent Office Web site (  http://www.uspto.gov  ) is the 

Inventor Resources page, at   http://www.uspto.gov/web/offices/com/iip/index.htm  . It can tell you 

most of what you will want to know. 

  Patents are essentially monopolies granted to inventors by the U.S. government giving patent 

owners the exclusive rights to make, use, or sell that invention for a certain period of time. Once the 

patent is issued, anyone can have access to the information covered by the patent, but people cannot 

make use of that information without the consent of the patent holder. Persons doing so are known 

as     infringers    and are subject to being sued by the patent holder. Because of the complexity in this 

area of the law (starting with the question of whether an idea  is  patentable), it is highly unlikely that 

an inventor could obtain a patent without the services of a patent attorney. See  Figure 18.2 . 

  Whether an idea is patentable and whether it should be patented or whether an idea can or should 

be protected as a trade secret are questions for a patent attorney. There are certain ideas that can be 

patented and also would be suitable for protection as a trade secret. Once again, a patent attorney is 

the appropriate source to help the business owner make that determination. 

  Here is an important word of warning: Be extremely wary of companies stating that they will as-

sist you in finding financial backers to develop your new idea or that they will assist you in patenting 

your new idea. Do not deal with these “companies.” They are often out there to steal unprotected, 

new ideas from inventors. Before sharing information on a new idea to obtain financing or market-

ing assistance, that idea must first be protected as a trade secret or by a patent. 

  Also be aware that the United States and the rest of the world run with different laws regarding 

patents. One of the key differences between the two approaches is when you need to file your patent 

applications in order to qualify for patent protection if and when a patent is granted. In the U.S. you 

have one year from the first time you publicly disclose your idea, while in the rest of the world, you 

need to file your patent application  before  you disclose it publicly. So if you plan to file patents in 

Europe, Asia, Africa, or South America, start your patent filings before you disclose to the public. 

Also check the World Intellectual Property Organization’s database at   http://www.wipo.int/ipdl/en/   

to see if your idea has popped up elsewhere. Outside the United States, patent applications are pub-

licly available, while in the U.S. only granted patents can be searched. 

  In general, it makes a lot of sense to file before you talk about your idea to anyone, regardless of 

the year U.S. patent law gives you after that first disclosure. Anyone to whom you disclose an idea 

could beat you to a filing, and then you would find yourself trying to prove you had an idea first—not 

easy and unnecessary if you file before speaking. Filing a provisional patent application electronically 

with the U.S. Patent Office is a good way to start— after  you talk to a patent attorney (the U.S. Patent 

Office lists them). Do not worry, talking to your attorney does not count as a public disclosure. While 

there are books showing patent filing as a do-it-yourself project, in reality the vast majority of patents 

granted to individuals are those filed by professional patent attorneys and patent agents. To give your 

patent the best chance of surviving, this is a case where you want to go with the pros. 

     intellectual property  

 Property coming from some sort 

of original thought; for example, 

patents, trade secrets, trademarks, 

and copyrights.    

     intangible property  

 Property that has no value of its 

own but that represents value, 

such as a stock certificate.    

     patent  

 A grant by the U.S. government to 

an inventor for an idea that is new, 

useful, and nonobvious, giving 

the inventor the exclusive right to 

make, use, or sell his or her idea.    

     trade secret  

 Confidential information within a 

company that gives that company 

a competitive advantage.    

     copyright  

 Exclusive right given to the cre-

ator of a literary or artistic work to 

make use of that work.    

     trademark  

 Distinctive word, slogan, or image 

that identifies a product and its 

origin.    

     design patent  

 A 14-year patent for a new, origi-

nal, and ornamental design for an 

article of manufacture.    

     utility patent  

 A 20-year patent covering a pro-

cess, machine, article of manufac-

ture, composition of matter, or any 

new or useful improvement of an 

existing one.    

     plant patent  

 A 20-year patent that covers new 

strains of living plant organisms, 

algae, or macro fungi.    

     infringer  

 Someone who uses intellectual 

property without the permission of 

the owner.    



 Legal Issues: Recognizing Your Small Business Needs CHAPTER 18 597

FIGURE 18.2

Section of a Patent 

Application

Patents protect designs, 

processes, or plants but are 

complex documents which 

should be handled by a patent 

attorney.

Source: http://patimg1.uspto.

gov/.piw?Docid=D0472245& 

homeurl=http%3A%2F%2Fpatft.

uspto.gov%2Fnetacgi%2Fnph-

Parser%3FSect1%3DPTO2%2526Sect

2%3DHITOFF%2526p%3D1%2526

u%3D%2Fnetahtml%2Fsearch-bool.

html%2526r%3D44%2526f% 3DG%

2526l%3D50%2526co1%3DAND%

2526d%3Dptxt%2526s1%3DWKU-D

%2526s2%3D’apple%252Bcomputer’ 

ASNM.%2526OS%3DPN%2FD% 

252BAND%252BAN%2F%252522

apple%252Bcomputer%252522%

2526RS%3DPN%2FD%252BAND%

252BAN%2F%252522apple%252

Bcomputer%252522&PageNum=

&Rtype=&SectionNum=&idkey=

E0AFABE9F82D.
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Table 18.8 Intellectual Property Laws Applicable to Growing Businesses

Benchmark Law/Regulation Ramification

Intellectual Property—Patents & Trade Secrets (continued)

Develop a trade secret protection program. Consult 

counsel to implement such a program by which 

trade secrets are identified, cataloged, and carefully 

protected.

Missouri Trade Secret Act Employees or others who have unnecessary 

access, or permit others to have access to trade 

secrets, may jeopardize protection of trade secrets. 

Use non-disclosure and noncompete agreements 

to protect trade secrets outside of and within 

a company. Companies must take reasonable 

measures to maintain secrecy of competitive 

information.

Develop an outside inventions submission program. 

Consult counsel to implement such a program to avoid 

inadvertently receiving confidential disclosures.

Case Law Absent a written confidential disclosure waiver, 

outside submissions can raise an issue of whether 

confidential information is being disclosed and 

possibly jeopardize use of internally developed 

intellectual property.

Use employment agreements or other technology 

agreements by which employees agree to disclose 

and protect company technological developments and 

other confidential information.

Case Law In some states, including Missouri, the laws do 

not always entitle companies to ownership rights 

in employees’ inventions unless there is a prior 

agreement so providing.

Maintain patent “watches” to stay abreast of patents 

of competitors and competitive technologies.

Patent counsel can assist in establishing patent 

“watches” and other investigations to develop 

awareness of competitors’ patented technology 

and to determine a state-of-the-art for potentially 

patentable inventions. Such investigations can often 

identify areas for common activity.

Intellectual Property—Trademarks

Trademarks and trade names: Prior to use, an 

investigation should be conducted to determine if 

the proposed trademark or trade name is available 

for use.

The Lanham Act Failure to conduct a search of at least the 

federal records contained within the United 

States Patent and Trademark Office can result 

in costly conversions and potential damages for 

infringement.

New trademarks used or planned for use in interstate 

commerce should be registered in the United States 

Patent and Trademark Office.

Federal trademark protection is an important asset.

Maintain trademark and trade name “watches” to stay 

abreast of any infringements.

Exclusive right to use a trademark, service 

mark, or trade name may be lost if considered 

abandoned. Abandonment may result from lack 

of use over an extended period of time, failure to 

protest unauthorized use by others, or improper 

use by authorized users.

If the client receives notice of trademark infringement 

from a third party, such notice should be promptly 

brought to the attention of intellectual property 

counsel.

Failure to timely respond to a notice of infringement 

can result in damages and payment of attorneys’ 

fees.
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Intellectual Property—Trade Dress

Distinctive packaging, product design, decor, building 

designs, etc. including colors and shape should be 

protected.

The Lanham Act Trademark protection should be obtained for all 

nonfunctional features; design patent protection 

should also be considered.

Intellectual Property—Copyrights

Client should promptly place copyright notice on all 

original works it creates, including Internet Web page 

content. (©⬍year of first publication⬎⬍owner of 

copyright⬎)

Title 17 US Code Without a copyright notice, an infringer can assert 

an innocent infringement defense in mitigation of 

actual or statutory damages.

Client should file an application with United States 

Copyright Office for all of its valued and/or critical 

copyrighted works. Client should file applications to 

cover each version of its copyrighted works and retain 

copies in their records of each such version.

A presumption of validity is only attributed to 

copyrighted works registered with the United States 

Copyright Office. Statutory damages in the amount 

of not less than $750 or more than $30,000 per 

infringement (which may be increased to $150,000 

by a court) and attorney’s fees may be available for 

infringing activities that occur after registration.

Client should file an application with United States 

Copyright Office within three months after publication 

of the work.

Title 17 US Code If application is not filed within this time frame, 

client cannot obtain an award of statutory damages 

or attorney’s fees for an infringement of copyright 

commenced after first publication of the work and 

before the effective date of its registration.

Client should seek “special relief” when filing a 

copyright application to protect software, which allows 

up to 50% of any proprietary source code deposited 

with the United States Copyright Office to be kept 

secret.

If special relief is not sought, client’s complete 

source code will become a public record.

To the extent client uses nonemployees to create 

copyrightable works, client should obtain written 

assignment of all rights in and to such works before 

the works are created and preferably before the 

independent contractor is paid to create such works.

Title 17 US Code

Case Law

If a work is “made for hire,” title automatically 

vests in commissioning party. Many types of works, 

which can include computer software, do not 

qualify as for treatment as a work “made for hire,” 

and without a written assignment of the work, the 

independent contractor owns all rights in and to the 

works he or she is commissioned to create.

Client should have all of its employees sign an 

agreement prior to employment in which they agree to 

assign all rights in and to any works created by them 

within the scope of their employment.

Title 17 US Code

Case Law

Without such an express agreement, the ownership 

of any such works may be left open.

Client should record all transfers of copyright 

ownership of its works with the United States 

Copyright Office.

Title 17 US Code If a transfer of copyright is not recorded, a later 

transfer to a good faith, bona fide purchaser of 

rights in and to the works without notice of the 

previous transfer prevails.

The copyright in a compilation or derivative work 

extends only to the material contributed by the 

author of such work, as distinguished from the 

pre-existing material employed in the work, and 

does not imply any exclusive right in the preexisting 

material.

Title 17 US Code If client has not obtained rights to the preexisting 

work, its compilation or derivative work based on 

the preexisting work may infringe same.
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  A  trade secret  is not created by the government but is information known to certain people in the 

company that makes that company more competitive. Trade secrets include more than patents. A 

trade secret can be a formula (e.g., the formula for the KFC “13 herbs and spices” chicken coating), 

the name of the company’s top salesperson, or details of (or even acknowledgment of ) the upcoming 

ad campaign. One rule of thumb when considering whether certain information is a trade secret is to 

ask whether a competitor would be willing to pay for that information. If the answer is yes, then you 

may have an idea that is protectable as a trade secret. 

  To protect a trade secret, the secret must literally be kept a secret from all except those who need to 

know to operate the business. The most famous example of a trade secret is the formula for Coca-Cola 

Classic. Had that recipe been patented back in the late 1800s, the company would have had exclusive 

rights to it for 17 years under the patent laws in effect at that time (today it would have had the rights 

for 20 years). Then, after 17 years, anyone could follow the recipe and make the beverage known to us 

as Coca-Cola. However, by treating the formula as a trade secret and successfully keeping the formula 

a secret from outsiders for all these many years, Coca-Cola still has exclusive rights to its use. There 

is no expiration date for trade secrets. There are five steps to protecting trade secrets: 17  

1.     Trade secrets must really be secrets:   They cannot be shared with others or be likely to be 

known by others.  

2.     Use warning labels:   Put “confidential” on  every  page that contains trade secrets. The full legal 

version can go on the front page of the document, and it looks like this: 

  This item/document/material contains CONFIDENTIAL TRADE SECRET INFORMA-

TION owned by [THE LEGAL NAME OF YOUR COMPANY] and/or its affiliated com-

panies. This information is protected by applicable state law and may be protected by 

the federal Economic Espionage Act of 1996 (18 U.S.C. Sec. 1831), which provides 

for criminal penalties of up to 15 years in prison and/or a $5 million fine for stealing, 

receiving, possessing and/or duplicating any information contained herein.   

Intellectual Property—Domain Names

Clients should consider registering their company 

name or key product names in the following top-level 

domains (TLDs): .com, .biz (businesses), .us (requires 

U.S. nexus), and .net. Other TLDs that may be available 

to client include: .aero (air-transport industry), .coop 

(cooperatives), .edu (U.S. educational institutions), 

.gov (U.S. government), .info, .int (organizations 

established by international treaty), .mil (U.S. 

military), .museum (museums), .name (individuals), 

.org, .pro (accountants, lawyers, physicians, and 

other professionals). Multiple TLD registrations are 

possible for a given name and, in many cases, are 

recommended.

Prior to registering a TLD, an investigation should 

be conducted to determine if the domain name is 

confusingly similar to a U.S. registered trademark, 

and if the goods or services offered in connection with 

the domain name are the same or similar to those 

associated with the registered trademark.

ICANN Dispute Resolution Policy

The Lanham Act

Anticybersquatting Consumer 

Protection Act

Rights in domain names could be lost—for 

example, the client could be forced to transfer the 

domain name pursuant to an order resulting from 

a domain name arbitration proceeding. In addition, 

there may be potential trademark infringement 

liability.

Do not use competitors’ trademarks as domain 

names or metatags.

The chart is not, nor is it intended to be, a comprehensive summary of the threshold levels at which the statutes and regulations cited therein take effect, and it is qualified in its entirety by 

reference to the appropriate statute and regulations.

Chart compiled in March 2007 by: Joseph Demko, Robert A. Kaiser, Julie O’Keefe, Guy Schmitz, and Larry Sewell, all with the law firm of Armstrong Teasdale LLP.



 Legal Issues: Recognizing Your Small Business Needs CHAPTER 18 601

3.     Restrict physical access:   Coca-Cola has a big vault. You can get by with a locked cabinet or a 

password protected file, but if you have a secret, it should be locked up when not in use.  

4.     Confidentiality agreements:   Only people who sign one of these (have your lawyer draft it) get 

to handle, see, or hear the trade secret material.  

5.     Keep doing Steps 1 through 4:   A trade secret is enforceable only as long as you take positive 

steps to protect it. If you get lazy, the secret may get out, and you have no protection.    

  Wrongful acquisition of a trade secret is a tort and if certain behavior, such as trespassing or brib-

ery, is involved in getting the information, criminal violations may also have taken place. Concern 

over protection of trade secrets can justify use of a noncompete agreement to help protect against 

former employees taking that information to new employers. 

   Copyright  
 Copyright involves the expression of ideas, not (as with patents and trade secrets) the ideas them-

selves. For example, if a greeting card company creates a picture of a single sunflower for use on a 

greeting card, what can be copyrighted is that particular rendition of a single sunflower. Copyright 

does not mean that no one else can create a card with a single sunflower (which would use that idea). 

That  particular  image of a sunflower is protected, so another person or company cannot use that 

same image without permission. Copyrights for new works last for the creator’s life plus 70 years. 

If it is a “work for hire” bought from the creator, the copyright lasts for 120 years after creation or 

95 years after its first publication, whichever is less. 

  Writers, artists, and others who create unique expressions of ideas automatically copyright those 

expressions by creating their work. Even though it is not now required, it is a very good idea to 

place a notice upon your original creation such as a book, painting, sculpture, computer program, or 

musical score that the work is copyrighted. Placing a notice on the work is done by using the word 

“copyright,” “copr.,” or “©,” the creator’s name, and the year of creation. Because original works 

are automatically copyrighted, this notice does not create the copyright, but it puts others on notice 

that the materials cannot be copied without permission of the copyright holder and will prevent any 

infringer from successfully arguing that he or she didn’t know the materials were copyrighted. 

  The government does not create copyrights. However, copyrights on works can be registered 

with the federal government (  www.copyright.gov  ) for more complete protection of the work(s). 

Registration with the government of copyrighted materials will establish a presumption as to own-

ership of the work. However, registration is not generally done unless wide distribution of those 

materials is planned. 

  One of the recurring issues for self-employed professionals, Web designers, and artists is who 

owns the work they do for others. Unless there is a contract giving the hiring individual rights to 

the material (making the project into a “work for hire” in copyright law), the creator owns the mate-

rial. Often freelancers have developed a set of materials, templates, or designs which they adapt for 

a variety of clients. If that is your plan, you need to make sure you retain the intellectual property 

rights to the materials you develop. You can grant the client rights to the specific products from your 

project, while retaining the rights to the underlying intellectual property for use in other projects. 

In these work-for-hire contracts, the typical approach is to license to the hiring party the particular 

creative materials produced. The license can be limited by duration (it is yours for a year), territory 

(you can use it in your city), media (you can use it only on the Web), or exclusivity (others may not 

have a logo similar to the one made for you). There are work-for-hire templates available, and it is 

a good idea to get with a lawyer early in your business to sort out how to create a standard contract 

to protect your ideas and your business.  

   Trademarks  
 One last area of intellectual property,  trademark,  can be of particular significance to small business 

owners. Trademarks identify certain goods. A trademark will indicate the source of particular goods, 

for example, a Mini Cooper automobile, and not just any automobile. A related concept using the 

same law is a service mark. Service marks identify services. Some words or groups of words such 

as Weight Watchers® can be both trademarks (applicable to foods sold under this name) and service 

marks (identifying services such as programs of instruction on dietary management). 
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  Once a mark is established as identifying certain goods or services, the owner of the mark can 

keep others from using a similar or identical mark to identify similar or identical goods. As with 

other intellectual property, anyone using the mark without permission is an infringer and is subject 

to legal action such as Ty, Inc., learned in 2004 when it was sued by a small business (see Small 

Business Insight: Peaceable Planet and “Niles”). A trademark once granted lasts for 10 years and 

can continue to be renewed for another 10 years at a time. 

  Trademark issues can come up at the very beginning when a name is being chosen for a new 

business. It is very important to check to see what marks are already being used to identify goods 

and services similar or identical to yours,  before  a mark is selected. Skill Module 18.2, “Checking 

Out Trademarks Online,” can help you get a start on this.  

SMALL BUSINESS INSIGHT

Peaceable Planet is a very small toy maker from Savannah, Georgia, that makes a line of plush toy dolls. In 1999 

it created a camel it called “Niles,” named for the Egyptian river. Niles had a name card with information on it 

about Egypt. Peaceable Planet trademarked the name, and it sold a few thousand in the first year. The next year, 

Ty, Inc., the maker of Beanie Babies bean bag dolls, introduced its camel, who also happened to be named Niles, 

and sold more than one million of them in the first year.

 Peaceable Planet sued for trademark infringement, and lost in the U.S. district court. Peaceable Planet appealed 

and won. In the complex world of intellectual property protection, what this meant was that Peaceable Planet got 

another chance to prove in district court that Ty took advantage of the Niles name. Peaceable Planet faced another 

round in court, with the attendant legal fees and time spent on depositions and briefings. Like so many stories 

about small firms versus large in intellectual property, it may be awhile for this issue to have an ending. However, 

in pursuing the case to the appeals court and getting a favorable ruling, the chance of getting an out-of-court 

settlement increases. In reality, sometimes that is what a “win” in intellectual property lawsuits looks like.

Peaceable Planet and “Niles”18

Checking Out Trademarks Online

Before you settle on a name for your business or product, it is very important to determine how that word or 

group of words is already being used in the United States to avoid trademark infringement challenges. Assume 

you are starting a business doing detailing work on vehicles. You are considering the name “Clean as a Whistle.” 

In checking the name, one source of information is the U.S. Patent and Trademark Office listing of federally reg-

istered trademarks. While that list shows only federally registered marks and there may be an identical or similar 

name used that is not registered, this listing is a start. Go to the U.S. Patent and Trademark Web site, www.

uspto.gov, then to “trademarks,” then to “search,” then to “new user form” and search for “Clean as a Whistle.” 

According to the information in this site, is this name currently being used for a car detailing business?

SKILL MODULE 

18.2

   All too often with small businesses, a name is chosen and used, and the business incurs all sorts 

of expenses in terms of labels, signs, and even advertising without considering trademark issues. 

Before selecting a business name, an Internet address, or the mark for products or services, an at-

torney should be consulted. An attorney can do a trademark search to determine what use is being 

made of the words or groups of words a business may want to use. Researching the desired name(s) 

ahead of time can avoid liability for infringement in which someone already using or having rights 

to that name sues the business, as well as financial costs (including loss of goodwill) in changing 

names. Once an attorney has established that it is unlikely that your choice of name is infringing 
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on another’s, consideration can be given to obtaining state or federal trademark registration to get 

additional rights for your mark. 

  Any size business may own valuable intellectual property such as patents, trade secrets, copy-

rights, and trademarks. Understanding and protecting these assets by seeking qualified, professional 

counsel cannot be overemphasized. 

  Whether you think we have too many laws or not enough, the stability and success of the United 

States’ business community is based, in large part, upon our legal system. Laws guarantee rights 

to individuals and companies. Those rights are upheld every day in courtrooms across America. 

Caveat emptor (let the buyer beware) is  not  the motto in twenty-first century America. Knowing the 

law or even knowing when to ask for advice concerning the law gives business owners more power 

in pursuing their dreams. Knowledge is power. After reading this chapter, you should have a greater 

understanding of our legal system and particular areas of interest for business owners. This should 

give you more confidence in pursuing those dreams.     

  CHAPTER SUMMARY 

 Know when you need legal information and how to 

get it.  

●   There are many federal, state, and local laws applicable to any 

small business.  

●   Get a good attorney with experience in your areas of concern. 

You may need more than one attorney for various issues that 

arise over time.  

●   You can use online sources from the government or trade 

associations for certain legal information.   

 Understand legal structures in setting up a new 

business.  

●   Trade names exist when a firm uses something other than the 

owner’s name as the name of the business.  

●   The most common business forms are sole proprietorships, 

general partnerships, limited partnerships, C corporations, 

S corporations, professional corporations, and limited liability 

companies.  

●   Each of various types of business entities has pros and cons 

in terms of personal liability of the owners, creation and main-

tenance of the organization, management of the organization, 

continuity of the organization, the raising of capital, and taxation.  

●   Unless there is a compelling reason to do otherwise, an LLC is 

probably the best choice of business entity because of its ease 

of formation, limited liability of owners, and flexibility in taxation.   

 Learn how to master the process of negotiating.  

●   Nearly everything in business is negotiable.  

●   Negotiating successfully depends on mastering four steps: 

prepare, position, propose, and pounce.  

●   The goal is to create outcomes where you and the other 

party win.  

●   Be honest in your presentation and balanced in your approach.   

 Recognize potential legal liabilities for your 

business.  

●   You and your business may be held responsible for the actions 

of agents, including employees.  

●   Avoid lawsuits by properly training employees, using 

independent contractors, or submitting disputes to 

arbitration.   

 Know contract terms and when a contract is needed.  

●   You are free to contract for anything that is not illegal or 

unethical.  

●   Put agreements in writing and have them reviewed by legal 

counsel.  

●   Make use of special contract terms such as noncompete 

clauses, exculpatory clauses, and hold harmless agreements 

to avoid litigation.  

●   The primary contractor is responsible for a subcontractor’s 

failure.  

●   On the Internet make sure to specify that your site is informa-

tional and arrange for secure alternatives to “wet signatures.”  

●   Design and implement a company e-mail policy.   

 Understand the basics of intellectual property.  

●   Intellectual property is composed of patents, trade secrets, 

copyrights, trademarks, and trade names.  

LO1

LO2

LO3

LO4

LO5

LO6
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●   Ideas can be protected as patents or trade secrets.  

●   Expression of ideas can be protected as copyrights.  

●   Trademarks uniquely identify products and their origin.  

●   Intellectual property is a business asset and can be extremely 

valuable. For that reason protection of intellectual property 

should be taken seriously.     

 KEY TERMS  

  hourly fees, 575  

  flat fees, 575  

  retainer, 575  

  contingency fee, 575  

  trade name or assumed name or a doing 

business as (dba), 579  

  assumed name filing or a fictitious name 

filing, 579  

  legal entity, 580  

  plaintiff, 580  

  defendant, 580  

  articles of organization, 581  

  articles of partnership, 582  

  single taxation, 583  

  double taxation, 584  

  pass through (taxation), 584  

  check the box taxation, 584  

  piercing the veil, 585  

  vicarious (indirect) liability, 588  

  independent contractors, 588  

  Sarbanes-Oxley Act, 589  

  litigation, 590  

  arbitration, 591  

  noncompete clause, 593  

  exculpatory clause, 593  

  hold harmless, 593  

  waiver, 593  

  subcontract, 593  

  B2B, 594  

  B2C, 594  

  intellectual property, 596  

  intangible property, 596  

  patent, 596  

  trade secret, 596  

  copyright, 596  

  trademark, 596  

  design patent, 596  

  utility patent, 596  

  plant patent, 596  

  infringer, 596    

  DISCUSSION QUESTIONS 

1.    How would you go about finding a lawyer for your business?  

2.   Which form of business structure would be best for your new 

business and why?  

3.   In what ways could the owner of a parking lot limit his or her 

potential liability?  

4.   How could you keep your employees from going to your com-

petitors after you have trained them?  

5.   How can you protect your company’s trade secrets?  

6.   What issues should be addressed in a company policy on 

e-mail?     

 EXPERIENTIAL EXERCISES 

1.    Find your state’s Secretary of State home page on the Internet. 

Find information on forming LLCs. Can the form(s) be submit-

ted online? If not, can the form(s) be downloaded or filled in 

using the computer?  

2.   In most states you can contact the state bar, the state supreme 

court, or a state commission to check on whether a particular 

attorney has been disciplined for professional conduct viola-

tions. To find out whom to contact in your state, go to the 

American Bar Association Web site at   http://www.abanet.org/

cpr/regulation/directory.pdf   and check it out.  

3.   You may be able to represent yourself on small matters 

by going to small claims court. These courts of limited 

jurisdiction have different names in different states. Go to 

 http://business.gov , click on “regions,” and select the state 

of Indiana as an example. Select “legal assistance,” and 

there you will find information on small-claims courts in 

Indiana.  

4.   Would you like more information on LLCs? Go to  http://nolo

.com , click on “business and human resources,” and then 

“Ownership Structures.”     

www

www

www

www
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 MINI-CASE 

  VIVID SKY AND MAJOR LEAGUE TROUBLE  

 Entrepreneur Tim Hayden had created a service called SkyBOX which could stream videos and statistics to 

sports fans over their 3G cell phones (like the iPhone). It had taken four years to launch the service, which 

originally was going to require military-grade hardened wireless PDAs and wiring stadiums for Wi-Fi, but had 

been reconfigured to run on Internet-ready cell phones. 

  Professional teams in baseball, football, basketball, and hockey had seen SkyBOX and were enthusiastic 

about its deployment. However, there were competitors to the SkyBOX. One of the largest was Major League 

Baseball, who was developing their own iPhone application to tie fans into MLB video feeds and statistics. 

  Executives at Apple liked the SkyBOX so much they made it their Feature Product on the iTunes home page. 

  It wasn’t clear if MLB’s team saw this or not, but it was at that moment that they served Vivid Sky with 

a cease-and-desist claiming that the SkyBOX used content that was copyrighted. In addition, MLB contacted 

Apple and demanded that the SkyBOX application be pulled from the iTunes Store. Executives from Apple 

refused to pull the SkyBOX application. However, they wanted Vivid Sky to work out a solution with MLB. 

  While Tim knew that Vivid Sky conformed to all copyright issues and were legally within their rights, he 

suspected that MLB might be going this route to disrupt Vivid Sky and the sale of their applications in the 

iTunes Store. He could make a stand and hire lawyers, which would cost a small business like his lots of 

money. Or he could look for a mutually agreeable solution. 

  Tim thought, “What is an entrepreneurial way to handle this?”  

 CASE DISCUSSION QUESTIONS 

1.    What are Tim’s choices at this point?  

2.   What do you think Tim means when he asks if there is an “entrepreneurial way to handle this”?  

3.   If there is no infringement, but the injunction was brought to slow down a fast-moving new 

competitor, would it make any difference in the strategy Tim should employ?      

 SUGGESTED CASES AND ARTICLES  

●   Theresa Murray and In the Eye of the Beholder     Available on PRIMIS:  

●   Integral Vision Ltd. (A)  

●   Jack Schofield, Fast Food Franchisee (A)     

 eClips Videos:  

●   Kevin McGovern Defines Concept of Piercing the Corporate Veil  

●   Paul Joseph Discusses Dissolving the Partnership   

 SBTV Videos: 

●   How to Choose the Right Business Structure—LLC or C-Corp 

or LLP  

●   Protecting Your Company or Product Name  

●   Get It in Writing (Simple Letter of Agreement, 1 of 2)    

STVP Video:

●   When and How are Patents Important?  

 SUGGESTED VIDEOS 
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Considerations 

●      Chris Perkett switched from 

part-time, virtual employees to 

full-time ones to staff her firm 

PerkettPR, Inc. What do you 

think she could do to ease that 

transition?  



LO

  Focus on Small Business: Chris 
Perkett and PerkettPR, Inc. 1   

  This chapter will help you:  

LO1  Explore the decision to hire full-time or part-time help. 

LO2  Understand how to recruit good employees on your budget. 

LO3  Know how to match the right person to the job. 

LO4  Learn about employee training methods and resources. 

LO5  Gain insight in meeting employees’ needs and expectations. 

LO6  Learn how to develop a fair compensation and benefit plan. 

LO7  Understand the complexities of managing family within your business.  

 As a former consultant herself, Chris Perkett had a fairly easy time deciding whether to hire independent con-

tractors when she started her Marshfield, Massachusetts, virtual public relations agency in 1998. “I wasn’t 

ready to hire employees because there’s so much involved with doing that,” says the CEO of PerkettPR, Inc. 

“I wanted to make sure I was [building the company] right and wasn’t biting off more than I could chew.” 

  Perkett admits she initially appreciated the temporal nature as well as the flexibility of having indepen-

dent contractors, but as she began to increase her client base, those very aspects began to concern her. “I 

needed more of a commitment from my staff,” she explains. “The knowledge that they could leave at any 

time was always looming over my head. I needed to show my client base that I had a staff that was as com-

mitted to serving them as I was.” 

  So at the end of last year, Perkett decided to switch to an employee-based staff, hiring many of her 

former consultants as full-time employees. Since then, Perkett says there’s been an increase in the level of 

excitement in the company’s projects, and her clients now feel the company is growing and stabilizing, two 

things that weren’t happening with the contractors. 

  Still, employees aren’t necessarily the only way to achieve a common vision and commitment for a 

business, according to Jennifer Johnson, principal of Johnson & Co., The Virtual Agency. With 15 contrac-

tors and only 2 employees on board, Johnson encourages dedication to her Salt Lake City public relations 

firm by requiring all contractors to attend regular business meetings and retreats and to meet with a senior 

consultant mentor. “I think it’s a myth to believe that because someone is an employee, it means they’re 

more dependable,” says Johnson. “In today’s fast-moving, competitive market, the best talent needs to stay 

motivated and driven whether they’re a consultant or an employee.” 

  According to Johnson, the ever-changing nature of today’s business world has left traditional job de-

scriptions by the wayside and forced companies to have a more flexible structure. “Consultants are used to 

change; they thrive on [that],” she says. “They understand they’re getting paid to deliver tangible results as 

opposed to just punching a clock.” 

  As for Perkett, although she’s had to adjust to the variety of personalities that now exist in the core of 

her company, she’s confident that hiring employees was the right choice for her growing business. “If you’re 

not sure where or how you want to grow, then it’s a lot to take on,” she says. “But I think it helps our clients 

feel like we’re growing, we’re adding clients, and we’re committed to this business.” 
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  DISCUSSION QUESTIONS  

1.    What are some potential advantages as well as drawbacks of having contractors in Jennifer Johnson’s 

firm attend meetings, retreats, and be mentored by senior consultants?  

2.    Do you agree with Johnson’s assertion that “In today’s fast-moving, competitive market, the best talent 

needs to stay motivated and driven whether they’re a consultant or an employee”? Why or why not?  

3.    What do you think Chris Perkett means when she mentions that “I wasn’t ready to hire employees 

because there’s so much involved with doing that”? As a small business owner, what do you think is 

involved in hiring that first employee to your firm?  

4.    How does Chris Perkett’s hiring and retaining employees perspective compare or differ from Jennifer 

Johnson’s perspective?        

  The Bigger Small Business: 
Hiring Employees  
 Of all the decisions that differentiate the types of small businesses, no decision is as important or 

complex as the decision to hire an employee. Many small businesses never do. Of the more than 

25.4 million businesses in the United States in 2004, over 19.5 million had no employees at all—

only the owner. Another 5.8 million firms had one or more employees. 2  For the economy, those 

firms that hire employees are an important source of job generation. 3  

  For the owner, adding employees is important for several reasons. Adding employees increases the 

amount of work that can be done—serving more customers, producing more, or staying open longer. 

It also increases the demands on the owner. Now sales need to be made to cover the employee’s wages 

or salary, and, when adding employees, the owner and business become responsible for the safety and 

well being of the employee, as well as face legal requirements as an employer. Some owners look at 

the pluses and minuses and decide to stay a solo operation for as long as possible, like Chris Perkett in 

the early stages of her business. Others take on the opportunity and responsibility, as Chris did later. 

For those entrepreneurs, the next key decision is what work should be done, who the best person is to 

do that work, and how the firm should take care of them. Those areas are where the field of human 

resource management comes into small business. In this chapter we look at those three areas. 

  Let’s start with the decision of what kind of work needs to be done. Generally we start by think-

ing about how much work we want to cover. As a small business owner, you can hire either part-

time or full-time employees. Which one will be best for you? You need to consider the pros and cons 

and expand with care. Full-time employees make it possible for you to take significant time away 

from the business. They get to understand the business sooner, and often are willing to take on more 

responsibility. They provide the ability to dramatically increase your hours open, material produced, 

or sales. But there are many additional expenses to having a full-time employee on staff as opposed 

to a part-time employee. The cost of adding an employee includes compensation, training time, and 

employee tax and accounting costs. Presumably, such costs are outweighed by greater productivity, 

but you need to carefully balance the ledger. “Probably the biggest mistake I made in my early hires 

was hiring too early,” says Louis Gudema, president of Magic Hour Communications, a marketing 

agency in Watertown, Massachusetts (  www.magic-hour.com  ). “As a result, we were not as profit-

able as we might have been if I had been slower to hire.” 4  

  “While every business has its own rhythm, it’s usually wise to go through the first year without 

hiring. Get a feel for the sales cycle and the downturns. Measure the ‘just right’ temperature of in-

come and outgo. Experts suggest squirreling away at least a year’s worth of expenses and overhead 

before hiring in order to see you through any rough patches,” says Joanna Krotz, co-author of the 

 Microsoft Small Business Kit.  5  

  Not only are there additional expenses to consider, but also    employee fit   . 6  You can ease into an 

employment contract by first hiring part-time help and if he or she works well and the demand for 

additional help is present, you can ease into a full-time position weighing the additional expense. 

LO1
  Explore the decision 

to hire full-time or part-time 

help.

     employee fit  

 The match between the needs, 

expectations, and culture of the 

small business with the expecta-

tions and the skills of the individ-

ual employee.    
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Before making a full-time offer, let the applicant work part time for awhile so you can see how she 

or he fits. Likely as not, this will be learning period for you, too. You can ease someone into the busi-

ness as a part-time worker. Or, if you go ahead and hire a full-time applicant, set up a     probationary 

period    or set up the job as an internship or a temporary one. 7  Usually, state law dictates how long 

such trials may last, so check with your state employment office. Typically, a probationary period 

lasts 90 days. You can find this information for your state at   www.business.gov/states/  . A trial pe-

riod can be important, and if your first choice turns memorable in all the wrong ways, chalk it up to 

experience and keep recruiting. 8  

  Whether you hire a part-time or full-time employee, it is important that each type of employee 

values your company’s mission. Don Dymer, a former Scotland Yard police inspector, started his 

preemployment screening business in Jacksonville Beach, Florida, in 1995. He emphasizes the need 

for “employees to take on the mission and values that you want the business to take on.” You do that 

by setting an example and making sure to define those values for every new hire. 9  

  One of the challenges facing entrepreneurs who want to grow is understanding the many laws 

that apply to small businesses as their number of employees grows.  Figure 19.1  provides a simple 

graphic to see which employment laws begin to apply at what size of firm, while  Table 19.1  gives a 

quick rundown of the major Federal laws.  

  There is some help for determining if the federal employment laws will or do apply to your 

business. The U.S. Department of Labor has created a set of interactive online exercises to 

help you determine which laws apply in your situation, and they have gathered them all in one 

 location—  www.dol.gov/elaws  . In particular, use the FirstStep Employment Law Advisor to get 

     probationary period  

 Trial period in which an employee 

has temporary status before a 

formal offer to work full time is 

presented.    

100 or more employees

ERISA

Worker Adjustment and

Retraining Notification Act

50 or more employees

Executive Order No. 11246

(aka Affirmative Action)

Family & Medical Leave Act 

20 or more employees

COBRA

Age Discrimination in Employment Act

15 or more employees

Americans with Disabilities Act,

Title VII of the Civil Rights Act of 1964,

Civil Rights Act of 1991

10 or more employees

OSHA Recording and Reporting

1 or more employees

Equal Pay Act 

Federal Insurance Contributions Act (FICA)

National Labor Relations Act 

Uniformed Services Employment Rights Act

Jury System Improvements Act of 1978

Civil Rights Act of 1866 (§1981)

Employee Polygraph Protection Act of 1988

Immigration Reform and Control Act of 1986

Fair Labor Standards Act

Federal Laws That Apply As Small

Businesses Grow

FIGURE 19.1

  Federal Laws That 

Apply as Small 

Businesses Grow    
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TABLE 19.1 Federal Employment and Labor Laws Applicable to Growing 
Businesses

Labor and Employment

Employers engaged in interstate commerce or engaged 

in the production of goods for interstate commerce 

(almost all employers).

Fair Labor Standards Act Requires payment to most hourly employees of 

minimum wage and time and a half for overtime hours. 

Requires payment of same wage to males and females 

for work requiring equal skill, effort, and responsibility 

in similar working conditions.

Notice posting requirements.

Employers who have 15 or more employees for 

each workday in each of at least 20 calendar 

weeks in the current or preceding calendar year 

(federal).

Title VII of the Civil Rights Act of 

1964

Prohibits discrimination with respect to any condition 

of employment based on race, color, sex, religion, or 

national origin, except where religion, sex, or national 

origin is a bona fide occupational qualification which 

is reasonably necessary to the conduct of a particular 

business. Includes a prohibition on harassment, including 

sexual harassment.

Notice posting requirements.

All employers. Immigration Reform and Control 

Act of 1986

Prohibits hiring of unauthorized aliens. Prohibits 

employment discrimination based on national origin or 

citizenship status. Requires employers to complete I–9 

forms for each employee.

Notice posting requirements.

All employers. Employee Polygraph Protection 

Act of 1988

Prohibits employers from using polygraph results as 

basis for employment action with limited exceptions.

Notice posting requirements.

Employers with 20 or more employees for each working 

day in each of 20 or more calendar weeks.

Age Discrimination in 

Employment Act

Prohibits employment discrimination against individuals 

40 years old and older. Notice posting requirements.

Employers with 15 or more employees. Americans with Disabilities Act Employers must have nondiscriminatory application 

procedures, qualification standards, selection criteria, 

terms and conditions of employment. Employers must 

make reasonable accommodation for limitations of 

qualified applicant or employee unless to do so creates 

undue hardship. Also governs confidentiality of medical 

information. Notice posting requirements.

Employers with 50 or more employees (within a 

75-mile radius) each working day for 20 weeks in the 

current or preceding calendar year.

Family and Medical Leave Act Requires employers to give employees up to 12 weeks 

leave, paid or unpaid, without loss of position, seniority, or 

benefits, for a qualifying condition or event.

General notice requirements, including posting 

requirements.

Employers with 100 or more employees. Worker Adjustment and 

Retraining Notification Act

Requires 60 days advance notice prior to a plant 

shutdown or layoff of 50 or more employees. Notice 

posting requirements prior to action.

50 or more employees and contracts or subcontracts of 

$50,000 plus.

Executive Order No. 11246 Requires employers to implement an affirmative action 

plan for hiring and promoting females and minorities.

The chart is not, nor is it intended to be, a comprehensive summary of the threshold levels at which the statutes and regulations cited therein take effect, and it is qualified in its entirety by reference to 

the appropriate statute and regulations.

Chart compiled in March 2007 by: Joseph Demko, Robert A. Kaiser, Julie O’Keefe, Guy Schmitz, and Larry Sewell, all with the law firm of Armstrong Teasdale LLP.
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an overview of which laws apply. eLaws also provides a host of other interactive advisors to help 

you determine eligibility for more than two dozen laws and programs. 

  To be fair, there are always more laws that apply. In addition to those detailed in  Table 19.1 , there 

are related laws that apply to small businesses. For example, the Civil Rights Act of 1991 kicks in at 

15 employees. Some of the other laws applicable as soon as you hire one employee include at least two 

big issues—the Federal Insurance Contributions Act (FICA) which is the Social Security and Medicare 

withholding law, and the Uniformed Services Employment and Reemployment Rights Act of 1994 

(USERRA) which gives veterans the right to the jobs they left behind when called up for service. 

  Meanwhile, the state laws applicable to a small business are extraordinarily varied. For example, 

in Missouri, there are laws such as the Missouri Genetic Testing Law, jury-release laws, a Voting 

Leave Act, the Political Activities of Employees Act, the Final Wage Payment Statute, Missouri’s 

own Equal Pay Act, an Indoor Clean Air Act, and at the other extreme a Smokers and Alcohol Users 

Rights’ Law. This is by no means a comprehensive list, but it gives you an idea of the range of laws 

that apply to businesses. 

  When it comes to state law, it is truly a case where one size does not fit all. Even when two states 

use similar names for laws, the specifics of the law in each state are likely to differ. Being in the 

same region doesn’t mean two nearby states will be similar. To give you an idea of the laws you 

might have to deal with, take the example of two adjoining states, Missouri and Illinois. There are a 

lot of firms in either state that might consider expanding into the adjoining state, but the laws to run 

firms in the two states differ.  Table 19.2  shows laws from the two states for three types of human 

resource practices a small business would typically need to consider. 

  Remember, most states have laws protecting citizens in the same general ways. But the names of 

these laws can differ—and more to the point—have slightly different starting sizes, requirements, pro-

cesses, and penalties. You want to be sure to determine the laws that apply to you as you start hiring. 

  To find this out, as noted in Chapter 18, you can get help from you local Small Business Develop-

ment Center (remember, to find it, type “SBDC Locator” into the search box at the SBA Web site, 

  www.sba.gov  ), your local SCORE chapter (  www.score.org  ), the local chamber of commerce, or 

the local branch of the trade or professional association for your line of business. Probably the best 

source for employment law questions is the state employment security office for your area. While 

the Federal government no longer provides a comprehensive national online listing of state sites, 

you can find a very well done list of state offices at the Job-Hunt.org Web site (  www.job-hunt.org/

state_unemployment_offices.shtml  ). 

  The point is that hiring more employees makes your organization a more professional one, and 

with that professionalism comes a need to deal with more laws and regulations. While the best way is 

to work with a lawyer to make sure all issues are covered, these days you can get much of the work 

done at little or no cost by yourself, using the resources and free advice available to you. With the 

legal side under control, you are ready to go out and find those employees who will help you grow.   

TABLE 19.2 Differences In State Laws: The Case of Two 
Adjoining States

 Illinois Missouri

Legal holidays President’s Day; Casimir  Washington’s Birthday; 

 Pulaski’s Birthday; Good Friday Truman Day

Minimum wage $8.00 (7/1/09–6/30/10)  $7.25 (as of 7/24/09)

 $8.05 (7/1/10 on)

Wages must be paid Monthly (for executive, administrative,  Bi-weekly

 and professional personnel) or bi-weekly 

 (for everyone else)

Source: www.findlaw.com.
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  Attracting Employees  
 A lot of the time a smaller firm can actually outperform large businesses in attracting high-quality 

employees. 10  To attract and hire new talent into a medium to large growing organization, help wanted 

ads in regional newspapers or the use of an employment service have been traditional methods. For 

small business owners, these methods tend to be expensive and have a long turnaround time. Today 

there are less expensive alternatives to consider. 

  Networking is a relatively low-cost, although time-intensive, method of recruiting. There are 

many benefits such as receiving a credible critique of a potential candidate’s work experience and 

personal character. People to network with include colleagues, business professionals (your attorney 

or accountant), friends, vendors you have strong relationships with, alumni, and advisory board 

members. You can also use online social networking sites like LinkedIn (introduced in Chapter 2) 

to recruit, either by directly posting for a job or asking if people on LinkedIn know someone who 

might want the job you are offering.  

     Internet recruiting    allows you to search a résumé database or post a job description to the Web. 

The main contribution of a recruiting Web site, such as Monster.com, has been to speed up hiring 

and vastly increase the accuracy of the job-search process. You can post a job at 2  P.M.  and get your 

first response a minute later. An employer who knows exactly what he or she wants can use filters 

to search vast numbers of résumés with pinpoint accuracy. 11  

     Employee referral    is an underused, low-cost method which rewards your employees for recom-

mending potential candidates that would be a great fit. Even for small businesses, to work successfully, 

referrals should be handled formally, with guidelines such as following up on all leads within 24 hours. 12  

   Company Web sites  can be used to post job openings. This method would be effective if your site 

receives a fair amount of traffic, and it would incur only a small incremental cost to your Web site 

budget. 13  If your business does not have a company Web site, the investment of Web site development 

and maintenance may be a limiting factor, but when a Web site can cost $50 a year, it is a worthwhile 

investment. Search Google for “cheap web hosting” and you will find plenty of services offering 

template-based design and hosting services. The Online Learning Center showed how to do this. 

  Many universities have  career service offices  that encourage companies to post openings to their 

job bank to recruit at both the undergraduate and the graduate levels. This service is commonly offered 

at no cost to companies and allows businesses to set up an account to manage résumé selection. Uni-

versities can often help you evaluate if it makes sense to offer an internship to their students. Intern-

ships are jobs in businesses like yours, arranged through the university. Some internships are done as a 

for-credit class, some are not. Some internships are paid by the employer, some are not. Interns usually 

work for only one semester, and the best internships involve a mix of simple and challenging work as 

well as time to talk with you, the entrepreneur, about what they are learning and what is the best way to 

do things. If you feel like teaching a little and working a little, an internship could work for you. 

LO2
  Understand how to re-

cruit good employees on your 

budget.

     Internet recruiting   

 Method of recruiting that allows 

you to search a résumé database or 

post a job description to the Web; 

a small business owner who knows 

exactly what he or she wants can 

use filters to search vast numbers 

of résumés with pinpoint accuracy.    

     employee referral  

 An underused, low-cost method 

for finding workers that rewards 

your employees for recommending 

potential candidates that would be 

a great employee fit.    

●    Attracting the best talent 

to your company can be 

encouraged by the strategic 

use of networking. Spend time 

in conversation with colleagues 

in the field, friends, vendors, 

and others to learn of possible 

employee leads. 
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   Professional groups  can be a resource for recruiting new talent. Many associations publish news-

letters or post openings online or at their meeting locations. Try sending a one-page job description 

to associations to which you belong. 14  

  Outsourcing may be the answer if your small business is not ready to hire employees, but you 

have a growing need to meet workload demand. Consider, as an example, outsourcing to an assistant 

who is an independent entrepreneur and provides administration, creative, or technical support. The 

assistant works on a contractual basis online and handles such functions as keeping your schedule, 

customer intelligence, or database up to speed. 15  Assistants can be people from your neighborhood 

or city, or virtual assistants working over the Internet. The nonprofit Virtual Assistant Associa-

tion can be found at   www.ivaa.org  , and the major Web sites for outsourcing are eLance Online 

(  www.elance.com  ) and Smarterwork (  www.smarterwork.com  ). 16  Advice for  hiring and managing 

    virtual employees    can be found in the accompanying Small Business Insight: Go Virtual.  
   Employee leasing  is a hybrid between outsourcing and having a paid staff. In employee leasing, 

your “employees” actually work for the leasing company, who handles recruiting, training, com-

pensation, and government filings. You lease employees from the leasing company, paying a fixed 

amount for the employee as well as an annual fee, usually 2 percent to 7 percent of the dollar value 

of your annual payroll. Leases can be set for periods of a few weeks to a year or more. For employ-

ing the same people part time but repeatedly over a long period of time, or keeping the total number 

of full-time employees low, this can be a good way to handle the complexities of employment. 

     virtual employees  

 Independent contractors who pro-

vide specialized business services 

or support from a distance, through 

the Internet, telephone, fax, or an-

other method of communication.    

 SMALL BUSINESS INSIGHT 

 Virtual employees or assistants can change the way many small businesses are operated and managed. This field 

is growing tremendously and is offering employers and small business owners alike an attractive new alternative to 

hiring and managing employees. Virtual employees are independent contractors who provide specialized business 

services or support from a distance, through the Internet, telephone, fax, or another method of communication. A 

virtual assistant can assist a small company that needs extra people to meet seasonal demands; step in to meet the 

demands of business growth, locally, domestically, or globally; or provide unique skills for a special project. 

  In the small business, virtual employees are not hired as full-time employees. They can be business owners them-

selves and are hired on a contract basis. Small business owners who work with a virtual employee have the distinct 

advantage of not having to deal with taxes, unemployment insurance, sick leave, vacation pay, or benefits. Rather than 

having to provide additional office space and be responsible for the development and supervision of an employee, they 

can enjoy the support and assistance of a professional without the headaches of hiring and managing employees. 17  

  Here are some guidelines and methods for managing and fostering productivity among virtual employees: 18  

●   Hire virtual employees who have experience with being self-motivated and disciplined, including former consul-

tants, freelancers, and salespeople who are accustomed to dealing with deadlines and working independently. 

As a small business owner, this is critical, given that you already have multiple deadlines and responsibilities.  

●   As you manage your virtual employees, make sure to spend time developing a system of task lists, sched-

ules, and goals with varying time frames and clear deadlines. Invest in spreadsheets and project schedul-

ing software that will help your virtual employees organize tasks. Be sure to consistently review status 

reports with virtual employees to ensure that tasks are completed on time and on budget.  

●   Maintain communication with virtual workers via voice, fax, and other electronic methods. Don’t become 

reliant on e-mail since it is too easy to misinterpret or misunderstand the written word. Speak on the 

phone and schedule face-to-face meetings occasionally.  

●   Micromanagement is nearly impossible with a remote staff, and it will unnerve anyone who attempts it. 

Trust that your employees are doing the right thing until evidence proves otherwise. If you are paranoid 

about slacking, hire salaried, rather than hourly, workers or pay per project.    

 Go Virtual 
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  Other traditional and nontraditional hiring sources to consider include: 

●   Contact  local churches  and the pastors and see if they have parishioners who are looking for 

a new job.  
●   Visit local  high schools  for entry-level jobs, local  community colleges  for those interested in 

management or a technical career.  
●   Finally,  state unemployment offices  are a great resource, with no cost to the employer.       

  Matching the Worker to the Work  
 Even before your first hire, you will need to know what your basic needs are and what roles this new 

employee will fit into. Ultimately, you would like to “match” the job with the ideal individual who 

can fulfill the responsibilities of the job and grow with the business. Your first step is to define and 

describe all the work that will be part of the new job. Then you’ll need to know how to evaluate the 

potential employees to see how well they match your ideal set of requirements. 

  Writing a Job Description 
 Your    job         description    needs to define and discuss all the essential knowledge, skills, and abilities 

that are needed to fill the position. In addition, you will need to describe what kind of personality, 

experience, and education you believe a person who performs the job should have. To determine 

some of these attributes, sit down and do a job analysis covering the following areas: 20  

●   The reason the job exists (including an explanation of job goals and how they relate to your 

position and other positions in the company).  
●   The mental or physical tasks involved (ranging from judging, planning, and managing to 

cleaning, lifting, and welding).  
●   How the job will be done (all of the methods and equipment to be used).  
●   The qualifications needed (what kind of training, knowledge, skills are necessary).    

 If some of these questions are difficult to answer, consider talking to other small business owners in 

your area. You may also discuss these issues with employees and supervisors at other noncompeting 

small businesses that offer similar positions. 

LO3
  Know how to match the 

right person to the job.

     job description   

 Defines and discusses all the es-

sential knowledge, skills, and 

abilities that are needed to fill a 

position.    

 If your budget does not allow for a paid employee, consider three alternative methods to hire an employee at no cost. 19   

1.    Barter:  Trade your products or services for those of another business, for example, a maid service trading 

its house-cleaning services to a designer in return for a new logo. For this method of recruiting, you must be 

flexible in services rendered and received. Bartered services may add great value to a particular function of 

your small business and can be particularly useful when money is in short supply.  

2.    Internships:  Hiring students to work at no cost in exchange for work experience may be a great way to get 

the assistance you need. Generally, students who intern are looking to use specific skill sets or be exposed 

to a particular functional area of a business. If you can provide valuable work experience, offering intern-

ships may be an appealing way to attract temporary help.  

3.    Volunteers:  Volunteers are a wonderful resource if your business is strapped for cash, although the search 

process may be time consuming. Who will work for free? Family members are always the first source, with 

friends a close second, although people who need relevant work experience might give a few hours to have 

an entry on their job applications, such as stay-at-home spouses who are looking for work experience while 

children are at school. Also, individuals committed to your company’s mission are possible candidates. If 

your firm is doing a promotion for a charitable organization (like operating a stand at a fair), you may be able 

to get customers or members of the charity to contribute their help.   

 Low-Cost and No-Cost Employees 

 THE THOUGHTFUL ENTREPRENEUR 
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JOIN THE REVOLUTION:

BUSINESS/ENTREPRENEURSHIP/MANAGEMENT INTERNSHIP

Company or 

Recruiter

Make Me Heal Position Level Entry Level

Industry Health Care Position Type School Year 

Internship

Function Corporate Business Development Intern Paid Yes

Location Los Angeles, CA Intern Type Undergraduate

BUSINESS/ENTREPRENEURSHIP/MANAGEMENT/FINANCE INTERNSHIP

Make Me Heal Internship Associate Program

Please e-mail your resume and cover letter to: interns@makemeheal.com

We offer paid internships during the entire year (summer, fall, winter, spring) in all areas of the company, from business, marketing/press relations, to 

writing, journalism, and research. The nationally renowned The Princeton Review has honored our Internship Program by selecting it for inclusion in its 

prestigious Internship Bible, the book profiling the top U.S. internships.

Join The Revolution: The Internship Associate Program and the people who make part of this important team at Make Me Heal are an essential part of 

our “revolution.” We are proud to have created internship positions that will not involve brainless tasks and will not only serve to try to impress or fill 

space on your resume. Rather, our internships are designed to actually educate, empower, challenge, inspire, and accelerate your growth before you 

join the workplace.

Exposure and Growth in Several Disciplines: An important element of our Philosophy is to enable our team members to acquire expertise in a number 

of areas of our business. If we were to align together, you would be exposed to and learn about a number of disciplines. So during the scope of the 

Internship, team members can be expected to delve into various facets of our business as they grow with us.

Leap from an Internship to a Full-Time Career: Due to our philosophy of cultivating long-term connections with everyone in our team, it is entirely 

possible that an internship may evolve into a full-time career with us if the internship experience proves to be meaningful, productive, happy, and fun for 

you and all of us at Make Me Heal.

We’re Family: Whether one is an Internship Associate or a full-time employee with us, we care about all of our MMPeople and are dedicated to offering 

everyone incredibly rewarding, meaningful, and fun career opportunities. Indeed, when you become an Internship Associate with us, you also become a 

part of our extended family.

Selected for Inclusion in the Internship Bible: It is worthwhile to note that the nationally renowned The Princeton Review (the U.S. leader in the 

educational/school services industry) has selected our Internship Associate Program to be included in its prestigious Internship Bible, which is indeed the 

“bible” profiling the top internship opportunities in the United States.

We’re looking to connect with highly entrepreneurial, ambitious individuals who thrive in an ever-changing, multibillion dollar industry where rewriting 

the rules is the law.

Roles involve researching, analyzing, and formulating innovative business strategies and implementing them, conceiving strategies to build our brand 

name to a national/international scale, creating strong operational infrastructure, assessing financial issues, among other functions. Work directly with 

CEO (former investment banker and Wharton Business School alum) to formulate business strategies and plans, implement new product and service 

lines, initiate supplier relationships with multinational cosmetics companies and leading manufacturers, devise innovative marketing and publicity 

initiatives, devise financial forecasts, strengthen quality of consumer experience, develop financial statements and forecasts, participate in deal-making, 

make presentations to institutional/high-net worth individuals and strategic business partners, and create quality controls, accounting, and legal 

structures for transacting with consumers.

FIGURE 19.2

Sample Job Description

Source: Copyright © 2005 Vault.com: Item posted by an employer, job/internship listing on the Vault.com Job Board.
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  To get started, write down the job title and whom that person will report to (define how the job re-

lates to you or other positions in the small business). Next, develop a job statement or summary describ-

ing the position’s major and minor duties. List any educational requirements, desired experience, and 

specialized skills or knowledge required. Include salary range and benefits (see “Compensation” later 

in this chapter). Finish by listing any physical or other special requirements associated with the job. 

   Figure 19.2  gives you an example of a job description for an internship in a growing small busi-

ness. For a one-person business hiring its first employee, these guidelines may seem unnecessary. 

But remember, you are laying the foundation for your personnel policy, which will be essential as 

your small business grows. Keeping detailed records from the time you hire your first employee will 

make things a lot easier when you hire your tenth, twentieth, and so on. 

  Also, writing the job description will help you determine whether you need a part-time or full-

time employee, whether the person should be permanent or temporary, and whether you could use 

an independent contractor to fill the position. The specifics for crafting a job description are given 

in Skill Module 19.1.   

 Crafting a Job Description 

 In this skill module, you have the opportunity to write job descriptions for a student worker and for an instructor 

on your campus. Write a job description for the role of student worker, and ask one of your instructors about his 

or her job and write a description. In your instructor interview or when thinking about the student job, cover many 

of the areas and questions discussed to get a full view and perspective of the positions. Write a half-page job 

description using the following how-to steps: 21  

1.    Start with a Title:  Provide a job title for the position (two–three words). Beneath the title, you want to in-

clude important information related to the job such as the status (exempt vs. nonexempt) and to whom the 

employee reports. 

    Example:   

    Intern: A nonexempt summer position reporting to the CEO.      

2.    Give a Job Overview (or Summary of the Job):  Be sure that this section is not more than three to four 

sentences long and that it explains the level and basic nature of this job position. You will be outlining de-

tails of the job in the following sections. 

    Example:   

    An entry-level job position providing administrative support to a technology business with three employees.      

3.    Define the Duties and Responsibilities:  Write down all the tasks that the employee will be doing in this 

position. Be flexible in writing the duties and responsibilities to accommodate growth of the position. Be 

clear, concise, and complete. 

    Main duties include: scheduling appointments, giving information to callers, and generally relieving staff of 

clerical work and minor administrative and business detail.      

4.    Knowledge, Skills, and Abilities:  These are basic qualities that the employee should possess. They could 

include: 

    Knowledge of computer software, including: PowerPoint, Excel.   

    Skilled at performing multiple tasks simultaneously.   

    Ability to relate to people and make them feel comfortable.      

5.    Credentials and Experience:  List the level of educational and professional experience the person should 

have (possibly allow for additional experience to make up for the lack of an educational degree). 

    Minimum two years of college with coursework in business or related fields. Prior business experience desirable.      

6.    Special Requirements:  Anything that may not have been covered up until this point should go here. For 

example: 

    Frequent travel required to other universities and conferences.   

    Job includes some evening and weekend hours.   

    Ability to lift 15 lbs or more.        

SKILL MODULE 

19.1
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   Evaluating Job Prospects  
 Once you have a job description, you can use it to help you evaluate whether an individual would 

be the right match for the position and your small business. So what can you do to make sure you 

hire the right person for the job? This is probably one of the most difficult decisions you may be 

faced with making, especially since we are all not trained in the art and science of hiring employees. 

In making successful hiring decisions, rely on the information developed in your job description to 

identify the most important knowledge areas, skills, and abilities the ideal candidate should pos-

sess. Next, create the same specific questions that you will ask of all candidates that will clearly 

and behaviorally demonstrate to you that they have these critical factors. Do not simply accept the 

candidate’s word that he or she possesses a certain skill or knowledge base. Ask that person to dem-

onstrate the skill, solve a problem, or write or create something that clearly and concretely provides 

you with the proof you need to make an informed decision. 

  We recommend the behavioral-interviewing approach because it is one that entrepreneurs can 

do a good job on by themselves, and because the kinds of information it generates is something an 

entrepreneur can directly understand and relate to the applicant and the job in question. 

  You have heard of selection tests for jobs, and there are a variety of tests and simulations that 

can be used. However, these techniques usually require major up-front costs for training, validation, 

and the materials themselves. Work simulations hold many of the same issues, but are even more 

complex and costly. Either approach usually accounts for no more than 50 percent of the variation 

in performance among multiple candidates, and in real-world situations, often can account for only 

10 percent of performance. 22  So we focus on using a behaviorally based interview (along with ap-

plication forms and references) as the centerpiece of the selection process. 

  Develop questions structured like those shown in  Figure 19.3 . These use slightly different tech-

niques to obtain descriptions of situations the interviewee had encountered before. You will notice 

that the questions are designed so a “yes” or “no” answer is not applicable, and that most questions 

lend themselves to follow-up questions from you about the specifics of the experience. In the pro-

cess, you are observing how the candidate analyzes situations, how rationally or logically the situa-

tion is presented, and whether or not, to the best of your judgment, the person is being truthful. 

  If at all possible, consider involving one or two other interviewers (if possible from within your 

small business) to look at a candidate who seems promising. This helps you be sure that you under-

stand the individual as well as possible. In that way, you can all share your insights and impressions 

of the candidate. Furthermore, one interviewer can add an aspect to a question that another one (or 

even you as the owner) may have overlooked.  
  Finally, make sure you know enough about a candidate before you hire that person, and never, 

ever hire even a moderately qualified person just because you need someone now. You want to be 

sure you haven’t hired a problem. It can be long and painful to terminate someone and advertise, 

screen, interview and hire another person. Take your time to make sure you have the best person that 

best matches the position for your small business.    

 Selecting the Right Person 
 Imagine you have crafted the job description, sought candidates from several sources, and inter-

viewed the candidates using the same set of basic questions. If you are hiring your first employee, 

●    Interviewing can be a nerve-

wracking experience for both 

interviewer and candidate. As 

an interviewer, be prepared as 

fully as possible, with specific 

questions to ask and a clear 

communication of job details. 

See  Figure 19.3  to glean sample 

interview questions and start you 

thinking of additional questions 

you might want to ask in your 

own company setting. 

 Then compare the descriptions with those of other students. You might also try to find the official job description 

for an instructor from your school. When comparing your description with the other ones, consider the following: 

1.   How difficult was it to define and narrow the many responsibilities of the position?  

2.   Were there differences between your description and the actual description?  

3.   How many similarities were there between your description and the actual description?  

4.   If there were discrepancies, where were the “gaps” between the two?  

5.   As a small business owner, what can you do to ensure there is a mutual understanding between you and 

the employee in describing the job/position as your business grows?  

6.   How can you get both formal and informal feedback from employees regarding the job on a continual basis?    
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you probably learned a bit about yourself, your business, and your employee needs as you went 

through this process. You run a consulting business that helps local companies identify promising 

markets overseas. You split your time between your clients’ offices, learning about their businesses, 

and your own office, where you work up prospects using the Internet and phone. 

  You started looking for someone to handle the office phone and e-mail when you were out, and 

to prepare reports for clients and sales catalogs for overseas customers from the templates you’ve 

developed. As you started talking to prospective employees, you realized that you could go any 

one of several ways: (1) Since you have an orderly process, you could hire someone relatively 

 SMALL BUSINESS INSIGHT 

  I feel like my role is to connect the dots . . . I’m a conductor of a world class orchestra.  

 —Paige Arnof-Fenn 

 Paige Arnof-Fenn, founder and CEO of Mavens & Moguls, launched her company in 2001. Paige had worked with 

companies at all stages that needed expert marketing advice, including projects for start-ups, authors, profes-

sional service firms, the Sundance Film Festival, Merrill Lynch, Sprint, and Delta Airlines. With Mavens & Moguls 

she has assembled a team of marketing all-stars, the best people that she has encountered in her career across 

all marketing disciplines. They are spread across the United States and as far away as Bangkok. 

  As the sole business owner of Mavens & Moguls, Paige relies on her virtual employees to knit together the 

network of experienced professionals who have actually “done it” for the top companies across a variety of in-

dustries. Working from their own offices, homes, or other private work spaces, they provide marketing strategy, 

planning, and execution. The real mavens and moguls specialize in promotion, PR, direct marketing, media, 

pricing strategy, positioning, customer acquisition, and new product launches. In many ways, all the areas of the 

marketing mix are covered that can be used to build a brand and grow a client’s business. 

 Mavens & Moguls, a Marketing Strategy Consulting firm 24  

Remember: (1) You can replace “work” with “school,” “church,” “club,” or “dorm” depending on the 

experience you think the interviewee is likely to have. (2) Questions that ask what they have done give a 

better indication than questions asking what they would do.

1. Tell me about a time when:

 You worked effectively under pressure.

 You were creative in solving a problem.

 You had to deal with an irate customer.

  You were unable to complete a project on 

time.

2. Describe:

  One of your strengths and one of your 

weaknesses.

  Your three most important work-related 

values (and an example of where you 

demonstrated each value at work).

  A decision you made that was unpopular 

and how you implemented it.

  A time when you were tolerant of an 

opinion that was different than your own.

3. Give an example of: 

  A goal you reached and tell me how you 

achieved it.

  An occasion when you used logic to solve a 

problem.

  A time when you anticipated potential problems 

and developed preventive measures.

  A time when you had to make an important 

decision with limited facts.

4. The last time it happened, how did you:

 Adapt to a difficult situation?

  Persuade team members to do things your 

way?

 Overcome a major obstacle at work?

  Preserve your integrity when it was put to the 

test at work?

FIGURE 19.3

Typical Types of 

Behaviorally Based 

Interview Questions23

These help match the right 

person to the job based 

on questions tied to the 

demonstrated knowledge, 

skills, abilities, and 

experiences of the applicant.
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inexperienced (and inexpensive) and quickly get them up to speed doing the above tasks or (2) you 

could hire someone with more experience in international sales (and would need higher pay) who 

could actually handle finding overseas customers and negotiate pieces of deals while you are solicit-

ing more business. You have a top candidate for either approach. How do you decide? 

  Recall the idea of fit introduced earlier. As the owner, you decide how the firm should be run and 

what will be important. Both people seem nice enough and you think you could get along well with 

either one. So look at something different. Do you like your current pace of business? If yes, the in-

experienced person should help take off some of the stress you’re facing now, and will cost you less 

in wages, so is less of a burden. You should be able to grow your business at your own rate, but you 

will also be responsible for training and checking up on this person until she or he gets experienced 

in the job and your approach to it. 

  If you want to grow the business more quickly, the experienced person can be of more help. The 

experienced person should be able to do more things upon starting and learn new ways more quickly 

because he or she understands the underlying ideas of your industry, but that person will require 

more money from you and may have ideas about the best way to do something that do not match 

your preferred way. 

  Notice that a lot of the decisions about hiring really involve the entrepreneurs’ realization of what 

they want to see happen in the business. Sometimes this becomes apparent only by going through 

the hiring process. In fact, for first-time hiring situations, it can be a good thing to try someone in 

the job part time in order to have a chance to refine what you want to see in the job description and 

in the business. In other situations, making use of the probationary period mentioned earlier can help 

define the job’s potential end point, leaving you a graceful way out of having the wrong person in 

the job, or the wrong job described.    

  Training Your Employees  
 Of course, it would be great if employees came to work fully prepared to meet your business needs. 

However, most employees (even the most ideal new hires) need training. The time and money you spend 

teaching employees how to do their jobs could turn out to be your small company’s wisest investment. 

  To begin, you should first assess your small firm’s training needs from the perspective of the 

business, the job itself (job description), and the needs of the employees. This assessment will pro-

vide answers to the following questions: 

●    Where  is training needed? What key areas need the most attention?  
●    What  specifically must an employee learn in order to be more productive?  
●    Who  needs to be trained?    

 Once you have answered these questions, you can then design your training program. There are two 

different types of training: initial training and ongoing training. When employees first join your 

small business or start a new role, offering them the training they need to handle the position makes 

them feel valued, challenged, and rewarded. 

   Initial and Ongoing Training Methods  
 There are two broad types of training available to small businesses: on-the-job and off-the-job tech-

niques. Individual circumstances and the where, what, and who of your training program determine 

which method to use. 

      On-the-job training      is delivered to employees while they perform their regular jobs. In this 

way, they do not lose time while they are learning. After a plan is developed for what should be 

taught, employees should be informed of the details. On-the-job techniques include orientations, job 

instruction training, apprenticeships, internships and assistantships, job rotation, and coaching. 25  

  For on-the-job training in a small business, you need to stay abreast of all the jobs that need doing 

and define them so others can be trained in doing parts of the job. It is critical to design a job to make 

sure that nothing important is missed. To give you an idea on how to design on-the-job instruction 

that gives an employee a method to complete a certain task in a job, consider Skill Module 19.2, 

“Writing Instructions and Procedures.”  

LO4
  Learn about em-

ployee training methods and 

resources.

     on-the-job training  

 Delivered to employees while they 

perform their regular jobs; tech-

niques include orientations, job in-

struction training, apprenticeships, 

internships and assistantships, job 

rotation, and coaching.    
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 Writing Instructions and Procedures 26   

●    Give the instruction/procedure a clear heading that summarizes the task.  

●    Show clearly who does what.  

●    Start each step or instruction with a verb that tells the reader to do something: “Open the valve …” “Press 

the emergency button . . . .” “Tell your supervisor . . . .”  

●    Use a numbered list when the order in which tasks are to be performed is important. Use a bulleted list (like 

this one) when the order is not important.  

●    Put notes, warnings, and prerequisite conditions at the start, or  before  the list item to which they refer.  

●    Don’t mix instructions with conceptual information. Present any necessary background information before 

the instructions.  

●    Use a level of detail that is appropriate to your employees’ skill level and will ensure they will be able to 

know how to complete the job task.   

SKILL MODULE 

19.2

  Along with on-the-job training techniques, off-the-job methods such as lectures, special study, 

videos, television conferences or discussions, case studies, role-playing, simulation, programmed 

instruction, and laboratory training are all possible. Most of these techniques can be used by small 

businesses, although some may be too costly. 27  Other affordable and ongoing training methods can 

be less formal. In fact, training can be as simple as encouraging employees to meet regularly to dis-

cuss issues and share new ideas and perspectives. If your firm is large enough, you can also assign 

mentors to junior employees. Mentors give less experienced employees the opportunity to learn from 

seasoned veterans. Employees will be more comfortable in the face of new challenges if they know 

where to go for help. Mentors can inspire employees to strive for greater levels of success, help them 

channel their ambitions, and teach them new ways of handling ongoing problems more effectively.  

   Three Guidelines for Training 28    
1.    Give your employees opportunities to use their new skills:   Many small business owners 

complain that it is sometimes useless to train employees. Owners may argue that employees 

will take the knowledge and leave for a higher-paying job at another firm. While this may hap-

pen, small business owners can help prevent it. Once your employees are trained, give them 

opportunities to use their new skills.  

2.    Make training an ongoing process:   Good employees want to learn, and you should provide 

them with opportunities to do so. Give employees encouragement to talk to you when their 

learning curve goes flat and then find ways to provide them with challenges and the knowledge 

to meet them successfully.  

3.    Think of training as an investment (as opposed to an expense):   Many small business own-

ers hesitate to invest too much energy, time, or money in training employees. Feeling that the 

expense does not justify the end results, they choose instead to give new hires a crash course 

and then put them right to work. Results of that sink-or-swim approach include costly mistakes, 

unhappy workers, and low productivity.      

  Rewarding Employees  
  Congratulations! Your business is growing and you have hired your first employee(s), either full 

time, part time, or on a virtual basis. Most likely the hiring process was time consuming to ensure 

a perfect fit between your new employee and your company. So how are you going to retain your 

first employee and ensure you are meeting his or her needs? To retain productive employees and 

increase their job satisfaction, the simplest answer is to ask them what their needs are. Next, create 

an environment that appeals to them. 

  But when you do not have employees to ask, where do you start? Jill Kickul studied 23 owner 

promises, including everything from salary and health care to workload and opportunities for 

LO5
  Gain insight in meet-

ing employees’ needs and 

expectations.
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advancement, and distilled them down to five underlying factors, in order of most important to least 

important: autonomy and personal growth, rewards/opportunities, job security/responsibilities, ben-

efits, and facilitating work. 29  The full list is given in  Table 19.3 . 

  Salary rewards, bonuses, and perks were not as important to employees as autonomy and per-

sonal growth; job security and responsibility were less important than benefits. But small business 

owners often implicitly or explicitly communicate conflicting terms when making     psychological 

contracts    with employees. To avoid this, denote strict limits on what you promise employees and 

how and when those promises will be delivered. Put what you agree to in writing to prevent prob-

lems when it comes time to evaluate whether you’ve delivered on the contract. 

  Entrepreneurs need to make job offers and manage based on an    open-book policy   . If you work 

this way and your company hits a downturn and promises cannot be met, employees are less likely 

to react badly since they have a better understanding of the firm’s situation. Five factors are most 

valuable to employees: 

1.    Teamwork:   Fostering a sense of teamwork allows people to interact with one another on a 

professional level. Sharing ideas, working toward a common goal, analyzing one another’s 

work, and communicating cross functionally help build stronger professional bonds which in-

crease a sense of belonging and company fit.  

2.    Recognition:   Showing appreciation for a job well done or giving credit to an employee who 

introduced a great idea can go a long way in making your employee feel valued. Recognition 

     psychological contract  

 Refers to employees’ beliefs about 

the promises between the em-

ployee and the firm. These beliefs 

are based on the perception that 

promises have been made (e.g., 

competitive wages, promotional 

opportunities, job training) in ex-

change for certain employee ob-

ligations such as giving of their 

energy, time, and technical skills.    

     open-book policy  

 Concept that key employees should 

be able to see and understand a 

firm’s financials, that they should 

have a part in moving the numbers 

in the right direction, and that they 

should have a direct stake in the 

strategy and success of the firm.    

TABLE 19.3 23 Rewards Offered Employees 
of Small Businesses

Factors Psychological Contract Items

Autonomy and growth Meaningful work

Challenging and interesting work

Participation in decision making

Freedom to be creative

Opportunity to develop new skills

Increasing responsibilities

A job that provides autonomy and control

Recognition of accomplishments

Career guidance and mentoring

Benefits Health care benefits

Vacation benefits

Retirement benefits

Tuition reimbursement

Rewards and opportunities Opportunities for promotion and advancement

Opportunities for personal growth

Pay and bonuses tied to performance

Job training

Continual professional training

Job security and work responsibilities Well-defined job responsibilities

A reasonable workload

Job security

Work facilitation Adequate equipment to perform job

Enough resources to do the job

Source: Jill Kickul, “Promises Made, Promises Broken: An Exploration of Employee Attraction and Retention Practices in Small Business,” Journal of 

Small Business Management 39, no. 4 (October 2001), p. 325, based on factor scores. Reprinted with permission.
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can be given in person, by voice mail, through e-mail, or written in a memo or letter. You can 

also incorporate a reward system. Do you have star performers? Increase their motivation by 

recognizing their accomplishment with a certificate, plaque, or personal bonus such as a dinner 

or movie gift certificate. This will help them to feel valued for their hard work and dedication 

and encourage them to continue this behavior. 30   

3.    Training:   A common reason people leave a company is if they feel they are not developing 

professionally. Providing learning opportunities at every level of the organization through on-

the-job training or professional training will increase your employees’ capabilities, allow them to 

expand their job responsibility, and help to increase job satisfaction. Commitment to employees’ 

development and growth is one way to ensure an employee is growing and will stay longer. 31   

4.    Empowerment:   This means letting employees make on-the-spot decisions for the companies’ 

best interest. Making empowerment work requires giving employees permission to act, the 

knowledge to act, and the skill to act. 32  When empowerment works, it increases employees 

personal feelings of responsibility and increases their commitment to the company.  

5.    Contribution:   Providing meaningful work for employees gives them the feeling or belief that 

the day’s work was a valuable contribution to the company and that they made a difference. 33  

Employees have to believe that the decisions they make and the work they perform have a 

 direct impact on the product or service you provide. 34     

  Although not included in the study, another key element on which the other factors depends is 

communication. Open communication is vital for new employees. Share your vision and the mission 

of the business. To be sure your employees feel valued, it is important to make time to talk about the 

direction of the company. Make sure  you  understand how they see what you have said and what they 

think you have promised. 35  To do this, you can have a casual conversation while working side by 

side. Or find time to schedule brief one-on-one meetings to make sure the conversation takes place 

and the message is understood. Employees want to know what the company is trying to do, where 

it is going, and what it stands for. 36  After you have communicated the goal of the position and your 

expectation of their performance during the hiring process, follow up with feedback on a consistent 

basis regarding their performance. And ask how they personally prefer to communicate and what 

they need in their work environment to maximize their productivity. 

  Increasingly, small entrepreneurial companies are implementing formal performance appraisals. 

Reviewing employees’ performance is an ongoing process. Owners and managers need to com-

municate with employees and give year-round feedback to employees on the job regarding perfor-

mance and company goals. Before conducting a formal review, it is important to understand that 

there are two parts to a review: (1) the performance review and (2) the pay review. These reviews 

should be held at different times of the year. The performance review typically occurs once a year 

to monitor your employees’ job satisfaction, overall performance, and set career objectives. The 

goal of the performance review is to identify employee strengths, formally recognize performance, 

set goals to utilize the skills identified as strengths, and set direction for the upcoming year. It is 

also a time to identify areas of development and communicate with employees concerning how you 

will support them and the necessary steps they need to take to develop identified areas. It is a time 

to plan and set goals for the year ahead and to review work from the year past. The goal of the pay 

review is to reward your employees if they have performed all duties and met general requirements 

as discussed in initial job description conversations. 

  Small business owners with fewer than five employees may find formal performance reviews un-

necessary or impersonal—taking away the strength of a small firm. But it is a good idea to conduct 

written reviews to track employee performance. This gives you an out if their performance becomes 

unsatisfactory after coaching or retraining. To successfully conduct an employee review, you should 

have a clear understanding of the position. 37  Next you should create a list of questions and issues that 

will be discussed in preparation for creating an evaluation sheet. 38  This list can include what the cur-

rent responsibilities are, how well they are performing in the identified responsibilities, what needs to 

be improved or learned to be successful in position, and where employees are headed in their career. 

The evaluation sheet should include open-ended questions for the employees to fill out regarding job 

performance, strengths, areas of development, and what gets in the way of accomplishing the job. 39  For 

a sample appraisal and type of questions you may want to begin with, go to   www.bizhelp24.com  . 
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  An appraisal form should be filled out and returned to you before the scheduled performance re-

view so that you can learn the employees’ goals, interests, and self-evaluation when you are crafting 

your comments. 40  Your comments during the review should address how the employee can grow, 

improve, and build on his or her current set of successes to contribute to the company, what you can 

do as a leader to provide resources, guidance, and opportunities, and what the individual needs to do 

on his or her own to continue to grow and succeed. 41    

  Compensation, Benefits, and Perks  
 One of the first steps in developing a compensation plan is to determine your organization’s salary 

philosophy. Do you believe in raising the level of base salaries in your organization or do you ap-

preciate the flexibility of variable pay? A small business, with variable sales and income, may be 

better off controlling the levels of base salaries. When times are good, the business can tie bonus 

dollars to goals achieved. 

  The next step is to find comparison factors for salary. Research the salary range for similar posi-

tions and job descriptions. Determine whether you are competitive with organizations of similar size, 

sales, and markets. If you can find companies in the same industry, especially in your area or region, 

that is another good comparison source. You can check salary surveys and want ads, and scout out 

competitors to see if they are underpaying or overpaying their employees. You can get a start by 

searching Google for “salary comparison.” Probably the best-known site for comparison information 

is Salary.com shown in Skill Module 19.3 and on the Online Learning Center. You can get the same 

report without registering by using  hotjobs.yahoo.com . Paying too much is an unnecessary drain on 

your resources, but paying too little will make it difficult for you to find and keep the best people. 42   

LO6

  Learn how to develop a 

fair compensation and ben-

efit plan.

SKILL MODULE 

19.3

 Finding Local Salaries and Benefits Information Online 

 There are two possible sources of online information on salaries and benefits specific to your locality. One is the 

state employment security office for your area. The best list of state offices is found at the Job-Hunt.org Web site 

(  www.job-hunt.org/state_unemployment_offices.shtml  ). When looking at the state sites, the information you 

want is typically under “Employers.” You will be looking for salary data. If it is not apparent, and the site has a 

search function, enter “salary data” in the search box to track it down. 

   Salary.com  offers a wealth of information on salary and benefits, organized by type of job and locality. Over the 

years, more and more of its information has become available only for a fee, but basic information remains free and 

useful. Let’s pick Provo/Mammoth, Utah (zip 84601) as our location and “retail cashier” as our position of interest. 

    

 The resulting page gives you several job positions. Choose the one which says “Retail Cashier—Full-Time.” 

Below the description are four choices. As a potential employer, you want the report “For Employers: Base Salary 

Range (Free).” The resulting report has three panels. The first one gives you the range of the salary by percentile 

(a 90th percentile means 90 percent of people have lower numbers, and 10 percent have higher). To get the 

median (50 percent of people above, 50 percent of people below this level) salary for the position, look at the tab 
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labeled “Benefits.” Click on this and you will find the median salary as well as the median additional amount of 

money spent by the employer to provide the benefits typical in that zip code. 

    

    

 As a potential employer, you need to keep both the base salary and the total salary in mind. Often potential em-

ployees screen jobs based on the base salary, so it is important to offer a competitive wage. But as an employer, 

that position can cost you as much as the total wage, which can be from 25 percent to even 50 percent higher 

than the base wage. 

  The last place to check online is the Living Wage Calculator at the Pennsylvania State University (  www.living-
wage.geog.psu.edu  ). A     living wage    is the amount needed for a person (or family of a particular size) to meet 

the basic necessities of life from a single job. In Provo, Utah, the 2009 living wage for one person was $16,783, 

so the median salary for a cashier given above does put the person about $180 a month above the poverty level. 

That is around $6 of spendable cash a working day over basic needs. For a person just starting out, with no family 

responsibilities, the median cashier’s job may not be a bad one, for awhile. 

  When deciding on a wage, it is important to remember that some benefits are required, like Social Security 

and Disability, while others may be up to the entrepreneur’s choice, like health care or retirement plans. If you 

expect the job you offer to be the employee’s full-time job, it is important, and when you think about it, only fair, 

to make sure you cover their basic needs. 

     living wage  

 The amount needed for a person 

(or family of a particular size) to 

meet the basic necessities of life 

from a single job.    
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  Moreover, salary should be tied to a person’s skills and experience. Subsequent increases need 

to be based on an employee’s performance, value, and contribution to the small business. Use the 

information from the employee’s performance appraisal form to help you determine the appropriate 

increase. You will also want to consider percentages of increase in salary in similar jobs in your 

local area. 43  

   Bonuses and Long-Term Incentives 44   
 Employee bonuses, usually paid in a single lump at the end of the year, are one way of providing 

performance incentives. Profit-sharing plans, stock options, or stock grants not only provide long-

term incentives to employees, but they can also help retain valuable team members through your 

small business start-up phase. However, you also may want to consider these options once you are 

beyond the start-up phase and have stability in your business earnings overall.  

  Health Insurance 45  
 Employer-sponsored health insurance is fairly standard among medium-sized companies, but not 

among small businesses. While an employer-sponsored plan saves employees money and gives 

them peace of mind in knowing that they won’t be denied coverage, it is not always affordable to the 

small business owner.   However, providing insurance to your employees sends the message that you 

care about their health and the health of their families. To minimize costs, consider having employ-

ees pick up part of the tab. Employees who have coverage through a spouse may want to opt out of 

a plan, particularly if there’s a cost associated with it.   

Provo City, Utah County, UT
Population 105,166

Typical Expenses

These figures show the individual expenses that went into the living wage estimate. Their values vary by 

family size, composition, and the current location.

One 

Adult

One Adult, 

One Child

Two 

Adults

Two 

Adults, 

One Child

Two Adults, 

Two 

Children

Monthly Expenses:

 Food $232 $378 $448 $594 $740

 Child Care $0 $572 $0 $572 $1,012

 Medical $76 $151 $152 $227 $302

 Housing $571 $667 $571 $667 $667

 Transportation $232 $397 $464 $629 $794

 Other $188 $369 $376 $557 $738

Monthly After-Tax Income 

That’s Required $1,299 $2,534 $2,011 $3,246 $4,253

Annual After-Tax Income 

That’s Required $15,588 $30,408 $24,132 $38,952 $51,041

Annual Taxes $1,195 $2,158 $1,808 $2,839 $3,628

Annual Before-Tax Income 

That’s Required

$16,783 $32,566 $25,940 $41,791 $54,669
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   Retirement Plans 46   
 401(k) plans have become popular because they are relatively easy to administer and are less 

expensive than traditional pension plans. Many employees like these plans because they maintain 

some control over the amount of their contribution and how the money is invested. Most small 

companies try to put some kind of savings or 401(k) plan in place, even if they don’t contribute 

money to them. Other incentives that you may want to consider include time off and flexible 

schedules such as holidays, vacations, sick days and personal days. An employer unable to offer 

competitive salaries may close part of the gap by offering more time off or flexible work hours. 

Some employers make no distinction between sick, vacation, and personal days and allow employ-

ees a set number of days off each year to be used at their discretion. This prevents employees from 

abusing sick days and keeps employees from feeling that they need to lie when a child is ill or a 

personal emergency arises.  

   Perks  
 Perks is short for perquisites, and refers to the privileges, services, or even tangible items given to 

employees as part of the overall compensation and benefits package. Perks is a great way to provide 

short-term boosts in motivation—in effect a psychological pick-me-up. Good perks do not have to 

cost a lot; in fact, some perks can be powerful, even if free. Consider the list of perk ideas given in 

 Table 19.4 . 

  The rule of thumb is that perks like these should take no more than 3 percent of the annual per-

sonnel budget. That said, a bagel and coffee breakfast for your staff may be a very inexpensive way 

to say you care about them, as well as being a great way to position them for a more productive day, 

and in the long term, that is what compensation and benefits are supposed to achieve.    

 Today a tiny percentage of small business employees are members of labor unions. A labor union is an orga-

nization of employees that usually work for the same employer at the same workplace. Labor unions try to get 

a “ collective” contract for their members. The labor laws governing unions can be very complicated. If you are 

faced with a union organizing drive, you should contact a labor lawyer immediately to make sure that your re-

sponse to the organizing drive is legal. 

  If your employees belong to a labor union, they probably already made a “union contract,” which is also called 

a “collective bargaining agreement” with you. This agreement and contract covers wages, working conditions, 

and procedures for complaining about problems on the job. 

  Union contracts usually provide that employees cannot be fired, suspended, or disciplined without “good 

cause.” This rule is usually found in a section of the contract titled “Grievance Procedure” or “Discipline.” If 

an employee thinks you didn’t have “good cause” to fire or discipline, he or she generally contacts the union. 

The union may decide to file a grievance for the worker against you. If the union files a grievance against you, 

you should see an attorney who specializes in labor law, who should help you decide how to defend against the 

grievance. If you have questions about labor unions, contact a business lawyer near you, or you can start some 

of the research yourself by contacting the U.S. Department of Labor,   http://www.dol.gov/compliance/  . Its 

main goal is to help employers and employees comply with Department of Labor laws and regulations as well as 

to give you additional information related to your state’s laws and compliance issues specific to managing and 

operating your small business. 

 Labor Unions 

 THE THOUGHTFUL ENTREPRENEUR 
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  Entrepreneurial Leadership  
 In most general management and business classes, when we talk about “leadership,” what we really 

mean is administration. In fact, the two key factors in traditional leadership theories are task and person. 

If you are getting the job done, and you are keeping your people happy with each other and the firm, 

then you have achieved the primary goals of “leadership.” Neither one of these key factors does much to 

explain what we commonly think of when we talk about leaders like Washington or Iacocca or Jobs. The 

disconnect is exactly the difference between everyday administration of your team and project, and that 

beyond the regular increment of energy that we imagine around people with entrepreneurial leadership. 

  Leadership is essential to the growth of any small business. If you intend to have employees, you 

need to be able to provide the skills of the entrepreneurial leader. In any year, about 75 percent of the 

businesses in the United States consist of only their owner. There are no employees. This remains 

true for most one-person businesses, and when larger small businesses are studied, we often find 

that businesses freeze their employee growth at particular levels. Some of this can be explained by a 

desire to avoid ever-increasing levels of federal and state laws, with their complexities and costs, but 

an even more powerful reason is that many entrepreneurs realize that there is an optimal size of firm 

for them to manage. It is central to your evaluating your potential for entrepreneurial leadership. 

  Entrepreneurial leadership looks at how you operate as the chief executive of your business. It 

has three key components over and above task and person—innovation, operation, and inspiration. 

Innovation is the idea that we look to the leader of a small business as its key visionary. The owner 

should be the person thinking about the future of the business, how to compete better, how to grow, 

what next new thing should be tried. Employees can contribute ideas, but in the end, the boss is the 

key to innovation. If you spend all your time worrying about today and spend no time thinking about 

tomorrow, eventually your business will lose. 

  Operation is often the scariest of the three components—although it is the one most closely re-

lated to the task and person elements of administrative leadership. Operation refers to the ability to 

manage the business as it grows. Some people have trouble delegating. Those people often feel out 

of control when they start to employ others, and the business suffers as a result. They may not know 

how to delegate, or even if they do, they want to rush in and take over when things “go bad” (i.e., “It 

was not done the way  I  would have done it.”), and thus undermine the employees. Some bosses are 

TABLE 19.4 Innovative Low-Cost and Free Perks 
for Your Employees47

● Time-off and flexible scheduling (esp. for families with children and elderly at home).

● Arrange discounts with local merchants for your employees.

● Offer free seminars onsite (your insurers, banks, and HMOs will often do this for free).

● Arrange pickups and deliveries at your location for your employees (like dry cleaning, auto cleaning, etc.).

● Offer supplemental services administered through payroll—but paid for by the employee (e.g., supplemental 

health insurance or retirement programs, prepaid legal services, etc.).

● Offer credit union memberships.

● Let employees buy excess inventory at a big discount.

● Special days (work from home days, family days, community service days, bring your dog days, pizza lunch 

day, etc.).

● Offer a group perk like two tickets to a movie that weekend.

● Free car washes in the lot (detailers will charge around $5 per car for external washes bought in bulk).

● Let employees expense work clothing bought for sales efforts.

● After-work party.

● Bring a continental breakfast for all.
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just so personally disorganized that it can be difficult to explain or find or share with others the key 

information of the business, and so the business is locked inside their heads or on their piled-high 

desktop. If you have employees and they are unhappy, the most likely problem is one of operation. 

  Inspiration is the third component, and stems from the very reasonable expectation among employees 

and customers that the entrepreneur should be the business’s biggest booster and champion. If you do not 

have 100 percent iron-clad belief in your business, its product and services, its people, and your ability 

to make it all work, how can anyone else? While the ability to deliver a stirring speech is an admirable 

inspirational skill, it is not necessary. Speaking quietly from the heart can work just as well, as long as 

it is apparent that it  is  from the heart, and it is backed by your own passion. Think of basketball coaches 

Phil Jackson and Bobby Knight. Both inspire, but one is quietly intense, and one is loudly bombastic. 

  How do you know if you have what it takes in terms of entrepreneurial leadership? Your past 

experience is the best indicator. If you have been a leader of teams, study groups, shifts at work, or 

church projects, and people seemed to get the job done and liked each other and you—you probably 

have what it takes to cover the operation. If you could keep them working when problems arose or 

times were tough, then you probably have what it takes in terms of inspiration. 

  If you have not had these sorts of opportunities, college is a great place to get them—in classes, in 

student organizations, and at work. If you have had these opportunities and they have not been posi-

tive, then you want to enroll in workshops and classes on leadership and supervision, and develop the 

behaviors you need to be successful. You can test out how well you are learning by volunteering to lead 

on and off campus. Innovation, the third component, is often easy for entrepreneurs because the process 

of creating and growing a business is a natural application of the innovative component of leadership.   

  Human Resource Issues 
in the Family Business  
 Family business is a catchall covering tens of millions of firms. In fact, some researchers estimate 

that 95 percent of all businesses are indeed family businesses. 48  From a one-person business with 

occasional infusions of free help from family members to larger family firms employing multiple 

generations of family members along with nonfamily employees, there are two key human resource 

management issues that continually surface in family businesses: striking a balance between nepo-

tism and meritocracy as well as managing privilege. There are basic human resource management 

“best practices” that help whether the business is a family firm or a business with no family ties 

which get covered next, with a moment spent revisiting the issues of managing compensation and 

benefits within the family business and the family. 

  Nepotism, Meritocracy, and the Family Business 
 As a family business owner, you need to make a decision about how you feel about two ideas that at 

first do not fit easily together—nepotism and meritocracy.     Nepotism    is the management philosophy 

of selecting and promoting people based on family ties. Nepotism’s advantages are involving people 

you know and hopefully trust in your business, being able to involve the person more completely 

(in terms of work time and family time) in the business, and having loyalty and support from your 

worker and their family in return.    Meritocracy    on the other hand is the management philosophy of 

selecting and promoting people based solely on their being the most capable person for the job. 

  When the family member is also the most capable person for the job, the two philosophies live in 

harmony. But what if you want to hire your son as manager and hopefully heir to the business, but 

there is a more capable person available to you? If you can afford to employ and use both, you may be 

able to eventually create a strong top management team using both people. If you can only afford to 

hire one person, this is when you have to make a hard decision as to which philosophy wins out. 49  

  If you are extremely lucky, your family member might make life easy by saying that you hired 

the best person and that is the best for all in the long run. But it is just as likely that hiring merito-

cratically is seen as showing no loyalty to kin, and results in estranged relationships in the family. 

In a family business, if the family is stressed out, it almost always spills over into the business in 

negative and sometimes disastrous ways. 

  Sometimes it is important to recognize that “good enough” may well be just that. If the family 

member is good enough to do the job well (but perhaps not as well as the nonfamily candidate), 

LO7
  Understand the com-
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within your business.

     nepotism  

 A management philosophy of 

selecting and promoting people 

based on family ties.    

     meritocracy  

 A management philosophy of 

selecting and promoting people 

based solely on their being the 

most capable person for the job.    
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hiring from the family may well make the most sense in the long run, to build the family and the 

family business. It is one situation where it might make sense to favor a slightly nepotistic philoso-

phy over a strictly meritocratic one. 

  If you make that nepotistic decision, what you as the decision maker must do is avoid compari-

sons of the family member you hired to the “one that got away.” It is your job to make every em-

ployee, including family members you hire, best able to contribute to the business. Part of being the 

boss is taking responsibility for your decisions, especially when that is difficult. 50  

  The nepotism vs. meritocracy issues also comes up when the child of a family business owner 

considers coming into the family business. If this happens right after graduating, the nagging ques-

tion for the owner, the potential heir, and the employees is whether the young person gets ahead 

because of his or her skill or family tie. The answer to this is simple and often highly beneficial to 

everyone—work somewhere else first. 51  

  In particular, seek a job in a related industry, or with a customer, or even with a competitor with 

whom your family’s business is friendly (e.g., a similar company operating in a different market). A 

job in one of these areas will give you insight into groups important to your business. It can expand 

your contacts in key areas like new customers or suppliers, and it can help you learn new ways of 

getting things done to bring back to the family business. 

  If you take a job elsewhere, and do a good job there, you return to the family business a proven 

winner in a more objective situation. You know you have done well, your new fellow employees 

know it, and your boss knows it. It helps by giving you a stronger basis for what you say, and what 

you say you are worth.  

   Managing Privilege  
 Nepotism has the potential to play a role in the everyday operations of your business and its human 

resources activities. In fact, many entrepreneurs purposely create a family business in order to give 

their family members jobs, a sense of purpose, incomes for now with the possibility of future owner-

ship, and the privileges of flexibility. Part of the advantage they imagine for a family business is that 

it can accommodate family needs better than an impersonal, nonfamily business. So the boss’s son, 

who works in the family business, needs time off to coach the grandson’s hockey team. In a family 

business, a doting grandparent can give the time off. You can see how this could be great for the 

family, but come across as unfair to nonfamily employees. 52  

  There is a way to handle this which is easy to say and hard to do—separate family and business. 

In those everyday occurrences at work, family members should be treated just like anyone else, with 

no special status or privileges. Making decisions based on what is best for the firm (a meritocratic 

philosophy) and what is fair to other employees (the basic idea of equality) is a great way to operate 

if you can do so without totally alienating your family. 

  Giving all employees similar privileges, or denying favorable treatment to your family are the 

options most likely to work overall. When looking at “similar privileges,” realize that they do not 

have to be identical. Letting family and nonfamily members pick and choose from a set of privileges 

or benefits helps create a situation where people in the firm can opt for working (or not working) in 

a way that best fits with their needs. 

  Sometimes, the opposite can happen. Some owners hold expectations that their family should 

work longer and harder than anyone else, because, after all, it is the family’s business. 53  If the family 

members are working harder without the promise of eventual ownership, they are unlikely to upset 

nonfamily members. If those family members are believed to be making a down payment of sweat 

equity for future ownership of the firm, there is a greater possibility of negative employee reaction, 

since the family members’ harder work looks like it could have a large payout in the future. Real-

ize that such situations reflect the creation of a type of career ladder—a sequence of increasingly 

responsible positions—for family members, with ownership at the top. 

  In the end, while employee ownership is a possibility (and is discussed as one of the options for 

firm endings in Chapter 20), it is a rare event. Family firms most often stay in the family. But to 

treat family and nonfamily as similarly as possible, it becomes especially important to create career 

ladders for nonfamily members. These may not lead to ownership, but can lead to increased skills, 

responsibilities, and income. Having career ladders for all employees is a way to help minimize the 

differences and show how important every employee’s contribution is seen to be. 
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  While talking about handling employees, let us jump from the best to the worst. Have you heard the 

phrase “With privilege comes responsibility”? Where that applies in a family business is when other fam-

ily members want to saddle your firm with family members who are not a good fit to your business. 54  

  If you can find a place where their skills would be a good fit, then you may be able to sidestep 

a problem. There is another old saying that “For every pot, there is a lid,” and that may be the best 

solution. If you end up saddled with this person, consider putting them to work where they can do 

the least harm to the business and to your employees. Also, since the family may have guilted you 

into hiring the person, don’t be shy about reversing the process to guilt those same people into help-

ing you make the new family employee toe the line. Obviously, if mentoring, coaching, or training 

can work to help them do well, those are great ways to resolve a tricky problem.  

  In the end, disciplining and even firing the relative may be necessary. “Sometimes people think just 

because they’re family, they can take advantage of the rules,” says Leon Eastmond, president of A. 

L. Eastmond & Sons Inc., a second-generation, family-run boiler/tank manufacturing and repair com-

pany in New York City. “But I won’t tolerate such foolishness. Business is business, and I tell them 

that I don’t dictate the terms of their behavior; the business does. If they don’t act properly on the job, 

they’ll be on a slippery banana with this company—even if they’re members of the family.” 55   

  Good Human Resource Practices for All Businesses 
 As you have seen, there are times when a family business may need to reflect a bit of nepotism but 

that we recommend a general philosophy of meritocracy in handling employees, both family and 

nonfamily. This is true for most of the key elements of a good Human Resource (HR) approach. The 

professional way to craft a consistent HR process depends on a set of key elements: 56  

●   Transparent procedures with consistent application: There should be procedures in place to 

handle the major human resource activities of a firm. They should be publicly known and they 

should be consistently and fairly applied.  
●   Job basics: The basics for every job should consist of the job description, which we talked 

about earlier in the chapter. The version of that job description used after the hire should also 

explain how this position relates to other jobs, so all people in the firm can be sure what is (and 

is not) the individual’s responsibility.  
●   Job metrics: It should be possible to objectively evaluate how well someone is doing their job. 

It is ideal if the metric is clear enough for the employee to be certain that they did the job well 

or poorly. Note that metrics are not just for after the job. Knowing the metrics to be applied 

help employees know what is expected on the job.  
●   Task repair: People will make mistakes. That is true of everyone in business. When that hap-

pens, are there processes in place to help the mistake-maker learn what went wrong, and how to 

do a better job the next time? Knowing that learning (even trial-and-error learning) is a part of 

the job helps them feel less threatened and helps employees take the initiative when needed.  

●    When it is working well, 

having multiple generations 

together in a family business is 

a great experience. What sort 

of HR actions are most likely to 

minimize problems in a family 

business? 
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●   Lines of communication: Even good employees can have a valid complaint about something 

in the firm and need an outlet to express their views. This can be as simple as a suggestion box 

(wooden or electronic), an open-door policy to hear complaints and suggestions, a special time 

set aside with your people to talk about their ideas and issues, or an ombudsperson or go-between 

who confidentially receives the complaints and suggestions and forwards them to the owner.  
●   Clear termination rules: Mistakes can happen, and will. Some will repeat, and if they do, it may 

be necessary to fire someone. Other mistakes will be so enormous that firing the person respon-

sible may be the only way to save the firm. When firing is necessary, are the reasons for it clear 

to all? Are the rules and procedures used known to all, and applied the same way to all people, 

family and nonfamily alike? Firing is emotionally difficult for everyone, but having procedures 

that are known, known to be fair, and followed consistently help the process go more smoothly.  
●   Lines of appeal: Lines of appeal means having a way for the person who has failed to meet 

a metric, or made a mistake, or is facing firing to have their side of the story heard. In small 

businesses this can be tough since the owner might be the disciplinarian. In such cases, having 

a trusted employee (or even an entrepreneur outside the business who knows the business and 

people and is trusted by the owner) serve as the go-between can help.     

   Dividing Up Ownership and Dividends  
 Family businesses can also add complexity to compensation and benefit packages. This typically 

occurs when family members working in the business receive a compensation or benefits package 

which looks like it was modeled after the owners’ packages instead of the other employees’ pack-

ages. For example, owners of corporations often receive the base of their compensation as a salary 

as the CEO of the corporation. In addition, they receive a dividend from the corporation based on 

company profits and amount of stock owned. 

  Family members working in the business may also receive a similar package, which raises their 

annual salary above nonfamily employees in similar positions. The best ways to handle this are to 

create profit sharing plans or a bonus system for nonfamily employees based on performance. 57  

These approaches help give everyone in the firm a stake in the outcome and a tangible benefit for 

good performance. There is often a temptation to declare salaries and dividends secret and assume 

you are done with the problem, but in reality few pay plans are secret, and HR-related secrets in 

most businesses are usually counterproductive. 

  The benefits problem is tougher to solve. Today, with health benefits so costly and so important 

to people, family businesses can end up with different levels of health care benefits for owners and 

employees. That type of difference is a bit easier to take than differences between family and non-

family employees, since the health of the business directly depends on the health of the owner, not 

necessarily the other family members. 

  Obviously the best solution is treating family and nonfamily members the same. There are sev-

eral possible ways to do this. Offering the higher level of benefits to all employees at a subsidized 

rate may make it easier for family members to get a superior benefits package without discrimi-

nating against other employees. Along these lines, the cost of these higher level of benefits can 

be paid for employees who are family members using money from the owner’s or family’s stock 

dividends. 

  You may notice that a recurring theme in this section is to treat people as close to the same as 

possible, and to be transparent and open in policies and communications in general. 58  That open, 

transparent, equal, and communicative approach is essential to a successful HR policy in the small 

business or family business. The natural human resource and competitive advantage of a small or 

family business is realized when the firm treats all of its people “like family.” That usually reflects 

a personal touch, a focus on personal needs, and the flexibility to treat people equally well, even if 

that does not mean treating each person identically (which is how big businesses end up applying 

the idea of “equal treatment”). Small businesses and family businesses, especially in their early 

years, may not be able to afford the compensation and benefit packages of larger businesses, but 

they often have exceptionally loyal and hard-working employees. Why? Because that “like fam-

ily” atmosphere in the small or family business makes a tremendous difference for good in a lot 

of employees. That atmosphere is driven more by open communication and personal concern than 

through other policies or payouts. That is why the key to successful human resource management 

in every type of small or family business rests with open communication.     
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   CHAPTER SUMMARY 

 Explore the decision to hire full-time or part-time help.  

●   There are many additional expenses to having a full-time 

employee as opposed to a part-time employee. You need to 

consider the pros and cons and expand cautiously.  

●   The cost of adding an employee includes compensation, 

 training time, employee taxes, and accounting costs.  

●   Whether you hire a part-time or full-time employee, it is 

 important that the employee values your company’s mission.   

 Understand how to recruit good employees on your 

budget.  

●   For the small business owner, there are inexpensive, alternative 

methods to consider in attracting and recruiting key employees.  

●   Networking, Internet recruiting, employee referrals, and 

 company Web sites are several ways to look for talent for your 

small business. Also consider bartering and internships for 

part-time employees.  

●   Hire virtual employees that have experience with being self-

motivated and disciplined, including former consultants and 

freelancers who are accustomed to dealing with deadlines and 

working independently.  

●   As you manage your virtual employees, make sure to spend 

time developing a system of task lists, schedules, and goals 

with varying time frames and clear deadlines.   

  Know how to match the right person to the job.  

●   The first step in hiring is writing a job description that dis-

cusses and reveals all the essential knowledge, skills, and 

abilities that are needed to fill the position.  

●   Use the job description to help you evaluate whether an indi-

vidual would be the right match for the position and your small 

business.  

●   Use the information developed in the job description to identify 

the most important knowledge areas, skills, and abilities the 

ideal candidate should possess. Next, create specific questions 

that you will ask of all candidates that will clearly and behav-

iorally demonstrate to you that they have these critical factors.   

 Learn about employee training methods and resources.  

●   To begin, you should first assess your small firm’s training 

needs from the perspective of the business, the job itself 

(job description), and the needs of the employees.  

●   There are two different types of training: initial training and 

ongoing training.  

●   There are two broad types of training available to small 

 businesses: on-the-job and off-the-job techniques. Individual 

circumstances and the where, what, and who of your training 

program determine which method to use.   

 Gain insight in meeting employees’ needs and 

expectations.  

●   Factors conducive to a positive and rewarding work environ-

ment include communication, teamwork, recognition, training, 

empowerment, and contribution.  

●   Increasingly, small entrepreneurial companies are implement-

ing formal performance appraisals. Reviewing employees’ 

performance is an ongoing process.  

●   The performance appraisal sheet should include open-ended 

questions for the employee to fill out regarding job perfor-

mance, strengths, areas of development, and what gets in the 

way of accomplishing the job.   

 Learn how to develop a fair compensation and 

benefit plan.  

●   One of the first steps in developing a compensation plan is to 

determine your organization’s salary philosophy. The next step 

is to find comparison factors for salary. Subsequent increases 

need to be based on employee performance, value, and contri-

bution to the small business.  

●   Employee bonuses, usually paid in a single lump at the end 

of the year, are one way of providing performance incentives 

(consider also profit-sharing plans, stock options, or stock 

grants early or later on).  

●   While an employer-sponsored medical insurance plan saves 

employees money and gives them peace of mind in knowing 

that they won’t be denied coverage, it’s not always affordable 

to the small business owner.   

 Understand the complexities of managing family 

within your business.  

●   The family business owner needs to strike a balance between 

nepotism and meritocracy with which they can live.  

●   Treating everyone in the business the same is the best 

approach for minimizing the problems arising from favoring 

family members.  

LO1

LO2

LO3

LO4

LO5

LO6

LO7
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●   Having open and transparent human resource policies and 

practices can help family and nonfamily businesses run more 

effectively.  

●   In all businesses, open communication is the key to effective 

human resource management.    

  KEY TERMS  

  employee fit, 608  

  probationary period, 609  

  Internet recruiting, 612  

  employee referral, 612  

  virtual employees, 613  

  job description, 614  

  on-the-job training, 619  

  psychological contract, 621  

  open-book policy, 621  

  living wage, 624  

  nepotism, 628  

  meritocracy, 628    

  DISCUSSION QUESTIONS 

 1.    As a small business owner, you will most likely have the opportu-

nity to hire either part-time or full-time employees. What do you 

need to consider in determining which one will be best for you 

and when to hire the first or another employee for your business?  

 2.   Whether you hire a part-time or full-time employee, in what 

ways can you ensure that each type of employee knows and 

values your company’s mission?  

 3.   While a smaller firm can actually outperform large businesses 

in attracting high-quality employees, how can you communi-

cate to the job market the multiple benefits of working within 

your firm? How can you get the word out about these advan-

tages in a cost-effective manner?  

 4.   What are the multiple benefits of hiring virtual employees for 

your small business? What are some of the ways to manage 

and foster productivity among your virtual employees? Are 

there any drawbacks to these methods?  

 5.   What recommendations or suggestions would you give Paige 

Arnof-Fenn, founder and CEO of Mavens & Moguls, on how to 

manage and “orchestrate” her multiple virtual employees?  

 6.   What are some of the different ways small business owners can 

write a job description for the first time? How can they ensure 

that they cover all the essential knowledge, skills, and abilities 

that are needed for the position? Why is this important?  

 7.   As a new small business owner, what can you do to make 

sure you hire the right person for the job? This is probably one 

of the most difficult decisions you may be faced with making, 

especially since we all are not trained in the art and science of 

hiring employees.  

 8.   What specific training guidelines would you incorporate into 

your business? What inexpensive techniques (on-the-job 

training) can you use after you make the first hire? Did the 

owner of the business where you are employed use any of 

these techniques with you? If so, how beneficial were they to 

your own development and learning?  

 9.   What are creative ways that you can retain your first em-

ployee and ensure you are meeting his or her needs? Consider 

how you can meet or exceed the employee’s “psychological 

contract.”  

10.   Consider your previous employment position; did the firm have 

an open-book philosophy? How much information was shared 

regarding the strategy and financials of the business? What 

are the advantages and disadvantages of sharing too much or 

too little information with employees, particularly from a small 

business owner perspective?  

11.   Managing health care costs is one of the biggest concerns for 

small business owners; what are some creative ways that they 

can minimize some of these costs? In your own community, 

how have owners confronted these concerns and costs? Be 

specific with types and the size of the small firms you believe 

are being innovative in how they manage health care costs.  

12.   As mentioned by Dr. David Gage, clinical psychologist, “Fami-

lies don’t need written guidelines to operate, but family busi-

nesses do.” What are some initial guidelines that should be 

defined in the family business?  

13.   As mentioned, one of the most common problems in a family 

business is the hiring of relatives who do not have talent to 

fulfill the necessary job responsibilities. What can you do if you 

are “stuck” with an unproductive family member to ensure 

that he or she does not disturb the work and interfere with the 

operations of the business?    
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  EXPERIENTIAL EXERCISES 

1.    At ReCellular, Inc., a cellular phone remanufacturing company 

in Ann Arbor, Michigan, the small business owner put together 

a list of interview questions that immediately improved the 

hiring process. The owner first defined the qualities, charac-

teristics, and basic aptitude he wanted to find in a potential 

remanufacturing employee. The owner wanted to find people 

who shared these characteristics:

 ●    Excellent attendance and dependability  

 ●   Flexibility  

 ●   Integrity and honesty  

 ●   Motivated and dedicated  

 ●   Detail-oriented  

 ●   Team-oriented  

 ●   Strong work ethic  

 ●   Positive, polite, and approachable  

 ●   Continuous improvement oriented  

 ●   Good communication skills  

 ●    Actual hands-on demonstration of capability to sort 

phones and identify cosmetic problems with phones    

    The owner then worked with several online resources to 

 structure questions that would indicate whether candidates 

had these characteristics. No list of questions is totally 

comprehensive; however, these questions are helping the 

 interviewers find better candidates:

 ●    What made you decide to apply at ReCellular?  

 ●   Tell me about yourself and your last/current job/class.  

 ●    When we call your previous employer for references, what 

are they likely to tell us in regard to your dependability/

attendance?  

 ●    Tell me about a time when you demonstrated your trust-

worthiness or integrity in school or at work.    

    This is, of course, a start—your job is to think of other ques-

tions that the small business owner may want to ask a po-

tential employee (either for a full-time, part-time, or virtual 

assistant position).  

2.     You have just been asked by a small business owner to un-

cover U.S. and state laws that are relevant to managing people 

(in the future, when the small business owner is interested in 

hiring). Go to Businesslaw.gov and obtain three to four criti-

cal areas of information about specific laws within your state 

regarding: hiring issues, wage laws, taxes, health and safety, 

and termination.  

3.     Small business owner Jeff Birdsell opened Shauncey’s 

 Gourmet Ice Cream, Inc., in Battlefield Shopping Center 

in Springfield, Missouri. Like any small business owner, 

Jeff Birdsell realized that starting this venture would  entail 

a  tremendous commitment of time and energy. He had 

 expected to work 60–80 hours a week indefinitely, and finds 

he works at least that. He estimates that he and his parents 

frequently tally up to 250 hours per week in the  organization. 

Employee turnover at Shauncey’s runs at 100 percent per 

year. What creative and innovative hiring and retention 

 recommendations would you give Jeff as he manages both 

his family and part-time workers (especially with 100 percent 

 employee turnover)?       
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MINI-CASE

VIVID SKY EMPLOYEE WAVE 3

It was 2006 and Vivid Sky’s sole product, SkyBOX, had survived its pilot test. Designed as an in-stadium 

information service for fans, SkyBOX offered video feeds, statistics, infographics (like graphics of the last 

10 pitches, last 10 hits, etc.), maps, live chats and voting, and in-seat ordering. All of this was delivered by 

wireless PDAs (think of a Palm Pilot) “hardened” to withstand dropping and spilled liquids.

 SkyBOX got to this stage because of three different waves of employees. Founder Tim Hayden was tech 

savvy, but lacked the skills to write the code that would meld all of these different streams of data into one 

application. The first wave of programmers worked with Tim at his full-time employer. They shared Tim’s 

love of sports and passion for using technology to revitalize the stadium experience. Together they created 

the overall design of the program and an interactive demo to show potential investors. These employees 

worked nights and weekends with no expectations. Since they couldn’t put more time (and money) into the 

project, they decided to move on to other projects once Tim had a working model. 
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 Tim used the local network he built as SkyBOX developed to recruit the next group of programmers. This 

group was even more skilled, and they were able to dedicate the time to build a “basic” application. For this, 

Tim was able to pay them a small amount as he continued to bootstrap the company. Unfortunately, they 

found that they lacked the time to take the SkyBOX to the level of refinement customers and investors were 

asking for. Lacking equity in the business, they left on their own when Tim asked them to. 

 The third wave of programmers had more time and wanted to take the “basic” SkyBOX to the next level. 

This group, recruited from across the country based on Tim’s SkyBOX promotional trips, created a highly 

interactive application that was used for Vivid Sky’s first stadium deployment. Because of their dedication, 

Tim decided to give the developers a bonus in the form of equity. 

 But the third wave of programmers faced two major challenges. Vivid Sky was receiving requests from 

numerous sports properties for national and international events, and the current development team couldn’t 

keep up with the new opportunities. Also the current programmers were untested developers for the iPhone 

and iPod touch platform, which was the future of the company. 

 Tim faced the prospect of asking the third wave of programmers to leave Vivid Sky and give up their 

salaries and equity. He wasn’t sure all of them would do this voluntarily, and he wasn’t sure he could afford 

to share more of his own equity with a fourth wave of programmers. On the other hand, he knew his current 

programmers couldn’t handle the conversion to the new platform. If he fires the programmers who don’t go 

voluntarily, will it hamper efforts to recruit the fourth wave of programmers? 

CASE DISCUSSION QUESTIONS

1. What were the differences in the sources of employees for Vivid Sky as it developed? 

2. What are the benefits and problems of using equity to compensate employees? What about using pay?

3. How could Tim have managed the third wave of employees if he had hired them right off the bat?

4. Should Tim replace the third wave of programmers? If yes, how do you recommend he go about this 

doing this? Can you find a way for him to protect his share of the equity he has in the business?
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  Achieving Success 
in the Small 
Business 

 ●     From tires to wholesale foods 

to sporting goods, Shoppers’ 

Service evolved spinoffs, grew 

larger and smaller, and changed 

hands over the 42 years of its 

existence. By remaining flexible, 

creative, and committed, the 

owners enjoyed these changes—

and made good profits, as well. 

How are you encouraged about 

small business ownership as a 

result of reading this story?  



LO

  Focus on Small Business: The Many 
Lives of Shoppers’ Service Store  

  This chapter will help you:  

LO1  Know how to recognize the stages of the small business life cycle. 

LO2  Understand the four types of firm-level growth strategies. 

LO3  Understand the options for harvesting or closing the small business. 

LO4  Know the firm-level critical success factors for small business. 

LO5  Understand what success means with the quadruple bottom line.  

 From 1962 to 2004, Shoppers’ Service was an entrepreneurial company serving a variety of customer 

needs. Originally founded as a discount department store—sort of a mini-Walmart—in Memphis in 1962, 

its original owners, three European immigrants to Memphis—Morris, Sol, and Karl—combined their money, 

skills, and energy to start the business. Each had prior experience in small business ownership, and with 

their combined savings, contacts, and experience, Shoppers’ grew to encompass the mini-discount store, a 

second store branch in the suburbs, a sporting goods wholesaling warehouse, a food wholesaling company, 

a tire store, and three pharmacies. 

  Along the way, the partners decided to go their separate ways. First Karl asked to leave, and he was 

given the pharmacies and tire store as his share of the assets. A few years later Sol left, taking with him the 

suburban branch discount store. Working solo, Morris sold off the warehouse and the original store, keeping 

the food wholesaling company going as his major source of income. 

  At each change in the business, the partners obtained expert assistance, working with attorneys, ac-

countants, and industry consultants to make sure the valuations of the businesses were fairly determined. 

They also worked with the experts to minimize tax burdens on each of the soon-to-be separated firms and 

owners. 

  When Shoppers’ closed with the death of Morris in 2004, the business had gone through three owners, 

five changes of its legal structure, over one dozen additions and deletions of subsidiary business entities, 

and forty-two years of profitable operations. Along the way it supported more than a dozen members of the 

three owners’ families, and, at its peak, nearly twenty other employees. For all of that, the story of Shoppers’ 

Service is like millions of other small businesses that start, grow, survive, and eventually succeed. 

  DISCUSSION QUESTIONS  

1.   How would you describe the stages in the life of Shoppers’ Service Store?  

2.   How did Shoppers’ Service make use of outside help?  

3.   How do you imagine long-term customers would describe Shoppers’ Service over the years?  

4.   How successful would you say Shoppers’ Service was as a business?       
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   Small Business Life Cycle  
 Like every person, every small business is unique. But just as we all go through childhood and 

adolescence on the way to adulthood, as we saw with Shoppers’ Service, so do small businesses. 

There is a lot of predictability in this growth process, and knowing the developmental stages of the 

    business life cycle    can help you better understand your business and your career as a small busi-

ness owner. The small business life cycle is shown in  Figure 20.1 .  
  Several models exist for the life cycle of the small business firm. 1  Each divides the stages a bit 

differently. But all models have the same general ideas: (1) there are multiple stages, (2) the key 

issues, actions, and lessons at each stage are different from the other stages, and (3) the level of risk 

the business faces changes from stage to stage. 

  For most small businesses, though, the usual sequence of stages is emergence, existence, sur-

vival, success, and resource maturity. Let’s look at each of these stages to see what they involve 

for the small business and the key issue you can expect to face in each. These stages and business 

growth patterns are shown in  Figure 20.1.  2  

  Emergence 
 Morris, Sol, and Karl were friends before they opened the business, and over several years they 

talked about a variety of business prospects before finally settling on Shoppers’ Service. They were 

engaged in the stage called  emergence,  in which a person thinks about and takes actions toward 

starting a firm. Typically a lot more people think about starting a firm than actually take steps to do 

so. In 2002, 50 percent of the general population expressed an interest in owning their own firm, 

and among young adults, the rate was an even higher 80 percent. But in 2002, only 7 percent of the 

population was actually taking steps to start a firm. 3  

  Getting from entrepreneurial thinking to entrepreneurial action is the challenge of the emergence 

stage. 4  Two techniques discussed earlier in the book can help you move from thought to action. One 

is using the BRIE behaviors from the Chapter 1 checklist to start on the road to creating a firm. The 

other is to get into business part time (as discussed in Chapter 5) as a way to lay a foundation for 

future entrepreneurial action.  

  Existence 
 When Shoppers’ Service opened in 1962, the three partners had a lot of ideas, a fair amount of 

merchandise, an absolutely certain set of overhead costs, and no guarantee of sales. Sales did come, 

but it was a rocky first couple of years. This is typical of the  existence  stage, which is defined by 

having the business in operation, but not yet stable in terms of markets, operations, or finances. In 

2002, according to the GEM study, about 4.5 percent of Americans were involved with businesses 

in their existence stage. Existence is the second riskiest period after emergence. The reason risk is so 
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high is that many business owners lack the key information or experiences they need in marketing, 

production, and management. 5  The problems of mastering these three areas form what are called the 

   liabilities of newness    for small businesses in their existence stage. 

  The solutions for liabilities of newness come from getting expertise as quickly as possible. For 

most owners of firms, personally getting more experience is risky because it takes too long. The 

safer way is to obtain help from others. As noted in Chapter 2, developing an extensive social net-

work is essential for the success of any firm. Whether you use family, friends, industry contacts, or 

free or paid advisers, getting help helps you survive.  

  Success 
 Woody Allen once said that “Eighty percent of success is showing up,” 6  and it seems to be particu-

larly true for small businesses transitioning from existence to success. The success stage occurs once 

the firm is established in its market. For Shoppers’ Service, success came in the 1970s, when it was 

well known in the local market and started to have the profits for expansion. Success stage firms 

show consistently growing financial performance, usually with slowly rising sales. 

  Firms at this stage develop the information, skills, and most importantly the routines to grow the 

business’s profits. Those profits aren’t always taken in the form of money. Time off from work, a 

slower pace at work, or hiring additional personnel to take on more of the tasks of the owner are all 

ways that these profits can be used to make the owner’s life easier. Used that way, the extra profits 

are called    slack resources    by economists, because they can be rechanneled into the business if 

needed. For most owners, though, these profits are called  flexibility.  All new businesses—from 

small businesses to high-growth firms—go through this stage. For most small business owners, this 

is a stage that lasts a long time. For the owners of high-growth businesses, this is only a chance to 

catch their breath and lay the groundwork for the period of takeoff.  

  Resource Maturity 
 For most small businesses, resource maturity will follow the success stage. This stage is character-

ized by a stable level of sales and profits over several years. At this stage, the functional areas, the 

market, and the products or services are all being dealt with consistently and efficiently. The chal-

lenge of maturity is to avoid complacency. Shoppers’ Service was able to sidestep that problem 

because of its changes in what would have been the maturity years, as the partners broke up and took 

pieces of the business with them, requiring adaptation. After years of consistency, customers and 

businesses can begin to take each other for granted. For your business, that can be deadly, because a 

competitor can come to your customer, show personal interest and competitive products or services 

or prices, and take your customer away. Since the rule of thumb is that getting a new customer costs 

five times as much as keeping an existing customer, 7  every lost customer is important. How do you 

avoid customer complacency? 

  Supersalesman Zig Ziglar says he learned from Australian psychologist Joseph Braysich the 

four key components for staving off customer complacency—recency, frequency, potency, and 

recommendation: 8  

●    Recency:  Be among the people your customers have seen in the past few days. Do this through 

magnetic business cards on their file cabinet, a phone call or e-mail to make sure they have 

everything they need, or a thank-you note saying that you appreciate their business.  
●    Frequency:  You never know when your competitors will show up, so to make recency work, 

you have to stay in touch with customers on a frequent basis. This might be on a quarterly or 

monthly basis in cases where customers buy only a few times a year, but contacts can even 

be on a daily basis if that is how often customers buy from you. All forms of contact count 

here—visits, phone calls, e-mails, newsletters, business letters, and so on.  
●    Potency:  Did you ever see a funny TV advertisement but a few days later could only recall the 

joke, but not the company being advertised? The problem was the potent part of the ad—the 

joke—was not related to the important part of the message—the business. When you contact 

customers, your message has to remind them that your firm values their business. A potent 

message is one that is remembered, and remembered for the right reasons.  
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●    Recommendation:  We all seek recommendations. It is a powerful way to get help and advice. 

Your customers hopefully see you and your firm as experts in certain areas of business. After 

all, you’ve been in business for years at this point. Making clear recommendations that can 

help your customers provides a memorable way to show that you think about, understand, and 

care about your customers and their business.     

  Takeoff 
 Although rare among small businesses, one possible complication is when the success stage leads 

into takeoff rather than resource maturity. Takeoff happens if a business embarks on a period of 

exceptional growth. For small businesses, it might come from landing an unexpectedly gigantic 

contract, expanding into multiple locations, or just being in the right place at the right time, as was 

the case for Sun-Hill Industries when it created the Stuff-a-Pumpkin. 

  The challenge Sun-Hill and other firms face in the possible takeoff stage is to understand the 

nature and demands of growth and get some control over it. Managing takeoff involves working 

extensively with potential sources of funding and other key resources, as well as working with mar-

kets outside and employees within the firm. It also often entails relearning the processes that led to 

this level of success, as a growth-oriented firm often needs to do things differently from one content 

with maintaining a stable state. One example of this is outsourcing or subcontracting for the growth-

oriented firm to let the firm stay focused on its own key competencies. A growing nursery might 

subcontract out its bookkeeping and human resources functions so the managers at the nursery can 

focus on increasing sales and managing the expansion.  
  It is important to remember that most small businesses never go through the takeoff stage, and for 

those that do, the takeoff path often moves them into the high-growth firm model (discussed next) 

and away from small business. For firms that don’t reach a possible takeoff stage situation, the jump 

is from the success stage to the resource maturity stage. 

  The lesson of the life cycle model of business is that much of your firm’s development as a busi-

ness is predictable within some broad terms. Knowing the stages of the life cycle and where your 

firm is among those stages can serve as a powerful reminder of the kinds of issues for which you 

need to watch. Knowing the different possible life cycle paths for the resource maturity stage makes 

it possible to clearly choose when to grow, and what to expect if a higher-growth approach is in the 

cards for your firm.    

 SMALL BUSINESS INSIGHT 

 Stuff-a-Pumpkins are the pumpkin-colored leaf bags you see on lawns around Halloween. You know the ones—

they have a jack-o-lantern’s face on them. They were the brainchild of Anita Dembiczak and Ben Zinbarg. Zinbarg’s 

company, Sun-Hill Industries, had been operating consistently for 17 years in Stamford, Connecticut. When he 

came up with the idea, he spent his own money to get the first run of bags made. They sold out instantly at the 

discount stores where he tried them out. The stores clamored for more and demanded immediate delivery! But 

Dembiczak’s, Zinbarg’s, and Sun-Hill’s finances were tapped out, and the discount stores were months away from 

paying for the bags they’d sold. Zinbarg went to his business banker, who refused to extend credit, even though 

Ben had contracts from big retailers. Twenty-three other banks also turned Ben down. He got the money needed to 

get out the next order by investing all his remaining personal money, securing a loan from a friend, and convincing 

suppliers and employees to delay receiving money owed them. He got the bags made and out to the retailers. But 

competitors meanwhile started to copy his bag, so he took the remaining money and started legal proceedings 

against these concept pirates. 9  Eventually he succeeded in getting the pirates on the run, but Zinbarg probably came 

to a new understanding of why the Chinese term for crisis consists of the symbols for opportunity and danger. 10  

 Success = Opportunity + Danger 
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  Growth Strategies  
 As entrepreneurs come to develop an understanding of their firm, from the planning process or from 

getting into the business itself, they usually find that they have the chance to decide the overall 

growth strategy for their firm. The  overall growth strategy  describes the kind of business the owner 

(or owners) would like to have, from the perspective of how fast and to what level they would like 

the firm to grow. There are four generic growth strategies that account for nearly all businesses. 

They are: 

●      Lifestyle or part-time firms   : These typically have sales of $25,000 a year or less, which 

provides enough profit or salary to supplement an income but usually not enough on which to 

live. These businesses start and stay very small, often operating seasonally or when the owner 

wants to work in the business. Growth in these firms tends to quickly level off after the owners 

operate long enough to learn the basics of making money in their industry and setting. About 

53 percent of all small businesses fall into this category. (See  Figure 20.2 .)  
●      Traditional small businesses   : These are the smallest full-time businesses, with schedules 

defined by customer, not owner, needs. Most often, these are one-site businesses with sales 

of between $25,000 and $100,000. Growth levels off after operations settle into a consis-

tent, money-making pattern, generating enough income to provide a living for the owner and 

 family. Around 22 percent of small businesses fall into this category.  
●      High-performing small businesses   : These tend to level off after the success stage, with 

sales of between $100,000 and $1,000,000, depending on the industry. These firms grow at 

rates more like 5 to 15 percent a year, adding employees, and often growing through multiple 

locations and higher levels of professionalization, in order to maximize their profitability over 

a long term, while reaching a plateau that lets them remain manageably small. Many of the 

millionaires Stanley and Danko described in  The Millionaire Next Door  had businesses in this 

range. About 20 percent of businesses fall into this category, including Shoppers’ Service.  
●      High-growth ventures   : These aim to achieve growth rates of 25 percent or more a year, with 

sales of more than $1 million. These businesses typically go through all the stages, but include 

takeoff before going through resource maturity. These firms aim to become big businesses 

and pursue high levels of professionalization and external funding. Such firms represent about 

5 percent of all businesses.     

  For many entrepreneurs, the milestone of financial success comes when they can call themselves 

millionaires. Usually this reflects having $1 million in assets over and above their home. Entrepre-

neurs in surviving high-growth ventures and high-performing small businesses achieve these levels 

of wealth within 5 to 15 years. For owners in traditional small businesses, it is a rarer event, and even 

for those who achieve millionaire status, it comes after 25 to 30 years of work. 
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  The lesson of  The Millionaire Next Door  was that wealth is achieved more often by frugality, 

saving, and careful investment over years than by windfall profits from the business. That said, it is 

possible to purposely grow a business. The two key approaches to doing this is by either growing 

the sales or by introducing new technologies. 

  Sales growth can come from any of several ways. The most straightforward is by increasing sales 

to existing steady customers—by selling more of the same or by expanding your offerings. If you 

have a good relationship with your customers, they may well tell you what other items they would 

like to buy from you instead of other vendors. A related way is to return to occasional customers and 

see what you can do to make them into steady customers. If you can afford it, expanding into areas 

where you may have a small customer base is another way to grow sales, counting on the established 

customers to help you improve sales through word-of-mouth. 

  Technological growth can take two forms: using technology to improve efficiencies and prof-

its, or by using technology to create new products or services. Just as the personal computer 

dramatically dropped the cost of getting aspects of business done, such as designing and printing 

flyers or maintaining a real-time inventory, moving aspects of business to the Internet can facili-

tate another wave of innovation as more sophisticated business procedures become economically 

and procedurally accessible to you as an entrepreneur. Meanwhile, technology continuously of-

fers new products and enables new services, both of which offer new opportunities for sales, and 

even new markets. Whether we are talking about complex approaches like nanotechnology or 

basic technologies like those behind gasohol, there is a constant stream of new ideas coming out 

of universities as well as your customers, employees, and other individuals with ideas about new 

ways of doing things. The trick is being open to these and knowing how to analyze the many ideas 

you will find to identify the one which you can add value to, and from which you and the idea’s 

inventor can benefit. We talked about analyzing ideas in Chapter 4, and as you think about finding 

the idea which can make you a millionaire, the lessons of feasibility should always be in the back 

of your mind. 

  It is also worthwhile to note that most of the individuals who do find that successful market or 

technological expansion continue to work even after they become millionaires. For most entrepre-

neurs, achieving the million dollar milestone is not an end in itself, it is just a benchmark along the 

way. They continue to work because most often it is easier to work than to think about what they 

would do without the business. As we will see in the rest of this chapter, sometimes, successes may 

be easier than endings.   

  Closing the Small Business  
 As we note in Chapter 1, about 1 million businesses start each year, or about 1 million firms move 

into the existence stage of the life cycle each year. This sounds like a lot of activity, and it is im-

portant for our economy, but the really high levels of activity happen farther along in the life cycle. 

Every year, nearly 4 million firms go through changes in ownership or existence. 

  The type of exit is important not only for the entrepreneur, but also for the larger community. 

About half of all workers in the United States work in small firms, and when firms close down, 

small business employees lose jobs. There are also ripples throughout the community as other firms 

lose the business they got from the closing firm and its employees and as the larger community has 

one less source for goods or services. Entrepreneurial exits which transfer ownership have a greater 

chance of continuing the jobs, purchases, and product/service deliveries on which the community 

and its members depend. 

  The ideal goal for most entrepreneurs is to be able to    harvest    from the firm some of the value of 

the hard work they put into it over the years. For the owners, a central goal of a harvest is to get the 

maximum value they can for their business. 11  Often the harvest will represent their last major return 

from the firm and a key pool of money for retirement or further businesses. 

  Some of the ways harvests take place are so well known they have become part of our everyday 

language. For example an    initial public offering    or IPO is where a business sells its stock to the 

public on a major stock exchange. Google’s IPO in 2004 was a famous example, but there were only 

71 IPOs in 2004 out of 4 million firm transitions. 
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  Other techniques are similar and nearly equally rare.  Mergers and acquisitions  are where one 

firm combines (i.e., merges) or absorbs (acquires) another through a purchase. In 2006, there were 

9,235 mergers and acquisitions in the United States, 12  with most of these involving multibillion dol-

lar companies like NBC and Vivendi. A similar approach is called    consolidation    and involves a 

company buying up many smaller competitors to form a giant firm, such as the case of how Block-

buster Video was originally created, but consolidations account for only a few thousand purchases 

all year. An    employee stock ownership plan    (ESOP) is a special tax-protected way to sell a firm 

to its employees, but these are very rare, accounting for around 11,000 businesses in the United 

States 13  altogether, and fewer than 100 are done in any year. 14  

  So what does happen to the other 4 million businesses? There are two general possibilities for 

most small businesses. About half of the changes are    transfers   , which involve moving ownership 

from one legal entity, person, or group to another. Examples of transfers include selling a business 

in whole or in part, or arranging a succession of the business between family members, or giv-

ing the firm as a gift to someone who will keep the business a going concern. The other half are 

    terminations   , which refer to the methods for closing down a business, and include three major 

methods—walkaways, workouts, and bankruptcies. 

  As mentioned above, the goal of the owners is ideally to obtain value from the firm when they 

transfer or terminate it, but that goal sits at the top of a hierarchy of business outcomes that are a 

part of the way every owner thinks about their firm. The hierarchy is shown in  Figure 20.3 . The top 

of the hierarchy describes situations in which the owner leaves the firm with substantial funding, 

while the other extreme has situations of bankruptcy. Obviously owners would prefer to end up as 

high on the hierarchy as possible, and transfers are the technique that yield those results.  

  Transfers 
 In 2003, around 860,000 firms were transferred within the family, a process called  family business 

succession . That year nearly 1 million  business sales  took place, where the business was transferred to 

people other than family. Successions and business sales generally occur only among the largest small 

businesses, such as high-performing small businesses and high-growth ventures, because only these 

firms generate the kinds of cash flows and profits that make paying the former owner possible. 

  Regardless of the method used for transferring or harvesting, the key issue remains the same—

doing it well. All transfers are legally, financially, and operationally complex, but need to be done 

well. Because, between the federal and state taxes on transfers, on portions of larger estates, and on 

capital gains, a business can lose as much as half its value to the government.  

  There are three classes of strategies for managing transfers within a family. 15  One strategy is called 

 liquidity enhancement , arranging (usually through a life insurance policy in your name held by 

your heirs) to generate cash to cover the estate taxes. A second strategy is called  tax  management,  

in which you structure your transfer to make tax payments as small and as manageable as possible. 

This includes selling small portions of your business to your heirs for cash or promissory notes (with 
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the lowest legal interest rate possible). If done the right way (which requires a lawyer’s help), this 

results in giving the heirs 14 years to pay for the shares with only interest payments necessary for 

the first five years. There are literally dozens of other tax management methods. The third strategy 

is called an  estate freeze  and depends on moving assets from the entrepreneur to the heirs when 

they are worth less. There are several methods for doing this including family limited partnerships 

and grantor retained annuity trusts (GRAT).   

  Strategies can be combined as in the case of a charitable bailout where the entrepreneur puts the 

business into a tax management technique called a charitable remainder trust, getting income from 

the trust. After the entrepreneur dies, a life insurance policy on the entrepreneur held by the heirs—

the classic liquidity enhancement approach—generates the cash to buy the business from the trust, 

with the purchase price going to a charity.  

  Current federal laws governing estate taxes on business transfers are changing on a yearly basis 

until 2011. 16  Meanwhile many states are decoupling their own estate tax laws from the federal ap-

proach. 17  In estate planning the best advice is to enlist the aid of lawyers and accountants with ex-

pertise in estate planning and in business buying and selling, and leave time to let the transfers take 

place in ways that minimize the tax burden on everyone.  

  For most part-time businesses and traditional small businesses, the firm cannot easily be sold be-

cause it does not generate enough profits to pay a current owner and a former owner. In such cases, 

the original owner must decide if it makes sense to close the business down and lose all invested 

value, or transfer the business in a way that lets some of the value be realized. 

  Several approaches are available. For small firms these include approaches such as a  pass off,  

which happens when the owner realizes there is little chance of being able to sell the firm, but in the 

interest of keeping the firm going, or providing employees with a source of income, the owner gives 

the firm to someone as a gift, without compensation. In a 1998 survey of family business transfers, 

around 38 percent of firms used gifts as a major way to transfer ownership. 18  For pass offs, legal and 

accounting advice is necessary to make sure that the owner leaves all financial and tax obligations 

with the firm, permitting a clean exit. 

  Another typical form is the  sell off . In this approach the assets of a firm—perhaps including the 

customer list, real estate, and even the inventory—are sold to another business, with the proceeds 

used to pay off the firm’s remaining debts, and perhaps leaving the owner some small profit. Often 

the purchasing firm absorbs the assets, so the customers or real estate appear to move to another 

business. Transfers are estimated in the tens of thousands annually, but reliable statistics are hard 

to come by. The key to a successful sell off is finding customers for the assets and determining a 

price for the different assets. For assets that lead to revenue, such as customer lists or working real 

estate, it is typically possible to get an amount ranging from one-half year to two years profits from 

the asset, with more possible for negotiators with information on comparable deals.  

  Terminations 
 There are nearly as many terminations as 

 transfers—around 1.8 million a year. Termina-

tions are more likely for young firms, those four 

years old and less. 19  As noted, there are three 

types of terminations—walkaways, workouts, 

and bankruptcies. In a walkaway the entrepreneur 

ends the business with its obligations met. In a 

workout the firm’s legal or financial obligations 

are not fully met at closing, 20  while    bankruptcy    

refers to a legal method for closing a business and 

paying off creditors in extreme situations, and is 

quite rare with less than 50,000 in 2008–2009. 21    

  Walkaways 
 A    walkaway    describes the single most typi-

cal way businesses close down. Walkaways are 
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businesses that close down with all debts paid. The entrepreneur might consider the business suc-

cessful or unsuccessful at closing. About one-third of closing firms, around 600,000 a year, are con-

sidered by their owners to be successful, with the business ending voluntarily, often due to illness, 

old age, family moves, and choosing new opportunities. 22  

  A successful walkaway depends on the owner having completed meeting all the firm’s financial 

and organizational obligations. The goal in closing a business is “doing it right”—being able to walk 

away from the business with a sense of satisfaction. 23  The factors that lead to this include: 

●   All bills are paid off (or scheduled).  
●   All taxes are paid up, and the various levels of government are informed of the closure.  
●   Contracts, leases, and the like are fulfilled or formally terminated.  
●   Employees are let go as they find other jobs.  
●   Assets or inventory are depleted.  
●   No lawsuits consuming money and time.  
●   Customers placed so they get needed goods or services.  
●   If needed, insurance is continued to cover unexpected claims after the firm closes.     

  Workouts and Bankruptcy 
 In a    workout   , the entrepreneur feels that the business was less than successful, usually because of 

the result of poor use of the firm’s human or financial assets, with an unsatisfying business experi-

ence (e.g., not enough leisure time, not enough time for family needs, too much conflict, not good 

at selling, etc.) the second most likely reason. 24  In a workout the entrepreneur arranges to pay off 

all debts, often doing this after the business is officially closed. This approach accounts for about 

one-half of all business closings, or roughly 1 million closings. 

  In preparing the workout, the owner personally makes arrangements to pay off creditors. Often 

this involves asking for extended terms and smaller payments. The money for these payments might 

come from the sale or refinancing of a home, through selling business and personal assets, cashing 

out pensions or stocks, money from personal bank loans, or credit card advances. Most often, the 

funds come from a mixture of these efforts as well as from paychecks as the former owner becomes 

an employee for someone else. 

  In walkaways and workouts, a key goal for entrepreneurs is to maintain their goodwill and repu-

tation in the business community, often as a means of maintaining trust for future entrepreneurial 

efforts. All small businesses face tough times, and entrepreneurs are often willing to extend terms to 

a former entrepreneur (and customer) who has fallen on hard times. As long as they feel confident 

they will get their money from the former owner and their own cash situation is not life-or-death 

tight, they are likely to accept extended terms. 

  When facing severe difficulties in arranging a payback, one worthwhile strategy is to enlist the 

aid of a consumer credit bureau. These agencies provide low-cost debt reduction advice and have 

experience in negotiating repayment schedules and making credit bureaus aware of debt remediation 

efforts. A good source for finding these bureaus in your area is to use the Web site of the National 

Foundation for Credit Counseling (  http://www.nfcc.org/  ), which is the professional association for 

nonprofit credit counseling agencies. Your local Small Business Development Center can also refer 

you to local credit counseling agencies with small business experience. 

  In the more extreme cases of closing, entrepreneurs are so far in debt at the business’s end that 

they have little or no chance to earn the money to pay back all the major debts. In such cases own-

ers and firms need to declare bankruptcy. Because bankruptcy is a formal legal situation and one 

handled in the courts, it is important to involve a lawyer early in the process. The lawyer will not 

only help you work out the legal papers but will advise you on restructuring your debt and taking 

other actions to protect as much of your personal assets as possible. 

  Bankruptcy, you will recall from Chapter 13, is the legal form of insolvency, where liabilities are 

greater than assets. There are three forms of bankruptcy: Chapter 7, Chapter 11, and Chapter 13. Chap-

ter 11 bankruptcy is the type you hear about big businesses declaring. It allows the firm to reorganize 

its operations and renegotiate with creditors to forgive some of the debt (desirable, but not legally re-

quired of the creditors) and lengthen payments for the remaining debt. Small firms can apply for Chap-

ter 11, but the high costs of administering a Chapter 11 bankruptcy makes it rare in small businesses. 

     workout  

 A form of business termination in 

which the firm’s legal or financial 

obligations are not fully met at 

closing.    
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  A more common variant for smaller firms is    reorganization    using a Chapter 13 bankruptcy. 

Like Chapter 11, the firm stays in business, and the remaining debt gets renegotiated so that a por-

tion of it is forgiven if the remainder is paid off from your income over a set period of time. The 

bankruptcy court has to approve your filing Chapter 13 before you can, and there are several limits 

as to the amount and type of debt you face. 

  If you don’t qualify for Chapter 13, you will face a Chapter 7 bankruptcy. It is the well-known 

example of    liquidation    where all of your assets—business, cars, home—can be sold with the pro-

ceeds given to your creditors. You get to keep your clothes and household goods, but little else. 

That said, if your home or business does not get bought, it reverts back to you. The liquidation is in 

the hands of a bankruptcy trustee appointed by the court, and the trustee handles all issues. Once a 

Chapter 7 is completed, all remaining debts are declared discharged or wiped out by the court. In 

Chapter 11 and 13, you continue paying off debts for years as part of the agreement. 

  Simply put, if you think your firm is facing bankruptcy, it is important to find and work with a 

lawyer who specializes in bankruptcy. The area is too complex and specialized for do-it-yourself 

approaches to work. Also, a bankruptcy specialist can help with workarounds like a workout, which 

is often a reorganization done contractually without your declaring bankruptcy. 

  Why try to avoid bankruptcy? Going bankrupt will destroy your credit rating for anywhere from 

6 to 10 years. It is public record, so everyone will know you declared bankruptcy, and in many 

communities it carries a negative social stigma. If you are at heart an entrepreneur, bankruptcy will 

make it hard for potential investors or creditors to trust you or your business. That said, realize that 

only a very small minority of all business closings are bankruptcies. That is good news for all of us 

because the low number of small business bankruptcies sends a message that most entrepreneurs do 

pay off their debts, which makes it easier for all of us to start businesses with other peoples’ money 

on the line. 

  For entrepreneurs, the message of harvesting is an upbeat one. Of the 4 million firms that will 

change hands or close down this year, almost half will make the entrepreneurs richer, through sale 

and succession. Another quarter will have benefited from their businesses, and walk away ready 

to start their next firm. And start them they do. There is a special term for those owners who start 

multiple businesses in their careers—   serial entrepreneurs   . What do these entrepreneurs know? 

For those who are determined not only to survive but also to truly do well, the key is recognizing 

and building a firm along the lines of the critical success factors for small business.    

  The Not-So-Secret Secrets of Success  
 Ask entrepreneurs what they hope to achieve and the universal answer is “success.” But what is the 

measure of success for a business firm? One of the most famous models for success was offered by 

Daniel Katz and Robert Kahn. They suggest that the measure of success for any organization in the 

short term is profit, and in the long term is survival. In practice however, new businesses often face 

challenges in the reverse. In the short term their greatest need is to survive, even if there is no profit. 

For example, the typical mail order business will not show a profit for three to five years, according 

to John Schulte, chairman of the National Mail Order Association (NMOA). 25  The key for new firms 

is to do those things that will help them survive so that they get to the longer term, when to prove 

their legitimacy as a business, they need to show a profit. 

  Over the years the experience of small business consultants, experts, and researchers has con-

verged on a set of critical success factors for small business. 26  Critical success factors (CSF) are pro-

cesses, benchmarks, or components of the business that are essential for the business to be profitable 

and competitive in its market. They are by definition best practices for a given industry. 

  CSFs are important because they come from sources external to entrepreneurs, who are prone to 

biases in assessing the causes of success and failure in their businesses. 27  CSFs fall into two broad 

types—outside help and entrepreneurial experience. The CSFs below will seem familiar to you 

because they have been some of the major pieces of advice we have offered throughout the book. 

As we conclude our thinking about small business, it makes a lot of sense to bring together some of 

the most important CSFs that are under the control of the entrepreneur and give the firm the greatest 

possible chance of success.  

     reorganization  

 The popular name for a Chapter 13 

bankruptcy in which a bankrupt 

firm continues to operate while 

paying off debts identified by the 

bankruptcy trustee.    

     liquidation  

 The popular name for a Chapter 7 

bankruptcy in which a bankrupt 

firm’s assets are sold by the bank-

ruptcy trustee and the proceeds 

used to pay the firm’s debts.    

     serial entrepreneurs  

 People who open multiple busi-

nesses throughout their career.    

LO4

  Know the firm-level 

critical success factors for 

small business.
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  To put it simply, help helps. People who get help from experts are far more likely to survive 

and achieve profitability than those who do not. Consider this. While the SBA has reported that 

50 percent of owner-only firms fail in four years, 81.5 percent of clients of Small Business De-

velopment Centers are still going strong five years after starting. 28  As noted in the first chapter, 

87 percent of incubator based start-ups are still going after five years. 29  See Exhibit 20.1 above 

for a listing of good sources for help. Time and time again similarly positive results are reported 

for students taking entrepreneurship and small business courses, 30  proving that small business 

education works.   

    The more you know, the better the chances for your firm to succeed. This can come from formal 

education past high school 31  (like this course) or from working in the industry or market. Any-

thing that gives you the kinds of entrepreneurial or managerial competencies 32  (discussed in Chap-

ter 3) or social 33  or networking 34  skills (discussed in Chapter 2) needed to start and run a business 

is useful. 

  But there is also a collection of other CSFs that have been repeatedly shown to be important. 

These CSFs help identify those businesses more likely to survive. These include: 

●    Being incorporated:  Because incorporation usually involves a lawyer, who is likely to give 

small business owners advice and help them avoid some of the major pitfalls of a new firm. 35   
●    Employees:  Because employees are a way to get more done, to appeal to a larger market, a 

great source of expertise and feedback, as well as a larger responsibility, which usually means 

the owner has to make more sales to pay wages. 36   
●    Extreme start-up capital:  Businesses starting with no start-up capital and those starting with 

more than $50,000 are among those most likely to survive long term. 37  For those with the 

higher amounts, getting those funds implies prior hard work, and funds that size indicate a 

major investment, one an owner is more likely to work hard to protect. On the other hand, 

bootstrap entrepreneurs, who start with nothing, are likely to keep overhead low, live on a 

shoestring, and build their business over the long term, or change tracks quickly when new 

opportunities arise. The folks in the middle are those most likely to be undercapitalized for 

their industry and start-up situation.  
●    Protectable intellectual property:  Such as patents or trademarks show preparation for the 

business, a potential asset, and implied expert assistance. 38   
●    Brand name affiliations or partners:  Having a major brand name shows that you have been 

checked out and found to be acceptable. It also increases the chances of favorable customer 

response. 39   
●    Optimal strategies:  Picking to start a business in a growing industry offers above average 

prospects of business growth. 40  Pursuing an imitator strategy shows a lower risk and greater 

learning from the mistakes of pioneers. 41   
●    Presales:  Perhaps the strongest benchmark is to have proven your idea through sales—in a 

pilot test, or through contracts, orders, or letters of intent from customers. 42     

 Few businesses achieve all CSFs, but they provide a checklist for running your business in a way 

that increases its chances for survival. In addition, many of these CSFs are visible to customers, 

suppliers, and financiers, and convey the idea that you are running your business in a manner likely 

to lead to continued success.   

EXHIBIT 20.1

 How to Get Help 

●    Contact your local SBDC or SCORE or economic development office.  

●   Join the trade or professional association for your industry and get help or referrals from it.   

●   Ask successful entrepreneurs for advice and referrals.   

●   Talk to a lawyer or accountant or other for-profit expert.    
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  Measuring Success with Four Bottom Lines  
 Originally, the  bottom line  referred to the profitability of a business, figured from the financial state-

ments. For more than a hundred years in the thinking of economists, financiers, and accountants, it 

had been the ultimate and sovereign criterion of business success. 

  Today entrepreneurs and consultants realize that success can no longer be measured solely in 

terms of profits. 43  Financial success in business with a miserable family life or profits at the expense 

of public approval represent forms of “success” that leave a lot to be desired. There are four domains 

in which balanced entrepreneurs need to achieve success to be truly happy: the firm, the community, 

the family, and their own life. 

  But the bottom line concept, with its implication of some sort of adding up of pluses and minuses, 

still makes a lot of sense as a way for entrepreneurs to think about their business and life. In this 

section we talk about the four bottom lines of business—the firm, the community, the family, and 

the entrepreneur. 

  The Firm 
 Once started, it often seems that a firm takes on a life of its own. That is not surprising. Social sys-

tems researchers tell us that firms, as well as other types of groups, are living systems. Just as we 

think of a nation or culture as a living, growing entity, businesses are too. 44  As noted earlier, Daniel 

Katz and Robert Kahn suggest that the short-term measure of success for any organization is profit 

with survival the long-term measure, but in reality these are probably reversed for small businesses 

just starting out because new firms need to survive long enough to generate a profit. In effect, in 

order to succeed, you need to survive. 

  Entrepreneurs have the opportunity to define the level of profit that they seek. There are gener-

ally three levels:    supplemental profits    are intended as a secondary income for the entrepreneur, 

who has another job which provides his or her main income;    substitution profits    are intended 

to equal and replace the salary or wages the entrepreneur could draw working for someone else; 

    success profits    represent income levels higher than the person could make working for others. 

  The other measures of firm success can come from leadership of the industry. This can come 

through inventions and patents the business holds, which show its thought leadership, or from 

 positions in professional and trade associations or in the marketplace, which make the firm distinc-

tive in the eyes of customers and competitors. 

  For small businesses with employees, employee satisfaction and well being become a big part of 

the measure of success. Typically owners and employees in small businesses become a business fam-

ily, with the owner taking on the parental role and responsibility. Making sure that the employees are 

taken care of becomes a key measure of success. In the opening vignette, at Shoppers’ Service one of 

the key goals before closing down the firm was to first find a job for the one remaining employee.  

  Community 
 In the end, every small business is a part of its larger community, and one of the ways success gets mea-

sured is how the business relates to its community. Simply put, is the community better off for having 

the business present? In businesses operating for the long term, managing this bottom line is important 

to some extent. Few businesses operate to maximize the social bottom line over the profit one, but tak-

ing steps to be seen as a net benefit to the community is an expenditure worth making in the long run. 

  In small business, doing good takes many forms. In Chapter 2, we talk about five areas in which 

firms want to do good: 

●   Community impact, such as providing jobs to employees, business for other firms, and goods 

and services to customers.  
●   Building trust, such as through dependability and “doing the right thing.”  
●   Promoting a positive culture, such as through promoting hard work, fair treatment, and devel-

oping the industry, market, and community.  
●   Enhancing flexibility by increasing the firm’s and community’s ability to respond to changes 

in the marketplace, economy, and environment.  

LO5

  Understand what suc-

cess means with the qua-

druple bottom line.

     supplemental profits  

 Returns above costs intended as 

a secondary income for entrepre-

neurs (where self-employment is 

secondary to their main job).    

     substitution profits  

 Returns intended to equal and re-

place the salary or wages the en-

trepreneur could draw working for 

someone else.    

     success profits  

 Returns at levels higher than the 

entrepreneur could make working 

for others.    
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●   Fostering innovation, which is the basis for increasing profits, services, or goods offered, and 

competitive ability.    

  But many small business owners find themselves taking a more active role in the community, 

through charitable works, sponsoring others as they do good, and taking steps to ensure that the 

community remains a good place to be. This can range from picking up trash around the business to 

promoting professional standards and self-monitoring in the trade or industry association to taking 

a stand on issues important to the community.  

  Family 
 Time and time again, family has been shown to be the area that entrepreneurs worry about the most. 45  

Running a business is time consuming, and often the demands of customers mean that the entrepre-

neur cannot control the schedule. Often that time comes out of family time. Making sure that you 

spend the time with your family and tackle the issues of communication and commitment that often 

underlie family problems is the key to success in this factor. 

  It is not easy. Reflecting on her years as founder and president of Tocquigny Advertising, Inter-

active and Marketing, in Austin, Texas, Yvonne Tocquigny observes, “I sometimes had a difficult 

time adjusting to the slower, gentler pace of home and was impatient and less nurturing than I should 

have been.” 46  

  Often the key is to leave personal time to make the transition from work to family—clearing your 

work list and your mind. It also helps to declare certain times as ones when you are unavailable, 

either letting others fill in, or letting voice mail take the messages. 

  Another key factor is keeping a portion of family time free of business issues, especially when 

other family members are involved in the business. Family time needs to be focused on the family, 

not the family business. 47  

  Note that some entrepreneurs work best when combining family and work, while others work 

best when each is separate. 48  While you might quickly recognize which type you are, the measure 

of success is not based on your preference, but on that of your family. If your family complains that 

you do not seem to “be all here,” then you are integrating too much and need to segregate business 

and family life more.  

  Yourself 
 So far, the domains discussed—the firm, the community, and the family—are external environments 

for the entrepreneur. You and your personal goals and desires count, too. They deserve the same 

chance for success that you strive for in the other settings. Part of what makes owning a small busi-

ness rewarding to the entrepreneur is the possibility of personal returns—the fourth bottom line. Re-

turns to the entrepreneur reflect the kinds of outcomes that the individual values. In Chapter 1, you 

learned about the rewards mentioned by most entrepreneurs—flexibility, income, and growth—as 

well as a collection of rewards that crop up occasionally, things like admiration, recognition, wealth, 

product creation, power, and family. 49  

  The returns to the entrepreneur can include these and much more. Consider fun as an outcome. 

Sergey Brin and Larry Page of Google actually delayed growing their business to the IPO stage 

because they were afraid of having less fun when they became a public company. 50  

  In the end, entrepreneurs go into business with a variety of expectations, dreams, and goals. A 

large reason for much of what we do—schooling, marrying, raising children, helping the commu-

nity, and perhaps most of all, working—is to help us achieve those dreams. Entrepreneurship is one 

area in which, because you create the business and its goals, you have your best chance of captur-

ing or creating your dream. Because of that, to be a successful entrepreneur, you need to be able to 

achieve those things in your life that are important to you. 

  Often the biggest risk to achieving that dream is getting caught up in the thousands of immediate 

demands on your time, attention, and life. Keeping track of your personal bottom line requires two 

key actions from yourself—keeping the dream alive and occasionally assessing yourself from the 

perspective of your dream. 

  Keeping the dream alive starts with giving a name to your dream and putting that name some-

where where you can remind yourself about your own personal ultimate goal. The other part is to 
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schedule a meeting with yourself every once in a while—perhaps quarterly for a start—to assess 

how you are doing in achieving your dream and what you should do to help yourself. 

  Simply put, when you talk with entrepreneurs who consider themselves completely success-

ful, you will find that they talk about what they were able to accomplish in their business, their 

 community, their family, and their personal life. Knowing the four areas where success is critical, 

you can begin to think about how well you are achieving in each and begin the process for working 

up a plan to maximize your achievement of all forms of success. The procedure for doing this is 

discussed in Skill Module 20.1.  

 Assessing the Four Bottom Lines 

 As discussed in this chapter, the four bottom lines of business refer to yourself, your family, your firm, and your 

society or community. In planning a business or evaluating it every once in a while (say once or twice a year), it 

makes sense to think about how well you and your business are doing at meeting the four bottom lines. Here is 

how to do it: 

1.    For yourself, pick the two or three personal goals you have for the business. Ask yourself what it is that you 

want to achieve through running your business or what you would miss the most if it were gone. List these.  

2.   For your family, ask what family members want from you personally (time with you, money to support their 

efforts and needs, etc.). List these.  

3.   For your firm, there are always three items of critical importance—profits, how well the firm does its job 

(making or selling products or services—this is based on customer and industry information), and how 

satisfied are the people involved in the business (owners and employees).  

4.   For your community, there are also clear indicators of outcome—economic contributions (profits, salaries, 

taxes), quality of life contributions (lack of pollution, providing needed products or services, supporting 

civic betterment), and industrial contributions (supporting the industry, operating responsibly, developing 

the industry through innovation and improvement).    

 In the matrix in  Table 20.1  you can see that to evaluate these goals you need two pieces of information for each. 

The first is some sort of metric—a way to measure the degree of achievement. Despite the name, metrics do not 

have to be “hard” measures like dollars or customers. Opinions are acceptable, and behaviors are even better. 

With a metric in hand, you are ready to get the second piece of information, the achievement level. This is how 

you have scored on the metric. To really understand how well your firm is doing on all four bottom lines, you will 

want to ask others for their assessment on relevant goals. In the end, the evaluation of your business is your 

opinion, but checking your perceptions against those of knowledgeable others can help you identify areas for 

improvement and reinforce your recognition of areas of achievement. 

SKILL MODULE 

20.1

TABLE 20.1 The Four Bottom Lines

Area Goal Metric Achievement Level

Yourself Feel in control of my life Personal opinion Achieved

Family Have time for spouse and 

children

Their opinions Spouse—Not Achieved 

Child (Ann)—Achieved 

Child (Roger)—Not Achieved

Firm Profits or take outs Practical income of 

$75,000 in cash or 

services a year

$71,000

Community Satisfied employee 

Support local charities

Her opinion

5% of sales minimum

“Generally yes” 

4.88%
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     Conclusion  
 The quadruple bottom line does a wonderful job of showing how starting and running your own 

small business can reward not only you, but your family, your firm, and your community. It is a 

means to gain control over the working portion of your life, and perhaps even all of it. It offers com-

munities services and goods, employment, and innovations that make all our lives better. Doing a 

small business well is not easy. Even knowing the critical success factors for small firms does not 

mean that you can develop or achieve them. That means that in every small business effort there is 

always an element of risk. 

  But millions look at the prospects and decide to take those risks—nearly 40 million people in 2003, 

with 27 million already self-employed and another 13 million who have been, or are planning to be 

again. Why do so many do this? The answer is simple—because they want to and they can! Today, 

with the ready availability of help and the many ways to get into small business with less financial and 

personal risk than ever before, the chances for success in small business have never been higher. 

  And the returns from small business have never been greater. The opportunity to work your own 

way, with flexibility and support, increases as more different types of people, technologies, and 

businesses remake entrepreneurship for the twenty-first century. The chance for people to learn the 

right way to run businesses, whether part time or full time, local or global, has never been greater. 

Classes like the one you’ve taken and resources like the ones in this book are just the start. Having 

the right help can help, and now you know the kind of help available to you. You can do this. The 

time to do it is right now.     

   CHAPTER SUMMARY  

 Know how to recognize the stages of the small 

business life cycle.  

●   Every firm goes through a similar sequence of developmental 

stages.  

●   Emergence comes before the firm starts, followed by existence.   

●   Survival happens to most firms, as does resource maturity.   

●   Some firms experience the takeoff stage, but most do not.   

●   Each stage poses a distinct challenge to the small business 

and owner.    

 Understand the four types of firm-level growth 

strategies.  

●   Every owner has a chance to decide on his or her firm’s 

approach to growth.  

●   Lifestyle/part-time firms start and remain small and centered 

on the owner’s needs.  

●   Traditional small businesses are more customer-driven, but 

remain small and simple, providing an income for the owner.  

●   High-profit businesses add employees and locations in order to 

provide a substantial income to the owner.  

●   High-potential ventures attempt to grow enough to become a 

big business.    

 Understand the options for harvesting or closing the 

small business.  

●   Harvests reflect an owner’s efforts to take value out of 

a firm.  

●   Firms get transferred through sales or family succession.  

●   Terminations can be walkaways, workouts, or bankruptcies.  

●   The terminations that have legal repercussions, like bankrupt-

cies, and almost any sort of transfers are complex enough that 

expert assistance is necessary.  

●   IPOs, ESOPs, mergers and acquisitions, and other specialized 

transfer techniques exist but are relatively rarely used.   

 Know the firm-level critical success factors for 

small business.  

●   Critical success factors are processes, benchmarks, or compo-

nents of the business that are essential for the business to be 

profitable and competitive in its market.  

●   CSFs fall into two broad types—outside help and entrepre-

neurial experience.  

●   Specific experience factors that lead to success include being 

incorporated, having employees, having large or no start-up 

capital, protectable intellectual property, brand name affilia-

tions, an optimal strategy, and preopening sales.    

LO1

LO2

LO3

LO4
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 Understand what success means with the quadruple 

bottom line.  

●   Today entrepreneurs and consultants realize that success can 

no longer be measured solely in terms of profits.  

●   There are four domains in which balanced entrepreneurs need 

to achieve success to be truly happy: the firm, the community, 

the family, and their own life.  

●   Auditing the four bottom lines requires specifying the goal, the 

metric, and the achievement level.     

LO5

  KEY TERMS  

  business life cycle, 638  

  liability of newness, 639  

  slack resources, 639  

  lifestyle or part-time firm, 641  

  traditional small business, 641  

  high-performing small business, 641  

  high-growth venture, 641  

  harvest, 642  

  initial public offering (IPO), 642  

  consolidation, 643  

  employee stock ownership plan, 643  

  transfer, 643  

  termination, 643  

  liquidity enhancement, 643  

  tax management, 643  

  estate freeze, 644  

  bankruptcy, 644  

  walkaways, 644  

  workout, 645  

  reorganization, 646  

  liquidation, 646  

  serial entrepreneurs, 646  

  supplemental profits, 648  

  substitution profits, 648  

  success profits, 648    

  DISCUSSION QUESTIONS  

 1.   What is the difference between a lifestyle business and a tradi-

tional small business?  

 2.   What are some of the differences between a lifestyle business 

and a high-performing small business?  

 3.   What are the stages of the small business life cycle? What 

stage do high-growth ventures go through that other forms of 

small business do not?  

 4.   What is the difference between a transfer and a termination?  

 5.   From the entrepreneur’s perspective, what is the major reason 

for preferring a transfer of the business to a termination?  

 6.   What are the key business characteristics needed for a suc-

cessful walkaway?  

 7.   Identify and compare three critical success factors for small 

businesses.  

 8.   What are the four bottom lines of small business?  

 9.   Why are separate bottom lines broken out for the family 

and the firm, rather than just including it in the “yourself” 

category?  

10.   In assessing the four bottom lines, what is the difference be-

tween the goal and its metric? Why is each needed?     

 EXPERIENTIAL EXERCISES  

1.   Look up businesses for sale in an industry of your choice (or 

the industry assigned you by your professor), at a site such as 

  www.bizbuysell.com  . What kind of information does the Web 

site provide you? List three additional pieces of information you 

would most want to get. Can you think of other online or print 

resources you could use to find this information, such as online 

business databases your library has? Try and find at least one 

of these key pieces of information using these other resources.  

2.   Make your list of your personal goals for the “yourself” as-

sessment in the quadruple bottom line exercise. Compare this 

list to the major reasons people give for going into business 

www
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(covered in Chapter 1). Which of your goals overlap the popular 

reasons and which are unique to yourself?  

3.   One of the most common ways to evaluate firm success is 

by profitability. Use a financial database such as the Risk 

Management Association’s Annual Statement Studies to find 

out target profitability levels for your business.    

  MINI-CASE 

  TIM HAYDEN, VIVID SKY AND SKYBOX IN JULY 2009  

 It was the summer of 2009 and Tim had to make a decision. He had started with an idea of using advanced 

electronics to make any seat in the stadium “the best seat in the house.” To do that he created SkyBOX, a 

program for displaying game videos, sports statistics, and interactive fan-focused social networking (like 

votes, chats, etc.) inside sports venues. In 2003 SkyBOX was imagined as a rental fleet of PDAs “hardened” 

against spills and drops and fed data through a Wi-Fi installation put into participating stadia. By 2009 the 

idea morphed into an application which could be run on 3G cell phones like the iPhone as well as personal 

computers equipped with cellular Wi-Fi. 

  SkyBOX was a darling of DEMO 2006, and could point to over 80 articles and news segments extolling 

the idea, the technology, and the charismatic founder behind it.  Inc . magazine had profiled Vivid Sky in their 

2006 valuation story. Pilot tests with the St. Louis Cardinals (Tim’s hometown team), the Detroit Tigers, and 

the Detroit Redwings in 2007 and 2008 had been very successful. Since 2008 SkyBOX was on sale online at 

the iPhone Applications Store and had sold several hundred copies. In terms of buzz and media appreciation, 

SkyBOX was a winner.  

  The financial situation was the problem. Tim had sunk all his own money into Vivid Sky to bring it to 

market. He had advertisers lined up and ready to buy visibility on SkyBOX. He had access to the baseball, foot-

ball, basketball, and hockey stadia, but he needed $1,000,000 to deploy the system. He had gotten half the 

funding from his family, local friends, and friends of friends, but the economic downturn meant he had been 

unable to get the remaining $500,000 investment from any of the Fortune 1000 firms looking at SkyBOX.  

  Tim had run out of money, again (he refused to use the $500,000 from family and friends unless he had 

the match). Tim pledged to keep looking for a way to get SkyBOX operational but, in the meantime, he found 

his four programmer employees jobs with firms he had dealt with along the way. One of those firms, a local 

sports conglomerate, called Tim with an offer—chief marketing officer of the conglomerate reporting to the 

CEO, and sporting a six-figure salary of his own. They needed an answer tomorrow.  

  Meanwhile, a group from the advanced technology team at one of the biggest media companies was 

asking Tim if he would be willing to sell them the SkyBOX technology so they can incorporate it into their cell 

phone offerings. No hard numbers have been given yet, but they are also interested in hiring back the four pro-

grammers and would be giving Tim ongoing consulting contracts. But try as he might, Tim couldn’t get a go/

no-go date from this group. He had just hung up on another one of those exhilarating and frustrating calls.  

  As he had so often in the six years shepherding SkyBOX to reality, Tim sat back and asked himself, 

“What’s the entrepreneurial thing to do?”   

 CASE DISCUSSION QUESTIONS  

1.   Should Tim use the $500,000 raised to keep SkyBOX going until he can find other funding? Ex-

plain your reasoning.  

2.   In terms of the business outcomes shown in  Figure 20.3 , which outcomes is Tim’s firm facing at 

this point?  

3.   Is there an entrepreneurial solution to dealing with both the chief marketing officer job offer and 

SkyBOX? Explain your reasoning.     
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●   Retirement Considerations Interview    
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●   Exit Strategies Now and Then  

●   Difficult Negotiations  

●   Seeing Failure as Opportunity        

  SUGGESTED VIDEOS 
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CASE 1

       BROTHERS GOING SEPARATE WAYS OR NOT?  

 Derrick and Kevin Petersen, twin brothers from a small 

town outside of Chicago, will soon graduate from a local 

business school. The boys have remained inseparable 

throughout their lives, including sports, hobbies, friends, 

and work. Decision time is now facing the young men 

in terms of career choices and tracks. While the broth-

ers have always shared an interest in becoming business 

owners, their individual goals and newly acquired man-

agement training and vision may very well have them 

going separate ways after all these years. 

 The Petersen family owns and operates a very success-

ful auto repair and towing business. Each of the five chil-

dren in the family has worked for their parents throughout 

high school and during summers throughout college. The 

boys’ parents took over the one-man business nearly 

30 years ago. Since that time, they have purchased and 

now maintain a fleet of seven tow trucks and have ex-

panded the garage to include four bays that provide a 

wide range of auto and truck repair services. The busi-

ness generates about $4,000,000 in sales, a higher than 

industry average profit margin, and has provided the once 

poor family with a very good life. 

 The elder Petersens are approaching retirement and 

would love to see one of their kids continue the tradition. 

Kevin and his three other siblings have come and gone 

and made it very clear that they want no part of the busi-

ness. Derrick remains as the lone ranger and is seriously 

considering the opportunity. 

 The elder Petersens are well known and respected for 

their quality work and service and for their active role 

in the community. They are set in their ways and have 

a hard time dealing with new ideas and with letting go. 

Derrick has many new ideas as to how he would grow the 

next generation of the business. 

 There is unused space above the garage that Derrick 

has talked about turning into a custom auto parts show-

room. There is unused space on the property that Derrick 

would like to convert into self-service gas pumps and an 

automated car wash. Derrick has also commented on the 

great success that area competitors enjoy through the ad-

dition of a convenience store. 

 This has all resulted in a family-business conflict of 

sorts, as the parents want to work something out and get 

out, but continue to resist the changes that Derrick has 

offered. Derrick appreciates the knowledge, experience, 

and success that his parents have, but wants to be his 

own man and build his own empire if he is to stay on and 

make this his career. Derrick wants to take on his own 

new challenges and achieve his own personal rewards. A 

close friend of the family has recommended bringing in 

an objective outside consultant and attorney to work up a 

formal contract that everyone can live with. 

 Derrick’s parents want the business to provide them 

with retirement income and would like the option of stay-

ing on as seasonal employees, as they plan to winter in 

the south and come home for the summer. 

 Derrick has many questions that need answering. He is 

unsure about the best legal form for the business to have. 

He is not sure how to best deal with his parents. He is 

not sure about the particulars for the best financial pack-

age, one that will reward his parents accordingly, and at 

the same time provide him with the best opportunity for 

continued success. 

 Brother Kevin has a very different mind-set. He wants 

to start up and own several businesses, but he does not 

want to be tied down or committed to any single one. 

He has $200,000 of seed money available to him through 

the family. He has taken the time to build a relationship 

with three of the bankers that the family has worked with 

for many years. He participated in an internship through 

the SBA while in school in order to familiarize himself 

with the programs and opportunities that that organiza-

tion has to offer. He also spent a semester in London in 

order to learn more about the way business is conducted 

in Europe. 

 Kevin is interested in franchising. He envisions him-

self starting and perfecting a number of service businesses 

that he can eventually take national and international. He 

is interested in going public in order to raise large sums 

of capital and to expedite his expansion plans. Kevin is 

interested in e-commerce. He views that industry as being 

in the early growth stages of the product life cycle and 

feels that the time is right to enter that industry. There 

appears to be many opportunities to buy low and sell high 

to worldwide markets. Kevin is interested in real estate 

development. The family lives in the urban/suburban area 

of Chicago, which is the site of very active construction 

of new homes, condo units, and commercial develop-

ments. Kevin knows that there are many other such ven-

ues around the country and world with plenty of room for 

new developers. 

 Kevin is also interested in other parts of the world. 

He wants to live and work in China and South America 

and possibly eastern Europe. While he greatly enjoyed 

the people, activities, and surroundings of his childhood, 
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 G & R GARDEN CENTER: LAWN CARE 
SERVICES DIVISION  

 Rick and Gloria Ash started a new business in 1986 on 

the outskirts of Columbus, Ohio. Their original retail 

store with greenhouse attachment featured fresh-cut 

flowers, annuals, vegetables, and perennials. The build-

ing is on the grounds of Gloria’s family farm, which en-

ables the Ashes to grow some of their retail products from 

scratch. Gloria’s parents gave the couple several acres of 

commercially zoned land as a wedding gift in 1982. The 

building and greenhouse construction were completed by 

Rick with a little help from his brothers. This combina-

tion of land acquisition and building construction resulted 

in a very low overhead situation that contributed to their 

start-up success. 

 An addition to the building was completed in 1991 and 

included several new and related product lines such as 

garden tools, soil and mulch products, gifts, seeds, and 

related accessories. 

 Gloria earned a horticulture degree at the local com-

munity college prior to the establishment of the business, 

and in 1997 she was able to fulfill a lifelong dream of 

starting a landscape design and installation service that 

became the company’s next and newest product line. 

Gloria set up a small studio and office in the couple’s 

nearby home and was able to acquire some new clients. 

Her timing was good, as the Columbus area experienced 

a housing boom during that period. New houses and new 

developments sprang up in every direction from the city. 

Their garden center was able to supply the plant mate-

rials that each new job required. Soon after, the Ashes 

expanded their product lines to include a new and wider 

variety of trees, shrubs, landscape terraces, patios, and 

walkways as a means to generate new sales and to com-

plement Gloria’s new service line. 

 The original start-up business and each expansion 

project (building addition, new products, design and in-

stallation service) have more than covered their costs but 

have only generated fair to moderate profit margins ac-

cording to the Ashes. They attribute this mostly to the 

presence of their competition, which always seems to be 

growing. As a result, they have been reluctant to raise 

prices even though some product costs have risen. 

 One year later, the Ashes completed the final phase of 

their original long-range business plan with the addition of 

another new service—Big Rick, The Lawn & Garden Doc-

tor. This new product line was added because of its very high 

profit projections coupled with the fact that the Ashes would 

(temporarily at least) have a monopoly on this market, as 

none of their competitors currently offer the service. 

 This new division specializes in the treatment and 

eradication of lawn and garden pests. There are many in-

sects and diseases that affect plant life, some of which are 

fatal. In spite of the fact that the Ashes and other local 

garden centers offer high-quality plants to consumers, 

Mother Nature has a way of wreaking havoc on lawns, 

gardens, shrubs, and trees over time. 

 The start up of this division required a tremendous 

amount of time, effort, and expense as a result of the en-

vironmental and safety-related hazards of some of the 

products such as insecticides and fungicides. 

 The Ashes were required to train and license two of 

their employees as certified applications technicians. A 

custom built, high-security storage facility was required 

and built to house all hazardous materials. The building 

was secured with a locked, barbed-wire fence, an alarm 

system, and a hazardous material runoff-proof partition. A 

special liability insurance policy was purchased as well. 

 As expected, the new division turned out to be very 

profitable. Demand was strong, and the technicians’ work 

was professional and effective. In fact, at the end of its 

he really does not want to go home. At the same time, 

graduation is just three months away, and Kevin does not 

have a job. 

 Derrick is encouraging Kevin to come home for a year 

and help him take over and grow the family business. 

Derrick feels that this will be an exciting and fun chal-

lenge and that it will give his brother time to put together 

a more specific plan for his own endeavors. That choice 

also comes with an immediate source of income and a 

free place to live.  

 QUESTIONS 

1.    Profile the brothers. Are they typical “small business” 

people or “entrepreneurs” or both? Is there really a 

difference?  

2.   Advise the brothers. Develop a strategic and tactical 

plan that best fits their goals and aspirations and that 

has the highest likelihood for success.  

3.   How would each brother make a contribution to the 

family, community, and economy if their efforts were 

successful?      

CASE 2 
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first full year of existence, Big Rick, The Lawn & Gar-

den Doctor turned a profit that almost matched that of 

all other divisions combined. At the company’s monthly 

staff meeting, it therefore came as quite a surprise to ev-

eryone when Rick announced that he was seriously con-

sidering dropping the division entirely. 

 Rick Ash is a local native of the area. He has very 

strong family and community values and has always felt 

responsible for the welfare and happiness of his friends, 

neighbors, and especially his customers. He was always 

nervous and apprehensive that something bad would hap-

pen as a result of the pesticide or fungicide applications. 

 And then it happened. A customer’s dog died as a re-

sult of eating some grass from a recently treated lawn. 

Big Rick’s technician had taken every precaution. The 

area was properly treated, marked, and roped off, and the 

customer was instructed as to the after-care safety precau-

tions which included a well-written handout and a signed 

liability waiver form. While the company was clearly not 

negligent, Rick was clearly upset. 

 Two months later, a lawsuit was filed against the com-

pany, claiming that the water runoff from the property of 

one of their customers had tainted a neighbor’s well. The 

Ashes were forced to hire an attorney, and following a full 

and costly investigation were found to be not guilty of that 

charge. In fact, the case never even made it to court. 

 Gloria feels that Rick is overreacting. She points 

out that the company is in full compliance with every 

regulation and that Rick has gone out of his way to ensure 

the safety of all. Gloria also noted that no business can 

control the behavior or responsibility of its customers or of 

the population in general and that incidents beyond their 

control will naturally and always occur. In addition, the 

high profitability of the division will allow the Ashes to 

embark upon an aggressive advertising campaign aimed at 

improving the sales and profits of their other divisions. 

 Rick is losing sleep over all of this and is not sure what 

to do. He is worried about the image and reputation of 

his family and their business. He feels that the conditions 

surrounding the lawn and garden doctor business are in 

conflict with his values and conscience.  

 QUESTIONS 

1.    Present an argument in favor of retaining the new 

division that considers and incorporates the ethical 

and moral conflicts that Mr. Ash is experiencing.  

2.   Present an argument in favor of eliminating the new 

division, and make recommendations to improve 

overall company profits through means that will be 

socially and morally acceptable to Mr. Ash.  

3.   Aside from compliance with the law, just how much 

additional responsibility does a business owner have 

to his or her customer base, employees, suppliers, and 

the community at large? How do you feel about the 

old saying, “buyer beware”?      

CASE 3

  REAL ESTATE MILLIONAIRES OF MEMPHIS  

 The one sure way to make money in Memphis, Tennes-

see, has always been through real estate, but the kinds of 

people who became millionaires this way defied a single, 

simple description. Consider five people who became 

millionaires within a few years of each other. All were 

in their early 30s when they struck it rich, but otherwise, 

they were a very varied group. 

 For example, Abe was the local “do it right” guy. He 

went to college, got his start in real estate working for a 

successful firm (he was one of the few African Ameri-

cans in the local industry who specialized in commercial 

real estate), and built a nest egg. He left the firm after 

about five years to start his own, and he kept up his con-

scientious ways. He made a profit in his first year of 

operations through frugality and careful money manage-

ment. He studied the market, the competition, and how 

and where the city was growing. He negotiated tirelessly 

but fairly to get the best price on land, and he developed 

it for the commercial market because that was where the 

money was. 

 Cal was the promoter. He was college-educated but 

seemed to have majored in partying. He was always talking 

up one big deal or another, developing major projects for 

tourists. More than anyone else in town, he sold visions of 

a future Memphis. He built his deals from the downtown 

out, looking for opportunities near the Mississippi River, 

which he saw as Memphis’s key tourist attraction. He 

was always putting together consortia, but often forgot or 

failed to cover key details. His relationships with people 

were emotional roller coaster rides, and he likewise led a 

life of financial feast or famine, depending on where he 

and his latest project was. Just after his 30th birthday, one 

of his projects “came in,” and he became a millionaire. 

 Lee went to college in engineering and joined her 

father’s construction company right after graduation. She 
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knew business as well as engineering and made the fam-

ily firm a major force in home construction. She had a 

keen eye for where new subdivisions should go and was 

able to get the best work out of local architects and sub-

contractors. She was considered not only sharp, but kind 

to people and careful about the details of her homes and 

her firm. She prospered because her subdivisions were 

the best in town. 

 Dave ran a grocery on the outskirts of Memphis and 

said he “dabbled” in real estate. Self-educated, he largely 

limited his real estate dealings to when one came across 

the butcher shop refrigerated case in his grocery. All 

the locals knew him, and he knew every piece of prop-

erty and its history from experience and listening to his 

customers. When someone needed to move or sell a 

deceased parent’s farm, Dave was there with his check-

book, financed through the grocery. He did not prospect, 

and he resold land rather than developing it. 

 Frank also lived on the outskirts of town. Never gradu-

ating from high school, he apprenticed himself to a gas 

station owner as a teen. When the company needed to 

open a gas station just outside of Memphis, Frank agreed 

to do it, and the company financed his purchase of the gas 

station. At his gas station, Frank mostly sat outside in a 

rocking chair by the gas pump. He became a millionaire 

when gravel was discovered on his land and was mined 

by local gravel and building companies. Armed with seri-

ous money, Frank always said he was looking for his next 

deal, but he never found one.  

 QUESTIONS 

1.    In terms of the five types of entrepreneurial person-

alities mentioned in the chapter, do any of them fit 

the description of the Memphis real estate tycoons?  

2.   What role in their development as entrepreneurs 

would you think special conditions had—for exam-

ple, Abe being African American, Lee being a female 

in a male-dominated industry or working within a 

family business, or Frank or Dave going into serious 

business without a college education?  

3.   What kinds of competencies do you see these real 

 estate entrepreneurs bringing to their business?  

4.   Are there any conclusions you can draw about there 

being an entrepreneurial personality type for the real 

estate business? What does it say about the kind of 

entrepreneur  you  can become with the personality 

you have?       

 BIG BUSINESS IN A SMALL RURAL CITY  

 Bud Collier grew up “smack in the middle of a 100 mile-

long hay field,” as he puts it, near central Kansas. That 

part of the country features a lot of land, a lot of cattle, 

very large farms, agricultural processing centers, and rela-

tively few people. The region has a number of very small 

farm towns, with populations of less than 1,000 located as 

much as 30 to 50 miles apart, and a much smaller number 

of small cities, with populations of 10,000 to 30,000 widely 

scattered throughout the state. There is an ongoing effort 

by state and federal agencies to support the development 

of commerce in those regions. Outside of farming and the 

few small retail shops that serve those small towns, there 

is not much happening in the way of new employment op-

portunities. The farm base continues to shrink, and natives 

of the area continue to move to other parts of the country 

after high school, college, or a hitch in the military. 

 Bud’s small family farm is located near one of those 

small cities. He has earned a degree in marketing and 

graphic arts and now faces a dilemma and turning point in 

his life. He very much wants to go home and settle down 

in the community that he loves, wants to start a career 

related to his newly acquired skills and knowledge, but 

has no idea as to what or if that area has to offer him. 

 He developed a great interest in market research and 

data analysis while in school. Bud has studied national 

and international trends in business in an attempt to dis-

cover where the opportunities and connections lie be-

tween future product and service demand, his graphic 

arts and marketing skills, and his desired home base. He 

is trying hard to be creative and innovative and to “think 

outside the box” as he was often encouraged to do while 

in school. Bud is also trying to “make the data work for 

you” as his statistics professor often spoke about. 

 He has thought about and studied the data regarding 

food production and world hunger. His area of the country 

is capable of producing additional and abundant quanti-

ties of much needed agricultural products. The only thing 

standing in the way seems to be governments and politics. 

His area of the country is a national hub for the transpor-

tation and distribution of products from coast to coast and 

includes a number of major interstate highways. Bud has 

learned that health care and wellness and its many related 

industries are projected to become the number one source 

of jobs and opportunities to the new generation of college 

CASE 4
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graduates. That industry offers options ranging from tra-

ditional forms of health care, to fitness, recreation and 

leisure, diet and nutrition, and nontraditional programs 

and practices. From a global perspective, Bud knows that 

China and the Pacific Rim and all of the so-called “Latino 

Nations” represent two gigantic and growing markets for 

virtually all consumer goods and services. His mind con-

tinues to race with thoughts and ideas as to how to con-

nect these opportunities with his desired home base. 

 Bud also gained skills in the process and art of new 

product development while in school. He was often 

assigned to work with small groups of classmates to 

brainstorm ideas, to shrink the list to the best and most 

feasible, to conduct research and analysis, and to finally 

develop prototypes and test marketing strategies. Bud is 

now ready to do this for real; he also wants to incorporate 

his graphic arts skills into the mix. Bud has become very 

proficient in desktop publishing, computer animation, 

and video production. He is familiar with and proficient 

in current multimedia marketing software. 

 Soon after his return home, Bud learns that an old friend 

of the family is about to retire and sell his printing and sta-

tionery business. That business is located in the downtown 

of a nearby small city, population 26,000, near Bud’s home 

and has provided a nice income and lifestyle for the pro-

prietor. The shop sells greeting cards, office supplies, and 

other complementary paper products and includes a small 

warehouse and processing center where the owner is able 

to produce custom business cards, office stationery, and a 

limited line of brochures and flyers. Most of the equipment 

is old and labor-intensive with limited capabilities.  

 QUESTIONS 

1.    Use your imagination and creativity along with the 

information provided to identify a short list of the 

best opportunities for Bud to consider.  

2.   Should Bud consider purchasing the printing and 

stationery business, and if so, what do you see as his 

goal for the business, especially how could he expand 

production and sales given the limited opportunities 

that the location offers?  

3.   Business ideas are easy to come by. The more difficult 

task is determining the feasibility of business success. 

How would you go about doing that? What kind of in-

formation does Bud need in order to make an informed 

decision? What types and sources of data are available 

to assist you in determining your best opportunities?       

CASE 5

 THE AMBITIOUS COLLEGE KID WHO JUST 
CAN’T WAIT  

 Lyle Wong has been carrying a briefcase everywhere he 

goes since the age of 12 and has always been glad to let 

anyone and everyone know that he is an up and coming 

entrepreneur. At the age of 14, Lyle started and ran a 

flea market on weekends on a field next to his house. He 

rented space to vendors and sold his own merchandise on 

consignment for a commission. He then started and ran 

his own landscaping company during the following three 

summers. This required Lyle to first persuade his older 

brother to use his truck and become an employee, as Lyle 

was not yet old enough to drive. He then started and ran a 

DJ business during his last two years of high school. By 

the time Lyle graduated from high school, he had more 

than $75,000 in savings and mutual fund investments. 

 His parents had all they could do to keep him in high 

school. Although he earned straight A’s, Lyle consid-

ered high school to be a waste of time and nothing but 

an obstacle to earning his first million. He was offered 

a full scholarship at a Michigan college. Thanks to some 

friendly and persistent convincing from his parents and 

from his already established business associates, Lyle 

agreed to give college a try as long as he could continue 

to conduct business. 

 Lyle is now a 19-year-old sophomore, majoring in 

computer science, with minors in business and interna-

tional marketing, and lives in a dorm. He started a T-shirt 

business during his freshman year, which he says pacifies 

him for now, earns him spending money, and allows him 

to continue investing in his retirement portfolio. 

 He is ready to take it to the next level. Lyle has set a 

goal of accumulating $1,000,000 by the time he graduates 

from college. He is willing to do this “part time” since he 

is in school. Lyle has discovered that college takes up 

much less time than high school. He figures that he needs 

only about 30 hours a week to attend class, study, com-

plete all assignments, and continue to earn straight As. 

He has decided to dedicate an additional 40 or 50 hours 

per week, his version of part time, to the next venture in 

order to earn him his first million. 

 Lyle is still undecided as to which direction to go with 

his next venture. He is thinking about setting up and running 

an entire operation from his dorm room. He views this as 
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a location with free overhead. As a full-time student, Lyle 

also has access to many other on-campus resources. Those 

resources include an abundance of cheap help if needed, 

access to all computer technology, access to most on-cam-

pus buildings and facilities, free public transportation, and 

access to the student newspaper and radio station. 

 Lyle is thinking a lot about e-commerce. He knows that 

this gives him access to a worldwide customer base. Unlike 

his previous ventures, which were all very small and local-

ized, Lyle is excited about the prospect of selling merchan-

dise on a global basis. He has always liked the concept and 

role of the middleman, and is searching for product lines 

that he can buy low and sell high in volume. Lyle knows 

that the necessary infrastructure is already well estab-

lished. There are an abundance of manufacturers, shippers, 

and consumers throughout the world. Lyle figures it is just 

a matter of putting together the right mix of those entities 

with him properly placed to reap the benefits. 

 Lyle’s current and past ventures have given him a 

lot of good experience in key areas of business. Those 

include customer and employee relations, handling mer-

chandise, and managing cash and the many details and 

tasks that arise from the normal day-to-day operations 

of most any business. He is now very computer literate, 

and in spite of his passion and drive for business success, 

Lyle has lots of friends, good social skills, and enjoys and 

participates in many hobbies, social events, and extracur-

ricular activities.  

 QUESTIONS 

1.    Do you believe that Lyle can achieve his goal of 

earning $1,000,000 by graduation? Why or why not?  

2.   Help your colleague. You are familiar with the re-

sources available to students on a typical college 

campus. Consider those resources and Lyle’s goals, 

and develop a short list of the best products or ser-

vices to consider. Include an outline and action plan 

to make it all happen.  

3.   Trying to start up a part-time business while being 

a full-time student in college could pose some prob-

lems for Lyle. What are the ones you think are most 

likely? How could he minimize their impact?  

4.   Do you see yourself taking a route similar to Lyle’s? 

Could you do it? Will you do it?       

CASE 6

 THE GRANDE GENERAL STORE, EST. 1948—
IT’S TIME TO SELL  

 Three generations of Grandes have dedicated their lives 

and careers to a small general store located on the out-

skirts of Denver, Colorado. Rocky and Anita Grande, the 

current owner-operators, have decided to sell the family 

business. They have declared themselves “tired, burned 

out, and ready to get out.” Their two adult children have 

no interest in the business, and Rocky and Anita want to 

spend more time with their three young grandchildren. 

 They need help with setting a fair price for the business, 

with finding a qualified buyer, and with preparing a formal 

prospectus for use by investors, bankers, and others. The 

Grandes want the highest price possible and at the same 

time sincerely wish to see the business survive and prosper. 

It has been in the family for a long time, is a well-established 

part of the community, and has a dedicated workforce. 

Most of the employees have been with the company for 

more than 10 years. The Grandes will allow a buyer to con-

tinue to use the family/business name if desired. 

 What began as an old-fashioned general store (1940s–

1960s) carrying everything from food and clothing, 

to tools, farm supplies, penny candy, and train tickets 

evolved into a traditional hardware store (1970s–present). 

The current 4,200 square feet of floor space is divided 

into four major departments: lawn and garden, paints, 

electrical and plumbing, and general hardware. 

 Sales and profits are divided equally between consumers 

and contractors. The store is located adjacent to a railroad sid-

ing with a storage building that allows for large shipments of 

merchandise to be received, stored, and sold. Building mate-

rials of all types (lumber, roofing, siding, Sheetrock, and so 

on) are picked up and delivered to local construction sites, 

which represent the mainstay of the contractor business. 

 The Grande family is well respected by all. Their hon-

esty, loyalty, hard work, and community involvement 

have come back to bless them on many occasions. Dur-

ing tough economic times, suppliers often extend credit 

terms far beyond the norm. Customers and contractors are 

fiercely loyal to the Grande’s business even with the pres-

ence of modern-day giant warehouse outlets that offer a 

wider variety of the same products for less money. 

 While the main buildings date back to 1948, the 

Grandes have upgraded their fleet of delivery trucks and 

forklifts. The inside of the store is a mix of the old and 

the new. State-of-the-art computers, paint processing 

equipment, and landscape machinery rentals are scattered 

around the old wooden building that still sports some 
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original display fixtures and the wormy chestnut paneling 

that Rocky’s grandfather Jeb installed during construc-

tion of the original building. 

 The principals have compiled the following summary 

financials for the past five years of operation:

Income (Profi t and Loss) Statement Summary: 1998–2002 (in 000s)

1998 1999 2000 2001 2002

Sales $1,100 $1,215 $1,500 $1,800 $2,200

CGS—Cost of Goods Sold 550 600 732 822 995

GM—Gross Margin 550 615 768 978 1,205

Operating Expenses: 500 520 600 720 795

● Payroll

● Mortgage/Debt

● Insurance

● Utilities

● Supplies

● Transportation

● Depreciation

Net Income before Taxes $   50 $   95 $  168 $  258 $ 410

Taxes 15 29 50 77 123

Net Income $   35 $   66 $  118 $  181 $ 287

Net Cash Flow from Operations: 1998–2002 (in 000s)

1998 1999 2000 2001 2002

Cash In $1,014 $1,098 $1,360 $1,617 $1,996

Cash Out 945 1,014 1,250 1,430 1,760

Net Cash Flow from Operations $   69 $   84 $  110 $  187 $  236

Balance Sheet Summary: January 1, 1998–2002 (in 000s)

1998 1999 2000 2001 2002

Cash $ 12 $ 19 $ 22 $ 23 $ 21

Inventory 41 47 59 65 80

Accounts Receivables 80 102 124 148 187

Land $ 35 $ 35 $ 35 $ 35 $ 35

Buildings 612 567 505 459 414

Equipment 84 190 171 241 214

Accounts Payables $ 36 $ 46 $ 51 $ 61 $ 71

Notes Payables 21 6 7 9 6

Long-Term Debt $121 $225 $211 $278 $261

Owner’s Equity/Net Worth $686 $683 $647 $623 $613
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  Suburban Denver is considered a moderate- to high-

growth region of the state and is projected to stay that 

way for years to come. New housing, new neighbor-

hoods, new schools, new malls, and the like are under 

construction and in the planning stages throughout the 

area. 

 The Grande business sits on seven acres of land and 

includes room for growth, in terms of new buildings, in-

creased parking, and other business options. The business 

was recently appraised by certified professionals. The as-

sessed values are as follows: 

 ● Land $110,000

 ● Buildings 515,000

 ● Equipment 155,000

 ● Inventory 70,000

 ● Total Current Assessed Value $850,000

 The Grandes have compiled all their data into a pro-

spectus and are about to formally put the business on the 

market. They have yet to settle on an asking price. 

 Two local area banks have indicated a willingness to 

offer a 15-year note to a qualified buyer for a maximum 

of $624,000 (which represents 80 percent of the assessed 

value of the land, buildings and equipment).  

 QUESTIONS 

1.    Use your entrepreneurial skills to evaluate this invest-

ment opportunity. Is this a business worth buying? If so, 

why? How much would you be willing to invest? Why?  

2.   Given the economic outlook in the Denver area, the 

land and physical plant, and the competition, what 

short- and long-term operational and growth strate-

gies would you consider?       

CASE 7

 THE COMPUTER GURU: A ONE-MAN SHOW 
OR AN EMPIRE?  

 Juan De Jesus, of San Antonio, Texas, earned a computer 

science degree from The University of Texas in 1994. 

Upon graduation, Juan was hired as a sales and service 

technician for one of the large national computer corpora-

tions. That job provided him with a tremendous amount 

of experience in the small business sales and service sec-

tor. Four years later, he left the company, deciding to go 

it alone as an independent computer consultant. 

 Juan set up an office and computer-testing lab in his 

home and worked hard to grow the business. He was 

able to take advantage of some of the relationships and 

contacts that he established during his tenure at his last 

job that resulted in several immediate clients. His wife 

Conchita helps with some of the office work on a part-

time basis. 

 The business grew rapidly thanks to Juan’s excellent 

work and reputation. He has the ability to install hard-

ware and software systems, including industry-specific 

software, is very effective at training, can fix almost any 

computer, and is readily available by phone to answer 

questions and solve problems that occur after the instal-

lation and training. 

 Four years into the business, Juan finds himself charg-

ing $100 per hour and earning nearly $150,000 per year 

for his services. He is good at what he does, and people 

want him—his phone is ringing off the hook. He also feels 

that it is time to take a step back to reevaluate his current 

position, his business options, and his personal goals. 

 Juan recalled the internship program that is offered at 

his alma mater and arranged to have three current busi-

ness students conduct a feasibility study on his behalf. 

The project began with an interview at his home office. 

The highlights and key points of that interview follow. 

 Juan reported that he is making a good living, cur-

rently billing about 1,500 hours per year at $100 per hour. 

He actually works about 60 hours per week, however, 

with the addition of travel time, seemingly endless phone 

calls, searching for and ordering parts, office paperwork, 

and attending classes and seminars to remain current with 

new technology. Conchita works about 20 hours per week 

in the office. She indicated this to be her limit, as she has 

another part-time job and is expecting the couple’s first 

child in a few months. She plans to give up the second job 

and to continue working with Juan at their home office. 

 Juan is concerned about the fact that his entire busi-

ness is just Juan. He gets paid only when he works. He 

sells no actual products, just services. If he is sick or if he 

takes a vacation, he earns nothing. He wondered out loud 

whether he had already reached his maximum potential. 

He is worried about the fact that there are no growth op-

portunities under his current setup. He is not sure whether 

he should just keep doing what he is doing or whether he 

should change. 

 The conversation then turned to “the building of an 

empire” as Juan put it. He wants the student team to take 

a close look at some other business options that include: 

 ●   Hire an additional computer technician or two and 

grow the existing business.  
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 ●   Open a retail computer store as a complement to 

his current services. If he were to establish a retail 

store, should he rent, lease, or buy the building?  

 ●   Hire an outside salesperson or two to generate new 

business either as part of the retail store or as an 

extension of his current business.  

 ●   Establish a Web site rather than a retail store as a 

complement to his current services.  

 ●   Consider new and related ideas generated by the 

student team.  

 ●   Do nothing.    

 Juan indicated to the students that he likes the idea of 

building an empire, but that he feels as if he is wading 

into new waters that he is unfamiliar with. For example, if 

he were to open a retail store, could he possibly compete 

with the Circuit Citys and Best Buys of the world? He 

wants his success story to continue and wants to make 

more money while working fewer hours. He also wants 

to earn money when he is not working. 

 Juan is not sure about the best product mix and about 

the pricing of those products. He is very concerned about 

the very rapid product life cycle that is inherent to the 

computer industry and is afraid of getting stuck with sud-

denly obsolete products. Juan is also accustomed to get-

ting paid very quickly for his services and has not had to 

deal with credit and cash flow issues.  

 QUESTIONS 

1.    Form small groups and brainstorm and develop a 

strategic plan for Juan. Compare and contrast each 

group’s plan and gain consensus as to the best.  

2.   Using that best plan, return to your original group and 

develop a tactical plan for Juan.  

3.   Having now developed a tactical plan, what are the 

major challenges facing Juan if he were to go forward 

with your plan? Include a SWOT analysis as part of 

your assessment.       

CASE 8

 THE EARLY STAGES OF PAINT CHECK SERVICES  

 Randy Bunge grew up in his grandfather’s family busi-

ness, inspecting paint jobs for a market mostly made up 

of businesses and government agencies who were hav-

ing contractors paint their buildings and public works. He 

had some ideas about how to modernize the business, but 

his grandfather was content with the old ways of work-

ing. Still, his grandfather encouraged Randy to pursue his 

dream, so, with his father’s support, Randy set out to cre-

ate a new business called Paint Check Services (PCS). 

 In his entrepreneurship class, one of the first things 

Randy was required to do was create an elevator pitch 

for his business to help explain it to potential investors, 

suppliers, customers, and professional supports like ac-

countants and lawyers. His first version of the pitch is 

given below.  

 Elevator Pitch—Paint Check Services  

 Mr. Customer, I know that you have recently decided to 

have your structure repainted. I would like to offer my 

third party inspection service to you. A third party inspec-

tor will ensure that the job is done correctly and eliminate 

a lot of headaches for you. 

 Hiring a painting firm on time and material gives them 

the incentive to drag the job out. So you are left with hav-

ing to hire them on a contractual basis. The only problem 

is that this sets up an incentive to cut corners or use inferior 

materials. The most commonly cut corner in the painting 

industry is using PCS instead of the required thinner. In 

most cases the PCS will still allow the paint to go on nicely 

and everything will look nice when they are finished, but 

instead of getting a 10-year service life out of the coating, 

you will only get five to seven years. Having our inspectors 

on the job to watch the whole process will ensure you get 

the 10-year service life that you are expecting. 

 Our inspectors are highly qualified in the coatings 

field with several years of experience and NACE  *   train-

ing. The inspector we put on your job will watch every 

stage of the painting process to make sure it is being per-

formed correctly and will report to you as often as you 

would like. Some customers want to see the inspector 

once a week to see how the job is going. Others like to 

see the inspector every morning for a progress report. The 

inspector will also create an electronic inspection report 

every day that will be e-mailed to you at the end of the 

day for you to keep in your records. 

 Bottom line, you can be confident that the job is being 

done correctly and that you will not have to spend any 

more time than you want to supervising the project.   

* NACE is the professional organization for paint inspectors.

  QUESTIONS 

1.    Using the description of the elevator pitch given in 

Chapter 8’s “How to Write Your Elevator Pitch,” 
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evaluate this pitch. How does it do on the four parts 

of the pitch? How could it do better?  

2.   Would this pitch be equally effective with the four 

audiences mentioned (investors, suppliers, customers, 

and professional supports)? Did it “play favorites” 

with one or more audiences? What could be done to 

make it more universal in appeal?       

 THE HOUSE OF WINE—GRAND OPENING   

 CASE PERSPECTIVE  

 Fred and Larry Butts are excited and a bit nervous about their 

new wine and specialty store that is scheduled to celebrate 

its grand opening in about four months. Fred and Larry have 

spent the past year choosing a location for their new venture 

and completing a market research and business plan. 

 The couple purchased a lakeside parcel of property in 

the heart of the lakes region of upstate New York. Their 

newly built structure includes a 7,200-square-foot retail 

showroom (72 ⫻ 100) with a below-ground wine and in-

ventory storage area of the same dimensions. The retail 

showroom is very elegant, featuring wood floors, a large 

number of beautiful windows, many of which overlook a 

scenic lake vista, bright stucco walls adorned with works 

of art and a high-end surround-sound system. The building 

is located on a busy road, and the parcel includes plenty 

of room for parking and possible building expansion. 

 Fred and Larry’s market research indicates that the area 

is evenly divided between an upper-middle-class popula-

tion of second home seasonal and year-round retirees, a 

white-collar population of insurance and banking people, 

and a blue-collar population of factory workers. The total 

population of the multitown region nearly doubles between 

Memorial Day and Labor Day each year (from 50,000 to 

100,000⫹), as there are a large number of summer cot-

tages and campgrounds that surround the many small 

lakes within their market radius. The region also enjoys a 

“leaf-peeping” tourist season in the fall and a pass-through 

and nearby ski market during the winter months. 

 Tourism is the area’s major industry, followed closely 

by the manufacturing sector. There are no major cities 

nearby. The area consists of several small towns sur-

rounded by beautiful hardwood forests, fresh water lakes 

and ponds, and several nearby small mountain ranges. 

 Fred and Larry’s market research also revealed that there 

is currently very little direct competition in the area and 

that the fine wine and related products markets are grow-

ing steadily. Wine is currently available only in local con-

venience stores and supermarkets. Those establishments 

typically carry the lower-priced, lower-end, faster-moving 

selections. Fred and Larry are very optimistic about their 

chances for success, but are still faced with several impor-

tant decisions to make prior to their grand opening. 

 Highlights of the financial section of Fred and Larry’s 

business plan include the following: 

 ●   A budget of $150,000 for store fixtures, furniture, 

and other equipment.  

 ●   A budget of $250,000 for merchandise inventory.  

 ●   A beginning working capital balance of $100,000 

(they expect this and their initial sales to support 

the net cash flow from operations for a period of 

six months, at which time the business is projected 

to support itself).  

 ●   A break-even sales volume of $650,000. 

 ●  All sales are for cash or credit.  

 ●   About half of their wine inventory must be paid 

for up front; the other half is purchased under 

2/10/ net/30 terms.  

 ●   All complementary products (described below) are 

purchased under 2/10 net/30 and/or 2/10 net/

45 terms.    

 Fred and Larry’s major remaining unfinished business 

and related decisions revolve around their specific prod-

uct mix, the specific layout of the store and warehouse, 

and their short-, medium-, and long-range marketing and 

promotion plan. Each is described below in more detail.    

 PRODUCT MIX  

 While wine is obviously Fred and Larry’s major product 

line, there are a very wide range of products and prices to 

choose from. A single bottle of wine can sell from as little 

as $5 to as much as $10,000 or more. Wines are generally 

grouped into categories that sell from $5 to $8, $9 to $17, 

$18 to $30, $30 to $75, and $100⫹. There are red wines and 

white wines, small- to standard- to  large-sized bottles, cham-

pagnes, after-dinner wines, and dessert wines. Wines can be 

sold by the case, as part of a gift set, on site and through 

the mail. The major producers of wine are found in France, 

Italy, Germany, South America, Australia, and California. 

 Fred and Larry need to select the “right” mix of com-

plementary products. They already find themselves with 

vendors offering more products than they can possibly 

handle. Those products include but are not limited to 
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assorted glassware; wine racks and storage units; cork-

screws; cookbooks; party platters; serving utensils; coast-

ers; dry, fresh, and frozen food products; tablecloths and 

napkins; newspapers and magazines; and so on. 

 Their goal is to operate an upscale, classy establish-

ment and to make as much money as possible. They must 

pay attention to cash flow and store image. The cheaper 

wines move fast but generate a smaller profit per unit 

and portray a “lower-class image.” The more expensive 

wines move more slowly, generate a much larger per unit 

profit, and portray an image of “upper-class elegance.” 

They must also consider services as well as products. 

Those include but are not limited to delivery, catering, 

wine-tasting parties, wine classes, and so on.    

 STORE LAYOUT  

 With building construction nearly complete, Fred and 

Larry keep staring at their (now empty) 72 by 100 feet 

of retail/showroom space that they must soon fill with 

equipment, fixtures, products, and other accessories. The 

lower level must soon be filled with storage equipment, 

inventory, supplies, and other operational necessities. 

How should each level be laid out? What kind of display 

cases should they buy? How should they incorporate light, 

music, and other presentation aspects into their business? 

Where should the cash register be? What about an office? 

How should inventory be received, stored, and handled? 

 They must design their layout in a way that will maxi-

mize sales and profits; maximize their customer’s buying 

experience; maximize the use of wall, floor, ceiling, and 

window space; minimize shoplifting; maximize safety; 

and minimize liability. 

 Outdoor presentation and layout decisions must be 

made as well. Those include but are not limited to road 

and building signage, lighting, parking lot design, trash 

and snow removal, landscaping, traffic flow, and safety.    

 SHORT-, MEDIUM-, AND LONG-RANGE MARKETING 
AND PROMOTION PLAN  

 Fred and Larry envision a three-phase marketing and 

promotion plan. In the short term (first six months), they 

want to maximize exposure by having as many people 

learn about and visit the store as possible. They want peo-

ple to show up and have an experience that makes them 

want to come back soon and often. They want to generate 

enough sales to establish and sustain a positive cash flow 

within six months of their grand opening. 

 Their medium-range (six months to one year) goals 

call for the establishment of a never-ending positive cash 

flow from operations, a year-round local clientele to sup-

port that cash flow, and the beginning of a long era of 

word-of-mouth referrals. 

 Their long-range goals are focused on sales and profit 

stability and flexibility. Fred and Larry’s first, second, and 

third year sales projections are $1,000,000, $1,500,000 

and $2,000,000, respectively. At that point, their goal is 

to achieve an annual increase in sales of 5–10 percent. 

By the end of their fifth year, they want to be in the posi-

tion of being able to sell the business for a substantial 

profit ($1,000,000 or more) or continue to run and grow 

the business if they are having fun.    

 QUESTIONS 

1.    Fred and Larry raised several issues regarding the 

product mix for their business. What product strategy 

do you think makes the most sense for The House of 

Wine? Why?  

2.   Given the market and product line options for this 

new business, what kind of pricing strategy do you 

think makes the most sense for the business?  

3.   Prepare a time line of strategies and actions that will 

help the principals achieve their short-, medium-, and 

long-term goals.       

CASE 10

 BUSINESS DEMISE  

 When you look at a page of a textbook chapter, you see 

a carefully organized grouping of body matter text lines, 

text boxes, photos with captions, and figures. For more 

than 200 years, the process of arranging material to be 

printed (called typesetting) was the same, with hundreds 

of small mom-and-pop businesses doing this type of work 

under contract for major publishers. Often, the shops were 

near the publisher’s major installations, and the business 

relationships were based on personal contacts between 

publishers and typesetters. By the 1980s, Asian companies 

(primarily in India and China) came into the business, seek-

ing work from the large American and British publishers. 

 Donald Sontag was a 32-year-old New Yorker who 

had been in the business and had the idea to buy a large 

number of the small mom-and-pop typesetting shops 

(called a  rollup ). He started by buying the 100-employee 

Carter Typesetting Company, an Iowa typesetter and one 

of the larger such companies, as a basis for the rollup. He 

had roughly 70 people employed in small shops in the 
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Northeast. He also bought a 30-person Manila, Philippines 

typesetter to take advantage of the lower costs of Asian 

typesetting shops. His vision was on target. Carter soared 

to $10,000,000 in annual sales and profits of $1,000,000. 

His own bank account grew to over $2,000,000. 

 In the world economy of the 1990s, outsourcing from 

the United States to Asia was a growing phenomenon, 

and one from which Donald thought he was positioned 

to benefit. But even as he was taking the lead in this, and 

promoting this approach to his customers as a competi-

tive advantage, his customers were themselves looking 

for Asian typesetters to forge direct business relations. 

 Ironically, the growth of the Internet made outsourc-

ing easier for the large publishers. Originally, the graphic 

transfer machine needed for remote typesetting cost 

$45,000 and the slow data line cost $10,000 a year at least. 

Since typesetting was an industry composed of many small 

shops, it was uneconomical to try and equip all of them 

with the equipment. However, with the advent of digital 

typesetting programs and the growth of personal comput-

ers and the Internet, the graphic equipment dropped to a 

cost of $200, while a fast data line cost $1800 a year. Sud-

denly it was cost-effective for the major publishers and all 

typesetters to have the equipment and fast Internet hook-

ups that made worldwide outsourcing feasible. 

 While the American typesetters like Carter originally 

had an edge on quality, the Asian shops were faster at 

adopting the new lower-cost technologies, which de-

creased their costs. As the Asian typesetters got more op-

portunities for business from the major publishers, they 

quickly improved their quality to keep these lucrative 

customers. Soon the American typesetting industry was 

losing market share to their Asian competitors. 

 At Carter, the employees were resisting the new tech-

nologies and were very protective of their good pay and 

perks. The workers (mostly women who were second 

breadwinners in their families) were more interested in 

protecting a lifestyle they valued than in meeting the eco-

nomic and technological challenges of a newly competi-

tive industry. In addition, they had trouble letting work go 

overseas, keeping it in Carter even when it made financial 

sense to send it overseas. The company’s profitability was 

dropping quickly. Donald’s partner Dan believed in “be-

nevolent capitalism” (an idea about treating employees in 

as fair and considerate a way possible pioneered at IBM 

in the 1950s and 1960s) and was reluctant to press the 

employees for faster changes or cost-cutting activities. 

 Donald could see business moving overseas at an even 

faster rate. He could see the quality of the Asian type-

setting improving dramatically and quickly. He saw the 

costs of the technology for outsourcing (and managing 

outsourced projects) improve in completeness and drop 

in cost at the same time. The all important question was, 

what should he do about this and what could he get the 

Carter Company to do?  

 QUESTIONS 

1.    How would you describe the problem the Carter 

Company is facing? What is causing it?  

2.   What strategy would you recommend Donald take to 

solve this business problem? Why?  

3.   How can Donald entice his customers at the big text-

book publishers to use Carter instead of cutting their 

own deals with Asian typesetters?       

 S & Z EAST COAST IMPORTERS   

 OVERVIEW  

 Herbie Shapiro has worked as a retail footwear salesman 

in the New York City area for nearly 20 years. The New 

York City native has always worked for someone else but 

knows the business and its people very well. Herbie has 

always felt that the supply side of the retail footwear busi-

ness is poorly organized, and that few if any distributors 

provide good service to the hundreds of retail outlets in 

the metropolitan area. 

 Mei Zhao, a native of China, is a longtime acquain-

tance of Herbie, and a manufacturer’s rep for several of 

the Pacific Rim footwear manufacturers. Mei functions 

primarily as a foreign agent and freight forwarder for 

the Asian manufacturers, overseeing the unloading and 

trucking of container ship cargo. 

 Mei shares many of the same views as Herbie 

when it comes to the distribution and supply side of 

the retail footwear business. Both men are at the mid-

point of their careers, have built a solid business and 

personal relationship with each other, and following 

several meetings, have decided to form a partnership. 

S & Z East Coast Importers has the opportunity to lease 

a 60,000-square-foot warehouse with a buy option in 

northern New Jersey for purposes of establishing a 

distribution center for the metropolitan area retail foot-

wear business. 
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 Mei already has many good links and relationships 

with the major suppliers and shippers of retail footwear. 

The partners plan to import a wide range of products in-

cluding casual shoes, athletic footwear, fashion and out-

door boots, slippers, socks, laces, pads and inserts. Mei 

has access to all the major national brands as well as the 

bargain priced no-name lines. 

 In addition to his long association and membership in 

local and national footwear organizations, Herbie knows 

many store owners and employees within the New York–

New Jersey metro area. Herbie is well liked and well 

respected. The partners believe that their strong combi-

nation of supply side and retail experience will provide 

them with access to many good markets. 

 As is the case in many industries, there are a very small 

number of large suppliers of manufactured products coupled 

with a very large number of small retail stores. One of the 

major keys to success therefore is the existence of an effi-

cient, well-organized system of distribution. Herbie and Mei 

are focusing their efforts on doing a better job than the com-

petition and on filling that niche in the footwear market.    

 LOGISTICAL ISSUES AND CHALLENGES  

 Most of the aforementioned footwear products arrive at 

the West Coast on giant container ships. After clearing 

customs, the containers are off-loaded onto tractors for 

local (western) delivery and onto railcars for Midwestern 

and East Coast distribution. Herbie and Mei plan to set up 

their building as a warehouse and distribution center. 

 Warehouse and distribution centers must purchase vir-

tually all their products in large quantities. Herbie and Mei 

will be faced with buying stock shipments ranging from 

no less than 1,000 to as many as 50,000 to 100,000 units 

of laces, shoes, socks, running shoes, and so on. 

 Retailers on the other hand typically must purchase 

very small quantities of mixed loads of products, primar-

ily because of a lack of retail and storage space. Herbie 

and Mei will be faced with orders that call for 50–150 

pairs of laces, shoes, socks, running shoes, and so on. 

 Warehouse and distribution centers must therefore be set 

up to receive, unload, and store large shipments of product 

(railroad cars/tractor trailers), to “break bulk” (unpack, count, 

inventory, and repack), and to load and deliver small mixed 

loads to retail establishments. Many metro area retailers are 

located on cramped and busy streets with limited access. 

 The financial side of Herbie and Mei’s business looks 

very promising. Thanks to Mei’s connections with sup-

pliers and Herbie’s connections with the New York-New 

Jersey metro market, the partners anticipate an average 

markup of 30–40 percent for their products. That is about 

twice as much as Mei earns as a manufacturer’s rep. 

 In order for their business to succeed, several variables 

and logistics must fall into place and be properly man-

aged. Their warehouse and distribution process, quality of 

service, and financial management must operate at maxi-

mum efficiency. In addition to in-house efficiency and 

cost control, the company must also buy and sell enough 

volume of product to cover all costs and generate profits. 

 Retail customers are looking for timely and frequent 

deliveries of small quantities of very specific products. 

Some of those customers may need merchandising help 

as well. If their products are not selling, the distribution 

centers and manufacturers will soon be backed up with 

product as well. Retail sales are the key to avoiding a 

“bottleneck” in the process and flow of manufacturing 

and distribution. 

 The financial side of this business requires close and 

careful management of receivables and payables. Many 

manufacturers expect and receive payment for their prod-

ucts in about 10 days. This is essential to the sustained 

cash flow of their operations (primarily for payroll and 

raw materials purchases). Some manufacturers are in a 

position to offer credit terms of up to 30 days. Retailers 

on the other hand often require accounts payable terms 

ranging from 30 to 60 days. This is essential to the sus-

tained cash flow of their operations, as customer sales are 

the primary source of funds. 

 So while the prospect of a 30–40 percent markup is 

clearly attractive, there is a cash flow situation and chal-

lenge that must be met. 

 Herbie and Mei are unsure about the best way to facil-

itate and manage trucking and insurance. They have the 

option of buying or leasing their own trucks on both the 

supply and delivery side and also have the option of using 

independent trucking companies. They could select some 

combination of those two options. In addition, merchan-

dise must be insured, but who exactly is responsible for that 

coverage and when does that “ownership” change hands? 

 The partners project monthly warehouse operating ex-

penses of $55,000 (building, payroll, administration, and 

salaries). This does not include merchandise, trucking, 

or insurance. The partners have conservatively projected 

first year sales to be $3 million. 

 Their warehouse inventory capabilities are in excess 

of $30 million. Herbie and Mei realize that it will take 

some time to approach that level from both a sales and 

cash flow perspective. Their facility and market base 

clearly present the potential to achieve sales of $40 mil-

lion or more. Cash flow is the current obstacle. They have 

just over $4 million in cash and working capital (line of 

credit) for their start-up and believe that that will accom-

modate first year sales of $3 million given their logistics 

of inventory purchase, sales, and cash flow. 
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 From a distance, the prospect of success is promising. 

The partners have the opportunity to buy low and sell 

high in large volume. There is a market niche to fill. The 

partners have the experience and the connections on both 

the supply and sales sides of the business.    

 QUESTIONS 

1.    What model for distribution does S & Z plan to pursue? 

What does its distribution channel chain look like?  

2.   Does its site selection make sense for the kind of 

business S & Z plans to pursue?  

3.   How should Herbie and Mei go about figuring the 

right mix of using their own trucks and using inde-

pendent trucking companies?  

4.   How can the principals use technology to achieve suc-

cess in their new venture? Be sure to address each of the 

major categories presented, i.e., purchasing, transporta-

tion, operations, distribution, and financial management.  

5.   Select a specific business or industry that you may 

become a part of; how would you incorporate the 

technological aspects described in the text into your 

day-to-day operations?       

 THE WALLINGFORD BOWLING CENTER  

 A group of 12 lifelong friends put together $2 million of 

their own funds and built a $13 million, 48-lane bowling 

alley near Norfolk, Virginia. Two of the investors became 

employees of the corporation. Ned Flanders works full 

time as general manager, and James Ahmad, a licensed 

CPA, serves as controller. 

 The beautiful, modern-day facility features a multi-

level spacious interior with three rows of 16 lanes on two 

separate levels of the building, a full-service bar, a small 

restaurant, a game room (pool, video games, pinball), and 

two locker rooms. The facility sits on a spacious lot with 

plenty of parking and room to grow. 

 The bowling center is located in the small blue-collar 

town of Wallingford. There is no direct competition 

within the town. The surrounding communities include 

a wide-ranging mix of ethnic groups, professionals, mid-

dle- to upper-middle-class private homes, and several 

apartment and condominium complexes ranging from 

singles to young married couples to senior citizen retire-

ment units. Nearly 200,000 people live within 15 miles 

of Wallingford. 

 The bowling center is open 24 hours per day and has a 

staff of 27 part- and full-time employees. After four years 

of operation, the partners find themselves frustrated with 

the low-profit performance of the business. While sales 

are covering expenses, the partners are not happy with the 

end-of-year profit sharing pool. The most recent income 

statement follows: 

CASE 12

Wallingford Bowling Center 

Income Statement—2004

Sales $3,844,000

Cost of Goods Sold 1,315,000

Gross Margin $2,529,000

Operating Expenses: $2,381,000

Mortgage $960,000

Depreciation 195,000

Utilities 138,000

Maintenance 125,000

Payroll 700,000

Supplies 127,000

Insurance 136,000

Taxable Income 148,000

Taxes 54,000

Net Income $    94,000
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 The bowling center operates at 100 percent capacity 

on Sunday through Thursday nights from 6:00  P.M . until 

midnight. Two sets of men’s leagues come and go on 

each of those nights, occupying each lane with mostly 

five-person teams. Bowlers from each league consis-

tently spend money at both the bar and restaurant. In fact, 

the men’s leagues combine to generate about 60 percent 

of total current sales. 

 The bowling center operates at about 50 percent ca-

pacity on Friday and Saturday nights and on Saturday 

morning. The Friday and Saturday “open bowling” nights 

include mostly teenagers, young couples, and league 

members who come to practice in groups of two or three. 

The Saturday morning group is a kid’s league, ages 10 

through 14. 

 There are four women’s leagues that bowl on Monday 

and Wednesday afternoons. 

 Business is extremely slow at the bowling center on 

Monday through Friday and Sunday mornings, and on the 

afternoons of Tuesday, Thursday, Friday, Saturday, and 

Sunday. It is not uncommon to have just three or four 

lanes in operation during those time periods. 

 The owners have taken a close look at the cost side 

of their business as a way to improve profitability. They 

concluded that while the total operating expense of 

$2,381,000 might appear to be high, there was in fact 

little room for expense cutting. 

 At a recent meeting of the partners, James Ahmad re-

ported on the results of his three-month long investiga-

tion into the operating cost side of other bowling alleys 

and discovered that The Wallingford Bowling Center 

was very much in keeping with their industry. James 

went on to report that bowling alleys were considered to 

be “heavy to fixed cost operations” and that the key to 

success and profitability lies in maximizing capacity and 

sales dollars.  

 QUESTIONS 

1.    Develop a complete short marketing plan for this 

company. The goal of the plan is to increase capacity 

to as close to 100 percent as possible.  

2.   Given the particulars of this case, develop a list of the 

five best target market groups and the distinct fea-

tures of the “4Ps” for each of those groups.       

CASE 13

 PARKER MOUNTAIN PRODUCTS, INC.   

 COMPANY HISTORY  

 The New England region of the United States includes a 

beautiful coastal stretch that extends from Maine to Rhode 

Island, through the states of New Hampshire, Massachu-

setts, and Connecticut. The area is famous for its sum-

mer tourism, which includes beaches, quaint villages and 

towns, restaurants, shops, historic sites and landmarks, 

and lobsters. Tens of thousands of people from around 

the world vacation in the area each year, especially dur-

ing the summer season, which extends from Memorial 

Day to Labor Day. 

 Shortly after World War II, Ernest Parker returned 

to his hometown of Rochester, New Hampshire, and 

built a small factory that produces low-end glass and ce-

ramic regional souvenirs. These products include wine 

glasses, general glassware, ceramic cups and bowls, and 

small platters. Each of these is decorated with a vari-

ety of painted images and words related to the specific 

coastal tourist towns and markets, that is, pictures of 

lobsters, seagulls, ocean waves, famous towns, and fa-

mous sites. 

 Ernest has provided steady employment for 35 pro-

duction and support staff. The business has grown at a 

rate of about 5 percent per year (in sales). The most recent 

profit and loss statement is shown:

Parker Mountain Products, Inc. 

Profi t and Loss Statement—2001

Sales $2,000,000

Cost of sales* 990,000

Gross profi t $1,010,000

Expenses 930,000

Net income $  80,000

*Includes direct materials only.

 The entire production is sold through a small number 

of manufacturer’s reps, wholesalers, and brokers. While 

the opportunity was always there to sell direct, Ernest 

chose to focus all his efforts on the production side of 

the business, allowing others to market, sell, and distrib-

ute the products to retail shops, hotels, and other vendors. 

The industry average or norm for profits is between 5 and 

7 percent (net income to sales).    
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 CURRENT SITUATION  

 Having now reached the age of 75, Ernest has decided to 

retire and turn the business over to his grandsons Chris 

and Ben, two young and ambitious entrepreneurs who re-

cently graduated with honors from the renowned Applied 

Business Management program at the University of New 

Hampshire’s Thompson School. 

 Chris and Ben are anxious to improve efficiency on 

the production side and to develop a variety of direct 

niche markets to complement their wholesale distribution 

on the marketing and sales side. The opportunity to add, 

drop, or shift the product mix, and to increase production 

and sales exists. In order to properly analyze and act on 

this, they have asked their bookkeeper to provide more 

specific production and cost data. 

 This information is presented below: 

Product Line

No. of Units 

Produced

Selling Price 

per Unit CGS per Unit

Total Variable 

Costs per Year

Platter 300,000 $2.00 $ .60 $240,000

Cups 200,000 2.50 1.50 160,000

Bowls 100,000 2.00 .20 80,000

General 

glassware

100,000 1.00 .70 80,000

Wine glasses 300,000 2.00 1.40 240,000

 The total variable costs of $800,000 are assigned or 

charged to each product line based on the number of units 

produced. Total fixed costs for the factory are $80,000; 

selling and administrative costs for the total company are 

$50,000. 

 Chris and Ben have determined that the factory is now 

at 85 percent of capacity. They are certain that produc-

tion can be increased without incurring any extra expense 

beyond direct materials. 

 They also know that the selling price could be increased 

by 15 percent as a result of a direct sales program. Their 

only uncertainty or fear is in disrupting the long-standing 

relationships that exist with the various manufacturers’ 

reps, wholesalers, and brokers who have been able to sell 

all of the company’s production for many years. They are 

afraid of “biting the hand that feeds them” by selling to 

an end user who currently buys from one of their own 

distributors.    

 QUESTIONS 

1.    As a first step, conduct a financial analysis of current 

operations by reformatting the income statement to 

include individual product lines as well as the total 

company. Analyze those data.  

2.   Use the information provided along with any assump-

tions you wish to make and construct a balance sheet 

and cash flow statement. Analyze those data.  

3.   What specific goals and standards of performance 

would you recommend for the new managers? What 

control process or audit system would you include for 

follow-up purposes?      

CASE 14

  NATE MOWER & SON, RESIDENTIAL 
PLUMBER(S)  

 Nate Mower has worked as a plumber in the Minneapo-

lis area for 20 years. Nate has operated his business as a 

one-man show and has also had as many as six employees 

working on two or three jobs at a time. 

 During the winter months, Nate traditionally works 

alone, servicing local residents with routine plumbing re-

pairs, furnace maintenance, and frozen pipes. During the 

summer months, Nate takes on a few new home construc-

tion plumbing and heating installations that call for the 

help of additional workers. 



 Cases C-17

 Nate has an excellent reputation for honesty and high-

quality work. He has never had to advertise, as the work 

requests seem to be endlessly lined up and waiting. Nate 

works long hours, yet has managed to earn only a mod-

est living for his wife Jessie and son Brett. In fact, Jessie 

has been heard to comment out loud to friends and fam-

ily that Nate is “always busy and always broke.” Several 

years back, Jessie had to take on a part-time cashier posi-

tion at the local supermarket “just to put groceries on the 

table.” The Mowers inherited Nate’s grandparent’s old 

farmhouse and have no mortgage. Nate drives around in 

his grandfather’s old panel truck that he converted into 

the company work vehicle. 

 Nate is from the old school. He is a down-to-earth, 

hard-working country boy who loves to hunt and fish in his 

spare time. As Nate puts it, “I love my job and don’t want 

to charge people too much for my work.” Nate charges 

$25 per hour for his time (while onsite only) and provides 

all parts at cost. Nate believes that “it would be stealing” 

to mark up the price of parts that he buys from a nearby 

wholesale distribution center. Nate mails out bills when he 

gets around to it, usually late at night if he’s not too tired. 

 Brett Mower has learned a lot about the trade from 

his father. He often went along with Nate on jobs when 

he was young, and worked for his father throughout high 

school, mostly during the summers. Brett has returned 

home from a tour of duty in the military and is thinking 

about becoming a partner in the family business. He has 

several serious concerns, however, and is not sure which 

way to turn. 

 Although Brett would never say so out loud, he ac-

knowledges that his father does seem to be always busy 

and always broke. He wonders why his mother is forced 

to work to put groceries on the table and help pay the 

bills. The family has no mortgage and no car payments. 

His folks have never taken a vacation, rarely go out, and 

still don’t own a personal computer. 

 Brett recalls many incidents of receiving angry let-

ters from creditors and parts suppliers over past-due 

bills. There have also been a few bounced and delayed 

paychecks over the years. Nate is currently on “COD— 

only” status with his suppliers who also expect some pay-

ment toward outstanding payables. 

 Brett wonders whether the business could ever sup-

port two families. He is planning on marrying his child-

hood sweetheart within the next year and has dreams of a 

house, family, and career of his own. 

 And yet, business is booming. The phone never stops 

ringing, especially during the long winter months, and 

Nate has barely scratched the surface of the new home 

installation market. The Minneapolis area is booming 

with new home construction. There have been reports in 

the local papers that several jobs have been delayed be-

cause of a shortage of contractors, including plumbing 

and heating. The short- and long-term market outlook is 

excellent. 

 Brett has been anguishing over his next move. Nate 

is thrilled at the prospect of forming a partnership with 

his son. Brett wants to start a new life and career in his 

hometown but has serious concerns about the condition 

and future of his father’s business. Jessie suggested that 

perhaps someone in the know should take a look at their 

books and point them in the right direction. 

 Nate’s most recent IRS returns reveal the following:  

Schedule C—Profi t and Loss Statement—2007 

Nathan Mower, Residential Plumber

Sales $221,250

CGS 135,000

GM $ 86,250

Expenses: $ 49,500

Outside

 Labor $39,500

 Truck 2,000

 Supplies 4,000

 Insurance 4,000   

Taxable income $ 36,750
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 QUESTIONS 

1.    Using the above statements, provide specific rec-

ommendations that will alleviate Nate’s cash flow 

problems.  

2.   Given the history of the company, is it possible for 

Brett to come on board, earn a living, and successfully 

grow the company? If so, how?       

CASE 15

Balance Sheet Accounts—12/31/2007 

Nathan Mower, Residential Plumber

Cash $     600 Accounts payable $ 98,000

Accounts receivable 97,500 Notes payable 14,000

Inventory 143,400

Land 0 Long-term debt 0

Buildings 0

Equipment 36,000 Net worth $165,500

$277,500 $277,500

 THE LANDLORDS: INVESTMENTS IN 
COMMERCIAL REAL ESTATE  

 Greg, Chris, and Nancy are midcareer high school teachers 

in the Pittsburgh area. They love their jobs, are very dedi-

cated, and plan to stay on until they are eligible for retire-

ment in about 15 or 20 years. The three teachers and friends 

have met on several occasions to brainstorm ideas for an 

outside business partnership. With kids about to enter col-

lege and a somewhat pessimistic outlook toward their retire-

ment pensions, the three want to make some extra money. 

 Their financial goals are to supplement their annual 

incomes by $10,000 to $15,000 each for college tuition 

purposes and to build an equity base of about $300,000 

each for retirement. 

 Following several meetings, some consultation with 

friends and advisers, and some local market research, they 

have settled on the business of commercial real estate in-

vestment, more specifically, multiunit rental properties. 

 The Pittsburgh and surrounding communities are cur-

rently experiencing and are projected to sustain above-

average growth in both jobs and housing. In fact, there is 

a current shortage of both rental units and single-family 

housing in the area. As a result, rents have increased 

steadily during the past three to five years and currently 

average:

1-bedroom apartment $750–$900 per month

2-bedroom apartment $1,000–$1,200 per month

3-bedroom apartment $1,200–$1,400 per month

4-bedroom apartment $1,400–$1,800 per month

  Tenants are responsible for heat, hot water, and elec-

tricity. Landlords provide parking and maintenance. 

 Interest rates are very low at this time and are there-

fore very attractive for borrowing and investing purposes. 

Greg has learned that local banks will finance commer-

cial properties for up to 25 years at 6 percent interest. 

In addition, those banks will provide loans for up to 

85 percent of assessed property values. 

 Multi-unit apartment buildings in the area range from 

$300,000 to $600,000 depending on size, condition, and 

neighborhood location. Most buildings include three to six 

separate units ranging from one to four bedrooms in size. 

 Greg, Chris, and Nancy want to locate and purchase 

enough buildings to meet their financial goals. Each 

building must therefore generate enough rental income to 

offset all costs and generate an after-tax profit. The build-

ings must also be carefully selected with regard to their 

expected growth in appreciation. 

 In addition to building and outside maintenance, the 

landlords are responsible for mortgage payments, city 

water and sewer bills, insurance, and local taxes. The IRS 

requires that depreciation be spread over a 28-year period. 

 The landlords each have $30,000 to invest for down 

payments on properties. One of their advisers urged them 

to set aside a portion of that amount for working capital 

depending on their cash flow outlook.  
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 QUESTIONS 

1.    Greg, Chris, and Nancy could do their real estate rental 

business strictly self-financed or with bank loans. 

Which do you recommend and why? What are the 

monthly financial obligations under each approach?  

2.   Given their starting funds and loan opportunities, 

how large a real estate deal can they handle their first 

time out if they go the bank loan route?  

3.   One adviser mentioned putting aside a portion of 

their money for working capital. How much would 

you recommend they put aside? On what do you base 

your suggestion?  

4.   What are the typical cash flow problems that people 

in real estate rentals face? How can Greg, Chris, and 

Nancy prepare themselves to meet these?  

5.   Many real estate investments or projects are of a 

much greater magnitude than those in this case. How 

would you go about organizing and financing a proj-

ect that required an investment of say $300 to $350 

million?       

CASE 16

 RICHARD HARRIS AND HARRIS HOMES LLC  

 Many people who thought the devastation from 2005’s 

Hurricane Katrina would be a golden opportunity for the 

Gulf Coast construction industry were sadly mistaken. 

Consider the situation of Richard Harris. 

 Harris had owned Harris Homes LLC about ten years 

when Katrina hit Ocean Springs, Mississippi. By 2004, 

his sales had grown to $3.5 million and his 2005 sales 

were on track for $5 million when the storm hit. Before 

the storm, he had $3 million in projects and $300,000 

worth of vacant property. Before the storm, he was build-

ing 24 houses, and 12 of them were already under con-

tract. When Katrina hit, those homes sustained damage, 

and even with insurance, Harris’ out-of-pocket expenses 

to cover his deductible were around $100,000. The bad 

news was that paying those deductible expenses would 

eat up all of his working capital. 

 That money problem fed into another problem—people. 

Harris was employing 60 to 80 subcontracted workers, 

but now he couldn’t make competitive offers to get the 

workers back. FEMA (the Federal Emergency Manage-

ment Agency) was spending money for their Blue Roof 

emergency repair program, out-of-state contractors with 

fat bank accounts were hiring local workers at premium 

rates to help them start repairing and rebuilding, and the 

area’s worker base was still depleted because of the peo-

ple who evacuated the area and had not yet returned. Just 

as workers were scarce and going for premium prices, 

so were lumber and all building materials, as an entire 

region tried to rebuild at the same time. 

 Those 12 homes under contract were sold at 

pre-Katrina prices, in effect “locking-in” low prices the 

region will not see for months, perhaps years to come. 

Harris was obligated to finish those homes. However, the 

cabinetmaker, plumber, and electrician he had favored all 

had businesses underwater after Katrina, and may be out 

of business. 

 It is now about three weeks after Katrina (and the 

glancing blow from Hurricane Rita) hit. Looking at his 

immediate future, Harris knows he needs to get to work 

on the other nearly finished homes, which would get 

some new cash flowing into his business. He has ap-

plied for SBA disaster relief, but has been told it would 

be 90 days before any money became available—if he 

qualifies. He needs to move to get some of the poten-

tially lucrative government contracts for rebuilding that 

are being offered. But even here, it is hard to know how 

to bid when prices are so unpredictable. For example, the 

cost of dumping debris from cleared land jumped from $1 

a cubic yard to $4 after Katrina. 

 Harris had done several things right. He had insur-

ance. He kept a set of records where they would be safe, 

making it easier to apply for government relief and insur-

ance after the storm. He even had kept ready cash for ex-

penses. Despite all of that, Katrina hit, and Richard Harris 

is looking at the possible loss of his business, right at the 

moment when the construction industry in his area ap-

pears about to enter a golden age of rebuilding.  

 QUESTIONS 

1.    What do you think are the two greatest risks facing 

Richard Harris’s business? Why?  

2.   What actions can Richard take now to manage the 

risks you mentioned above?  

3.   From this experience, what recommendations would 

you make to Richard Harris to do an even better job 

of preparing for future hurricanes?     

 Source: Jackie Larson, “Gulf Coast Entrepreneurs Face Reality,” 

Entrepreneur.com, September 22, 2005, http://www.entrepreneur.

com/article/0,4621,323569,00.html.  
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  THE HOUSE OF WINE (REVISITED) 

  Please refer back to Case 9. The focus now shifts to in-

ventory management. The proprietors have a somewhat 

limited start-up budget for inventory and working capital. 

It is very important for them to buy the right quantity of 

the right products (part of asset management). 

 Inventory may be purchased with cash, through short-

term loans from a bank (notes payable/line of credit), or 

through a credit arrangement with suppliers (accounts 

payable). There are also a variety of shipping and receiv-

ing programs and systems available. 

  QUESTIONS 

1.    Use the information from this case, Case 9, 

and your classroom discussions to create a 

detailed inventory management program for the 

proprietors.  

2.   How would you recommend they pay for the 

inventory?  

3.   What milestones in the House of Wine’s opera-

tions do you think should occur in order to signal 

when a different approach to inventory might make 

sense?  

4.   When thinking about the House of Wine’s inven-

tory, will it make any difference that some inventory 

is time-limited (i.e., can spoil), other parts of it are 

seasonal, and some can be sold or held for long peri-

ods of time? If it is an issue, how do you propose to 

handle it?  

5.   Will the House of Wine face much in the way of ac-

counts receivable problems? Why or why not?      

  THERESA MURRAY AND IN THE EYE 
OF THE BEHOLDER 

  Theresa Murray started a new business called In the Eye 

of the Beholder about two years ago. Her business is a 

retail store that sells art work and does framing. Theresa 

purchased an old house for her business. The house is in 

an older neighborhood in the city which is back on the 

“upswing” because young professionals are moving into 

the area. The houses in the neighborhood are all small by 

today’s standards and have small lots. In the Eye of the 

Beholder is on the corner of a street that has been zoned as 

commercial, so Theresa’s business is in full compliance 

with zoning regulations. The houses on that street are in 

the process of being or have been modified for use as 

businesses such as an insurance agency, a dental office, a 

chiropractor’s office, a lawyer’s office, a hair salon, and 

retail stores. There is on-street parking as well as three 

to four parking spaces in the former backyards of each 

house accessed by driveways running beside the houses. 

 The street behind In the Eye of the Beholder, however, 

is still zoned for single-family residences. The house di-

rectly behind Theresa’s place is owned and occupied by 

an elderly gentleman, Elmer Ferguson. Elmer has been 

nothing but trouble to Theresa from the beginning. He 

has complained about everything, including traffic, noise, 

lighting, her trash bin—you name it. Theresa has tried 

to be cordial to him and has met all legal requirements 

for parking, lighting, signage, and the like. In an attempt 

to keep Elmer calm, she even had a privacy fence built 

between the parking area behind her house and Elmer’s 

backyard, although there was no legal requirement for the 

fence. 

 Theresa knew when she bought the house that it would 

need a new roof in the near future. The time has come to 

replace the roof and she would like to go ahead and get 

the job done. Theresa has a can-do attitude and is fully ca-

pable of roofing the small house herself. She worked con-

struction during summers when she was in college and 

looks forward to being outside in the sunshine. Clearly, 

she could save money by doing the work herself. She has 

one lingering doubt, however. The house is close enough 

to the ocean that there is always a breeze, and, not in-

frequently, it is downright windy. Theresa is concerned 

that no matter how careful she is, something could blow 

off the roof onto Elmer’s property and cause damage, or 

at least infuriate Elmer. In launching his tirades against 

her in the past, he has threatened to sue her for various 

aggravations, both real and imagined. Theresa has a real 

concern that Elmer may sue her should nails, roofing ma-

terials, or even tools blow off the roof onto his property. 

CASE 17

CASE 18
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  QUESTIONS 

1.    If Theresa’s personal negligence, not that of an em-

ployee, causes damage to Elmer’s property, will it 

make any difference what her business structure is in 

terms of her personal liability and how much money 

she could lose, should Elmer sue her and win damages?  

2.   If one of Theresa’s employees causes damage to 

Elmer’s property while doing his job, would it matter 

what business structure Theresa has in terms of what 

Theresa could lose?  

3.   What would be the arguments, pro and con, for hir-

ing a professional roofer to do the roof repairs on the 

house?      

  ALASKA WILDLAND ADVENTURES   

  Between August 10 and 11, 2003, a 500-acre fire raged 

across Alaska’s Kenai Peninsula. Caught in the path of 

this blaze was a small lodge owned by Alaska Wildland 

Adventures, a Girdwood, Alaska-based ecotourism com-

pany. The facility was situated in a remote area inacces-

sible by car, and owner Kirk Hoessle feared firefighters 

would not reach it in time. What’s more, it was the height 

of the company’s peak season and the majority of his 

staff were occupied with running tours in other parts of 

the state, leaving him short on help. Hoessle assembled as 

many of his people as he could, but with the fire fast en-

croaching on the lodge, the situation was growing dire. It 

was at this point that help came from a most unexpected 

source: his former employees. 

 Dennis Weber, a former camp manager and owner 

of his own construction business, received word of 

Hoessle’s emergency around midnight on August 10. 

He immediately packed up some equipment and made 

the three and a half hour trek from his home, about a 

mile north of Anchorage, to the Kenai Peninsula. He ar-

rived in the early morning hours and joined a group of 

15 people, about half of whom were former employees, 

in fighting the blaze. The group cleared trees and brush 

from the lodge’s perimeter. “The firefighters didn’t ar-

rive until around evening,” says Weber. “By that time 

we had the fire ring cut.” With the help of Weber and 

other former employees as well as some assistance from 

Mother Nature—the winds shifted, diverting the fire—

the lodge was spared. 

 The incident was a testament to the goodwill Hoessle 

has garnered over the years with his employees. “It was 

truly a beautiful thing,” he says. “We would’ve struggled 

to keep the business intact had the fire gone through.” 

 Hoessle attributes the loyalty of his former and cur-

rent employees to creating a work environment grounded 

in trust and open communications. “I don’t like to make 

decisions in a vacuum,” he says. The majority of the com-

pany’s workers are seasonal tour guides, and every year 

they are given an employee survey. Hoessle addresses 

his seasonal people’s concerns and communicates all im-

provements at the beginning of each season. Hoessle also 

delegates a lot of decision making to employee commit-

tees. At times, these committees serve a strictly advisory 

function. On other issues, such as the company’s holiday 

schedule, the employees are empowered to make the final 

decision. In order to avoid giving his people false expec-

tations, Hoessle tells employees when their deliberations 

will be taken on a strictly advisory basis. 

 Not only does the company engage employees in 

the decision making process, but it practices open-book 

management. Alaska Wildland Adventures has a revenue 

sharing plan, and Hoessle believes that sharing the com-

pany’s financial information helps to instill trust in the 

program. What’s more, practicing open-book manage-

ment has helped engage the employees. “Knowing the fi-

nancials helps me understand the big picture,” says sales 

manager Alicia Foster. “I know what we can afford and 

can make decisions from the perspective of my job.” 

 Foster says that creating a good workplace has ben-

efited the organization in a number of ways. For exam-

ple, the company is involved in ecotourism, which entails 

providing an educational experience that does not disturb 

wildlife and other natural resources. It is a complex op-

eration that requires heavy training for new guides. The 

company, however, has been able to keep its training ex-

penditures at a reasonable level because many of its sea-

sonal employees return year after year. 

 Sales representative Glenda Denny first heard of the 

company when she worked at a nearby hotel. There she 

had the opportunity to come in contact with its guides, 

and she says meeting them convinced her to join the com-

pany. “They were all so knowledgeable, and you could 

tell that they loved their jobs,” she says. This stable and 

knowledgeable staff has helped to create a loyal clientele, 

as evidenced by the fact that about 40 percent of the com-

pany’s business comes from referrals. What’s more, it 

has fishing guests who have been returning for 15 years. 

CASE 19
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 Most importantly, Alaska Wildland Adventures’ in-

clusiveness and open-book management style has helped 

the company survive during tough economic times. The 

August 2003 fire wasn’t the first time the company’s vi-

ability was threatened. The travel industry has struggled 

since the terrorist attacks of September 11, 2001. And un-

like its competitors who offer a more diversified catalog 

of vacation spots, Alaska Wildland Adventures is home 

grown and solely dependent on travel to the state. 

 The downturn in business has forced the company to 

make some difficult choices over the last couple of years. 

Faced with dwindling revenues, the organization needed 

to cut costs. Ultimately, Hoessle decided to reduce work 

schedules rather than lay people off. Everyone would take 

off 30 days without pay. Hoessle sought the insight of em-

ployees on how they would like to handle their schedules. 

Some chose to take their time off all at once; others chose 

to work four-day weeks. Hoessle extended loans to people 

who were struggling to get by on the new schedules. 

 Understanding the sacrifices his employees made, 

Hoessle found inexpensive ways to reward them. For ex-

ample, the company has tried to give employees greater 

flexibility in their scheduling. Marketing coordinator 

Heather Dudick is a mother and she says that working 

a reduced, flexible schedule has made it easier to care 

for and spend quality time with her eight-year-old child. 

The company operates several lodges and encourages 

employees to make use of them during the off-season. 

The organization also owns a transferable ski pass, which 

staff members can use on their downtime. 

 It appears that Alaska Wildland Adventures has 

weathered the worst of the downturn. According to an 

Associated Press article the adventure travel industry 

was rebounding. Hoessle said that the company ap-

peared poised for a good year. And the importance 

of his employees’ loyalty, both past and current, in 

surviving the tough times is not lost on him. “Peo-

ple work here because they are attracted to our mis-

sion and environmental beliefs,” he says. “They stay 

because they are treated well.” The loyalty and the 

rebound paid off. Alaska Wildland was voted the 

world’s top eco-tour operator by Condé Nast travel 

magazine in 2005. 

  QUESTIONS 

1.    How would you characterize Hoessle’s open-book 

management style?  

2.   How do you think this style motivates and retains key 

staff and employees?  

3.   In what ways has Hoessle been able to reward 

employees despite slower growth and having to cut 

costs throughout the small business?  

4.   What additional recommendations would you make 

to Hoessle if he needed to bring in new employees, 

especially as the adventure travel industry begins to 

heat up?      

Source: Reprinted from Todd Luchik, “Survival of the Fittest,” 

Winningworkplaces.com, http://www.winningworkplaces.org/

library/success/survival of the fi ttest.php. Used with permission.

  JOSEPH SHAUGHNESSY, BSI CONSTRUCTORS, 
ST. LOUIS 

  To his family and friends, Joseph “Joe” Shaughnessy 

became a local TV star at age 68, appearing on screen 

with a new Fox TV sportscaster as honorary co-chair of 

the 2004 United Negro College Fund’s Annual St. Louis 

Walkathon. How many construction company executives 

would be so well known that they would be used as a 

local charitable pitchman? Not many, and that speaks 

volumes about Joe Shaughnessy’s career. 

 Joe’s firm, BSI Constructors, shows the unexpected 

paths one entrepreneur’s life can take. After graduating 

in Civil Engineering from Saint Louis University, Joe and 

friend Lorry Bannes went to work for St. Louis’s Gamble 

Construction Company, where over 10 years they rose 

to executive positions. Wanting to get out on their own, 

they formed Bannes-Shaughnessy Incorporated in 1972 

with carpenter and field supervisor Ed Clinard as the third 

owner, and a grand total of $27,500 in capital between 

them. Despite their prior experience, it took five years be-

fore they received their first million dollar contract. But 

once that milestone was passed, their firm grew. Clinard 

retired in 1980 and Bannes in 1988, so by 1989 Joe was the 

sole owner of the firm, now called BSI Constructors, Inc. 

 Throughout its life the firm was innovative, pioneer-

ing the building of the region’s first earthquake proof 

building at the Missouri Botanical Garden. The company 

also had a reputation for high-quality building. Churches, 

hospitals, universities, and companies looking to build 

for the long term turned to Joe Shaughnessy’s firm. 

 The firm was also compassionate. In 1975, it won 

the first national Build America award given by the 
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Associated General Contractors of America for promot-

ing minority subcontractor participation in the building 

industry. In 1989, Joe’s firm would renovate a statue com-

memorating the first Jewish settlers in the New World on 

a no fee basis. In 1999, Joe (a devout Catholic) would 

give up weeks of his time and use of company facilities to 

organize the transportation for the St. Louis visit of Pope 

John Paul II. 

 Even when Joe solely owned BSI, he knew it was im-

portant to transition the ownership. He hoped to involve 

his children in the company and eventually pass it on to 

them. It was a close-knit family, and the company was 

like the eighth child for all seven. Many of the children 

worked in the company doing summer jobs, and helped 

on projects when needed. Eldest son Paul worked his 

way up through the ranks of the firm after working in 

mortgage banking for five years. Son Jim, who originally 

intended to pursue medicine, came back to the company 

after being successfully cured of leukemia and realizing 

he wanted to be productive immediately after graduating 

from Saint Louis University’s Business School. Youngest 

son Dan, a Washington University Architecture School 

graduate, went into the business after six years with an 

international architecture firm. To set things straight, 

Joe started his transition process by writing a letter to all 

seven children explaining his view about the company 

and its need for clear management and control. Paul, with 

the most experience, would become president, with Jim 

and Dan continuing to work as executives of the company 

and being involved in business development and all com-

pany operations. 

 Today, Joe is the chairman of the board of BSI, and 

Paul is the president. The firm’s revenues have reached 

$200 million a year and it continues to get many of the 

premier building contracts in the St. Louis region. Joe’s 

involvement in civic activities makes him one of the 

best known entrepreneurs in St. Louis, and winner of 

the area’s Ernst & Young Constructor Entrepreneur of 

the Year award in 1998. 

  QUESTIONS 

1.    How did Joe Shaughnessy seem to do in achieving 

the four bottom lines?  

2.   Did Joe balance with the four bottom lines at the 

same time, or did some come before others?  

3.   How did Joe use the business to promote beliefs he 

felt were important?  

4.   Some folks would say the solution to balancing the 

four bottom lines is to never sleep. How do you think 

Joe Shaughnessy would respond? Do you agree with 

that approach for yourself?         





VIDEO CASES

       DO-GOODERS WHO SPREAD THE DOUGH   

 Summary 

 Julius Walls, Jr., CEO of Greyston Bakery and practicing 

minister, created a shining example of social responsi-

bility in the business world. Greyston produced a unique 

business model from its human resources methods to 

community involvement through its foundation. While 

some might mistake it for a nonprofit, Mr. Walls makes it 

clear that his goal is to be successful and profitable. 

 The bakery employs approximately 60 people and 

produces nearly 20,000 pounds of DoGoodie brownies 

per day. DoGoodie brownies are currently found in select 

retail establishments and online. The brownies also are 

used in ice cream mixes for Ben and Jerry’s, Stoneyfield 

Farms, and Häagen-Dazs. 

 Many of the employees are hired through the open hire 

program. Essentially, the job seeker signs up on a simple 

sheet located in the front office. Greyston Bakery gives 

hope to potential employees by providing opportunities 

to those that are labeled “unemployable” by other em-

ployers. The employee opportunities range from job ad-

vancement to education reimbursement to housing. 

 Unlike most businesses looking to provide its share-

holders with returns each year, Greyston gives 100 percent 

of its profits to its Greyston Foundation, a foundation 

designed to provide job training, youth services, and 

housing for HIV/AIDS patients within the Yonkers com-

munity. Clearly, Greyston’s social mission is not hurt-

ing its bottom line, with a value of over $6 million. With 

its strong performance, Mr. Walls hopes Greyston will 

be a model for others to understand how success can 

also include socially responsible actions. In an effort to 

strengthen his message, Mr. Walls is partnering with 

Jerry Greenfield of Ben and Jerry’s in a speaking tour 

across college campuses to promote and inspire future 

generations of entrepreneurs to think and act socially 

responsibly.   

 DISCUSSION QUESTIONS  

1.   Name the ways that Greyston Bakery is important to 

the economy and its community.  

2.   What key concepts make Greyston Bakery socially 

responsible?  

3.   Would the Greyston model work well for other com-

panies? Explain.  

4.   Give an example of a company that could integrate 

social responsibility.           

VIDEO CASE 1-1



VC-2 Video Cases

 SMALL BUSINESS VOLUNTEERING   

 Summary 

 Milestone, a small financial services group in New York, 

has taken team building outside the office and into the class-

room. However, this is not the typical learning classroom 

with pencil and paper but with paint and paintbrushes. In 

an effort to promote teamwork, the company encouraged 

the employees to arrange such events as painting a gym 

and classrooms at a local public school in Brooklyn. Grace 

Yeh, a senior consultant, felt a sense of appreciation that 

a firm small in size was willing to engage in community 

outreach much like the corporations she had worked for 

earlier in her career. 

 Milestone understands that charitable giving creates a 

positive corporate image, but also that staff volunteering 

together breeds an excellent opportunity to work on team 

building elements. Peter Bond, a partner in Milestone, 

states that consultants need to sharpen their team skills to 

produce a better end product through shared knowledge 

and resources. 

 NYCares, a philanthropic organization that helps com-

panies give back to the community through different ave-

nues, helped organize Milestone’s volunteer efforts as well 

as those of hundreds of companies throughout New York. 

In fact, the organization submits that companies that give 

back to their community will see many returns and benefits 

such as positive company image and employee retention.   

 DISCUSSION QUESTIONS  

1.   Why is team building important?  

2.   Should a small business with only two people invest 

time in team building activities? Explain.  

3.   What elements of charitable team building differ from 

traditional team building exercises such as games?       

VIDEO CASE 3-1

 FROM GRANNY’S KITCHEN TO TESCO   

 Summary 

 Fraser Doherty, founder and CEO of Super Jam and win-

ner of the GSEA competition, took time to learn jam mak-

ing from his dear granny at the age of 14. He caught the 

entrepreneurial bug early as he took his jams to sell to his 

neighbors, and at churches, fairs, festivals, and farmer’s 

markets. 

 Two years later, Fraser decided to quit school and de-

voted his time to capitalizing on the growth of his jams. He 

now produced over 1,000 jars a week in a tiny kitchen at his 

parent’s house. Knowing his production would be limited 

there, he had to consider his next options. Fraser devised 

VIDEO CASE 4-1
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  BLUE MAUMAU 

   Summary 

 Many entrepreneurs may turn to franchises as a way to 

ensure success since the franchiser has already estab-

lished the business. However, most franchisees soon find 

that buying in does not guarantee success at all. A Web 

site that hopes to provide industry information as well 

as support and advice for the franchise community is an 

independent community called BlueMauMau.org. 

 Don Sniegowski, founder and CEO of Blue MauMau, 

named the business after a New Zealand Polynesian fish 

VIDEO CASE 6-1

  MAGNO-GRIP 

   Summary 

 Andre Woolery, founder of Magno-Grip, had an unusual 

inspiration for his innovative work gear. In fact, Andre 

created a utility armband three years ago for his brother-

in-law, a makeup artist, to help keep the important ac-

cessories close while working with a client. The makeup 

utility belt sparked the thought of what other professions 

might require such a tool to organize their craft efficiently. 

His thought process led him to construction and repair 

services. His first product was the utility wristband called 

the Magno-Grip, which is equipped with a magnetic strip 

over the entire circumference of the wrist. 

 Andre bootstrapped Magno-Grip with $5,000 of per-

sonal savings and $40,000 of funding from his family. 

He learned through bootstrapping how to become more 

resourceful, such as developing marketing initiatives. 

Magno-Grip didn’t want to be a one-product wonder and 

Andre created a line of products that he hopes will work 

well in the market. While Andre took the time to develop 

the collection, he was not able to focus on the other full-

time task of fund-raising. He feels that this is the crux 

of the problem for other start-up and existing companies 

because the act of fund-raising is quite tedious. It requires 

extra meetings that can take away much-needed attention 

from the day-to-day business.  

  DISCUSSION QUESTIONS 

1.    What bootstrapping techniques did Andre Woolery 

use? What other ones could he use?  

2.   What recommendations would you make to balance 

the day-to-day business with the fund-raising?  

3.   Assuming Magno-Grip started as a part-time ven-

ture, which of the five major categories do you feel 

 Magno-Grip would best start in? Why?      

VIDEO CASE 5-1

a plan to make jams solely from fruits and fruit juice. He 

started approaching large manufacturing firms looking for 

an agreement to produce his jams for supermarket shelves. 

 While Fraser believed in his jams and his ability, 

many large food companies he approached were far more 

cynical of a 16-year-old CEO. Undeterred, he pressed on 

to find a manufacturer willing to fill underused capacity 

created by the slumping economy. He managed to qualify 

for a small loan and convinced suppliers to give extended 

credit terms. Super Jam is very lean in its payroll with 

only the CEO and a few contract employees; neverthe-

less, the company’s jams are on the shelves of Tesco, 

a major UK grocery chain. Additionally Super Jam is 

in initial talks with supermarkets in the United States,  

Australia, and other countries throughout Europe. 

 Super Jam has many competitors with similar ingredi-

ents and a similar price point but it offers an imaginative 

story of a youngster taking his granny’s jam recipe all 

over the world.  

  DISCUSSION QUESTIONS 

1.    What method of coming up with an idea did Fraser 

Doherty use? How did he use SCAMPER to come up 

with a particular niche?  

2.   Do you think Fraser Doherty displayed entrepreneur-

ial alertness? Explain.  

3.   How did Fraser test the feasibility of Super Jam?  

4.   Should the commercial buyers of Super Jam have 

conducted a pilot test before purchasing a large 

inventory? What would be the advantages and 

disadvantages?  

5.   Use SCAMPER to help Fraser come up with spin-off 

ideas for Super Jam.      



VC-4 Video Cases

  FINANCING FOR ENTREPRENEURS 

   Summary 

 Starting a business with adequate financing in a slug-

gish economy is tough for a seasoned entrepreneur, but 

try being a college student with just a hope and dream. 

Many universities have attempted to offer a solution to 

keep hope alive by hosting business competitions with a 

cash prize of start-up capital. Columbia University is just 

one of those universities that created a path for up-and-

coming entrepreneurs through its Outrageous Business 

Plan Competition. 

 The competition starts with a preliminary elevator 

pitch to introduce the business idea submitted by video. 

Some students really channel creativity by dressing up 

in costumes, playing videos, and acting. The judges then 

select the students who move to the second round where 

their business plans are presented to potential investors. 

During the presentation, students have to demonstrate 

their understanding of the market, justify the start-up 

capital, and express how long before the investors start 

to see a return. 

 Michael Dwork won the top prize of $6,000 in the 

2007 Outrageous Business Plan Competition. The busi-

ness plan for Greenware, now known as verTerra, an 

ecofriendly dishware with biodegradable properties, re-

ally caught the attention of the panel of judges. Michael’s 

pitch demonstrated that not only did he have a good prod-

uct, but also an understanding of the market and practical 

strategies of the business. Dan Burstein of Millennium 

Technology Ventures, venture capitalist and panel judge, 

felt that Greenware might revolutionize the disposable 

goods industry. 

 Dan Burstein stated that Michael had the major at-

tributes that venture capitalists look for from up-and-

coming entrepreneurs—understanding the competition, 

passion and self-confidence, and financial savvy. Burstein 

found that many entrepreneurs try to generalize or esti-

mate the cost of a business, which is a real red flag for 

any investor.  

  DISCUSSION QUESTIONS 

1.    Why are business plans important?  

2.   Why would a business need an elevator pitch?  

3.   Write a potential elevator pitch for Greenware. (You 

may invent details not given in the video.)  

4.   In terms of focusing the business plan, what would 

be the focus of Greenware’s business plan out of the 

four situations?      

VIDEO CASE 8-1

that groups together in large schools to network and pro-

vide protection against predators. Sniegowski heard from 

many franchisees that had made serious mistakes even 

after extensive research and understanding the uniform 

franchise agreement. One key situation that prompted 

the start of BlueMauMau.org was a businessperson who 

had already started a franchise only to learn that three 

stores before his did not survive. The franchisee was in 

disbelief that the salesperson or the area stores did not 

know about or chose not to tell him about the closed busi-

nesses. In order to relieve the information disconnect, 

Blue  MauMau was launched in November 2005. 

 The site combines investigative reporting, bloggers, 

and expert advisers that tackle all types of occurrences 

in the franchising industry. All contributors to the site 

are volunteers who feel passionate about the industry and 

want to dispel any myths or trouble within the industry. 

Paul Steinberg, current Blue MauMau blogger and former 

franchise lawyer, writes about the common misconcep-

tions of franchising and how to fully investigate entering 

the marketplace. Fortunately, Blue MauMau has been 

well received by franchisers, who often provide quality 

feedback on the site.  

  DISCUSSION QUESTIONS 

1.    What are the advantages and disadvantages to 

franchising?  

2.   When researching a potential franchising opportunity, 

what should the researcher do to determine if the 

 opportunity is good?  

3.   What is the difference between a start-up business 

and a franchising business?  

4.   How can a site like Blue MauMau be beneficial to 

those already in business and those looking to enter a 

franchise business? Could the site also be beneficial 

to start-ups and existing businesses?  

5.   Can you envision another type of service that could 

work using the Blue MauMau model?      
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  ANTIPRENEURS 

   Summary 

 A new wave of business rebels is taking on the main-

stream business model, the newly coined “antipreneurs.” 

Bill Goldsmith stepped away from mainstream radio in an 

effort to make a statement that is not about the music but 

about ad sales. Bill wanted to create a different business 

platform that alleviates the dependency on ads by creat-

ing a listener-sponsored radio site, Radioparadise.com, 

with his wife in Paradise, California. He has more than 

50,000 listeners worldwide and brings in approximately 

$1 million in revenue each year. 

 Antipreneurs are thought to be cynical about big busi-

ness and big brand advertising and have essentially cre-

ated a niche market for those consumers that feel the 

same. Antipreneurs create antibrands that depend largely 

on word-of-mouth and selling on the brand attributes and 

not the brand itself. 

 The message from the antibrand is strong and some-

times political. MooShoes, a vegan shoe store in New 

York, sells shoes that are leather-free and ecofriendly. 

Aside from selling products, MooShoes positioned itself 

to provide educational materials and partnerships with or-

ganizations such as the Humane Society. Erica Kubersky 

of MooShoes feels that consumers identify with their mes-

sage of saving the environment, fair business practices, and 

preventing animal cruelty. She also feels that consumers 

want to shop where their personal beliefs and practices are 

mirrored. MooShoes has grown to over a million dollars in 

sales per year and has created its own brand of shoes. 

 As more consumers find the antibrand, the antipreneurs 

will begin to thrive and grow. While the antipreneurs 

welome the growth, they do not welcome the desire to 

change to more mainstream business practices.  

  DISCUSSION QUESTIONS 

1.    What is MooShoes’ value proposition?  

2.   How can antipreneurs use contemporary marketing 

approaches to reach their target audience?  

3.   How can Radioparadise.com and MooShoes use 

publicity?      

VIDEO CASE 10-1

  CRAFT BEER BOOM 

   Summary 

 Beers have been around for over 6,000 years, but only re-

cently have many Americans brewed up interest in beers 

made the old world way. The brewers of this yesteryear 

beer or “craft beer” are more concerned with the quality 

through the taste, texture, and aroma than mass produc-

tion. Scott Vaccaro, owner of Captain Lawrence Brewing 

Company, began brewing beer in his parents’ home in 

Westchester, New York, at the age of 17 and later worked 

for craft beer legend Sierra Nevada. After gaining this 

experience, Scott felt Westchester needed a local brewery 

in his home town. He noticed that the wine list varied 

at local restaurants, but the beer taps had the “usual sus-

pects.” Now, Captain Lawrence Brewing Company sells 

four different types of beer and has developed a local fan 

base in Westchester. 

 While many small brewers continue to develop their 

local brews, some well-known breweries took their craft 

beer to the masses. Jim Koch of Samuel Adams devel-

oped his craft beer in his kitchen in 1984 and become one 

of the first craft brewers. Samuel Adams was a leader in 

a market that had few competitors over the years. Today, 

craft beer is the fastest-growing segment in the beer in-

dustry with a growth of 18 percent in 2008. Jim Koch 

and Scott Vaccaro have been joined by nearly 1,400 craft 

brewers in the United States. 

 Even though Samuel Adams, Sierra Nevada, and An-

chor Steam Brewery are giants in the craft beer segment, 

the overall sales of the niche are tiny compared to the 

overall sales of beer. Mass-production brewers, now, 

have taken notice of the growing interest and have devel-

oped their own line of craft beers.  

  DISCUSSION QUESTIONS 

1.    Where would beer be on the product life cycle? How 

about craft beers?  

2.   Using Exhibit 9.1, how would a small brewery such 

as Captain Lawrence rank versus a large brewery like 

Anheuser-Busch with the developing craft beers?  

3.   Why would branding be important for Captain 

 Lawrence and Samuel Adams?      

VIDEO CASE 9-1
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  CREDIT SQUEEZE ON SMALL BUSINESS 

   Summary 

 Small businesses often struggle to secure financing in 

good times, but bad times offer little hope. With the credit 

issues rising, most small businesses are starting to sink 

from lack of funding. Carol Conolly has run a successful 

nursery school called Discovering Me in New York for 

over 20 years. Discovering Me was growing to the point 

that expansion was necessary and needed funding. Most 

would consider two decades in a business as a proven 

track record that should be comforting for a bank. In fact, 

the search for lending proved difficult even at the bank 

Discovering Me had used for the past 18 years. Luckily, 

the New York State Small Business Development Center 

was able to assist Carol in securing financing for the con-

struction cost. 

 Many small businesses have faced similar financing 

woes like Discovering Me since the global credit crisis 

struck and banks stopped lending. Tom Morley of the 

NY State SBDC notes that the credit situation has been 

dire for many small businesses since working capital has 

become increasingly difficult to acquire especially for 

businesses with seasonality. Individuals looking to buy a 

business are also meeting substantial roadblocks. Ronnie 

Jagoda was looking to purchase a delicatessen and was 

willing to put down a third of the purchase price, borrow 

less, and forgo some remodeling, but was turned down 

numerous times. 

 Recent estimates claim that there are approximately 

27 million small businesses in the United States and those 

businesses employ roughly 40 percent of the national 

workforce and earn over 50 percent of the economy. With 

the credit freeze creating havoc, the situation has height-

ened the possibility of further job cuts and closings for 

small businesses.  

  DISCUSSION QUESTIONS 

1.    Why is cash flow important to a small business?  

2.   What incentives could be used by small businesses to 

prevent cash flow problems?  

3.   What can small businesses do to protect their cash 

when lending is tight?      

VIDEO CASE 14-1

  FRESH-BAKED ENTREPRENEURS 

   Summary 

 Shane Colton, VP and director of marketing for Home-

Made Pizza Co., understands the importance of location 

for the bake-at-home pizza business. A unique twist on 

the typical pizza parlor was inspired by a business in 

 California that used the same bake-at-home concept. 

However, HomeMade Pizza wanted to capture a niche 

 audience by using high-quality, all-natural ingredients 

free of preservatives and chemicals with organic ele-

ments. The creators spent countless hours conducting 

taste tests in their basement to create the standout prod-

uct. However, the HomeMade Pizza team understood that 

it would take more than a unique take on an American 

classic to create business success. 

 Like most budding businesses, the ability to find 

the perfect location often requires diligence and lots 

of research. The process is even more daunting when 

 expansion is considered. HomeMade Pizza looks for 

high-traffic areas, but even more so foot traffic. The hope 

is that individuals walking by the establishments during 

their daily routine will create awareness and, more impor-

tant, repeat customers. With most customers still unaware 

of the bake-at-home concept, the locations also serve as 

informative and educational sites for the different method 

of creating the perfect pizza. Shane Colton states that 

high-traffic areas have been consistently rewarding for 

the business.  

  DISCUSSION QUESTIONS 

1.    Would HomeMade Pizza be as successful in an 

area that had little to no foot traffic? Explain your 

answer.  

2.   What other components should HomeMade Pizza 

consider when selecting a location other than a high 

traffic area?  

3.   How important is the factor of location to this type of 

business?      

VIDEO CASE 11-1
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  WINE ENTREPRENEURS 

   Summary 

 When picturing a sophisticated wine drinker, a classy up-

scale wine retailer may be the place many assume they 

would find their perfect palate match. COSCO would 

probably not come to mind; however, COSCO is setting 

the standard for fine wines and is currently the number 

one wine retailer. One entrepreneur, Cameron Hughes of 

Cameron Hughes Wine, created a unique business model 

that reaches the average COSCO consumer. He devised 

a plan to take the distributor out and provide high-quality 

wines for low prices. Cameron buys quality excess quan-

tity in bulk from large wineries, either bottled or ready to 

be blended. 

 The business model is structured to eliminate most of 

the overhead and he acts as a virtual company. The pro-

cess starts with receipt of samples from brokers and then 

creating his own blend with his winemakers. The final 

blend is transported to a central facility and bottled using 

a mobile bottling truck. The bottles are then boxed, stored, 

and shipped out to COSCO. Cameron states that he does 

not own a tank, a truck, or wine barrel, but rents time, 

space, and winemakers. The majority of the wines are 

from Californian vineyards, but he hopes to expand into 

South African, French, and Italian wines in the future. 

 As far as pricing, the wine retails for approximately 

$8.99 to $9.99 with all of the quality of its higher-dollar 

competition. He notes that the average cabernet sells for 

about $30 but only costs approximately $5 to manufac-

ture. He is able to achieve the lower price point through 

high volume and a lower markup since COSCO caps 

markups at 14 percent. 

 COSCO is primarily interested in constantly rotating 

products and Cameron Hughes created a program that fits 

their objective. Since the wine is produced in lots, there 

VIDEO CASE 16-1

  WOMEN ENTREPRENEURS 

   Summary 

 As the number of women entering the world of entrepre-

neurship continues to rise, their success still falls below 

men. It is estimated that 10.4 million women started and 

are operating small businesses. However, the benchmark 

for successful revenue of $1 million has been obtained 

only by 3 percent of the women entrepreneurs as com-

pared to 6 percent of men entrepreneurs. The million 

dollar mark makes a statement to the lending commu-

nity that the business is dependable, focused, and growth 

oriented. 

 In an effort to ramp up the number of successful 

women entrepreneurs, an initiative to provide business 

counseling and financial services was created by Count 

Me In. One of their initiatives is the Make Mine a Million 

contest. The goal of the Make Mine a Million program 

was that 1 million women business owners reach the mil-

lion dollar milestone by 2010. Nell Merlino, founder of 

Count Me In, states that women entrepreneurs need key 

attributes of good overall management, financial respon-

sibility, and the willingness to learn to reach the million 

dollar mind-set. 

 One of the winners of the Make Mine a Million pro-

gram in 2007 was Doreen Zayer, proprietor of Relax on 

Cloud 9; she received consulting services from top cor-

porations such as AIG, Cisco, FedEx, and a guaranteed 

$50,000 investment from Count Me In and OPEN from 

American Express. Relax on Cloud 9, a health and well-

ness spa, seemed a model of success. She moved from 

a small storefront to a large establishment on Staten 

Island, a second location at a Hilton Hotel, and a mobile 

spa. However, all of her growth had to be financed by 

personal methods such as refinancing her home and max-

ing out credit cards because small business loans or other 

financing were very difficult to obtain. Doreen’s recog-

nition has solidified her business and she no longer has 

difficulty receiving credit lines from banks.  

  DISCUSSION QUESTIONS 

1.    Why do you suspect that few women entrepreneurs 

are reaching the $1 million mark?  

2.   What other programs are available for women or 

other underrepresented groups of entrepreneurs? For 

entrepreneurs in general?  

3.   What types of other financing are available for small 

businesses?      

VIDEO CASE 15-1
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  UNIQUE VACATION POLICY 

   Summary 

 What comes to mind when hearing the word unlim-

ited? Unlimited refills or unlimited talk time is what 

typical Americans may think of when hearing the word. 

However, at Bluewolf, an IT consulting company with 

headquarters in New York City, employees may have 

a different reference when using unlimited. Forget the 

seniority or hour accumulation per month for vacation 

time, Bluewolf employees have unlimited vacation 

time. 

VIDEO CASE 19-1

  NEW ORLEANS BIZ 

   Summary 

 Ralph Brennan, president of the Ralph Brennan Restau-

rant Group and former president of the National Restau-

rant Association, has certainly met his share of challenges 

while rebuilding New Orleans after Katrina. From reno-

vating to staff, he was determined to reopen quickly to 

help motivate others to bring life back to the French 

Quarter. 

 Unlike most of the heavily hit parts of the city, the 

French Quarter sustained relatively minimal damage. 

However, it was not an easy task to bring the life back to 

one of the most noted tourist attractions in the southeast-

ern United States. Ralph decided to reopen The Red Fish 

Grill only 10 days after the storm. While Ralph was eager 

for back to business as usual, many issues had to be dealt 

with such as the remaining storm water. The restaurant un-

derwent cleaning and repairs to meet health standards and 

regulations but the main trouble that prevented approval 

was the lack of clean water for the bar, cooking, and rest-

rooms. Undeterred, Ralph sought the help of the National 

Restaurant Association in changing the regulation to allow 

the use of bottled water for all aspects. Staffing the res-

taurant would present other challenges since many of the 

locals were displaced and the population of the city was 

decreased by hundreds of thousands. Some creative hiring 

practices were put in place not often used in the restaurant 

industry, such as higher wages, signing bonuses, and flex-

ible scheduling. Creativity was also used in bringing back 

business though specials and festivals that brought locals 

and tourist alike back to the French Quarter. 

 Ralph Brennan was clearly eager to get back to life as it 

was before Katrina but many businesses in other parts of the 

city did not fare as well. Nearly two years after Katrina, most 

businesses in the harder-hit areas have yet to rebuild and the 

hope of government assistance is dying. Through word-of-

mouth and advertising campaigns, the French Quarter has 

begun to see some activity again. Ralph noted that he is 

working twice as hard for less business and it is certain that 

most businesses in New Orleans feel the same way.  

  DISCUSSION QUESTIONS 

1.    What different risks does a business strongly based 

on tourists have from a business not based as heavily 

on tourism?  

2.   Could some of the difficulties this restaurant 

 experienced have been reduced or eliminated with a 

disaster plan?      

VIDEO CASE 17-1

may only be a few hundred cases or a few thousand cases 

of a lot and once it has sold out, that lot is complete. 

 Cameron Hughes’s wine created a cult following in 

its primary California market. In 2003, Hughes produced 

about 3,000 cases and has grown to producing over 

37,000 cases in 2008. He projects to sell 100,000 cases in 

2010. The growth is largely anticipated by expanding into 

other COSCO markets other than just California. Not bad 

for a guy that started selling wine out of the back of his 

station wagon to his parents’ friends.  

  DISCUSSION QUESTIONS 

1.    What are the costs of inventory that Cameron Hughes 

is and is not incurring?  

2.   What are the advantages and disadvantages of rent-

ing and not buying equipment, owning facilities, and 

employing staff? Are there other advantages to being 

a virtual business?  

3.   What type of inventory system would you suspect 

Cameron Hughes has in place?      
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  ENTREPRENEURS AND FAILURE 

   Summary 

 Being an entrepreneur and taking risks often go hand in 

hand; however, present-day economic changes and gen-

eral uncertainties may be leading potential entrepreneurs 

away from taking the leap and starting their own busi-

nesses. Paul Ofman, psychologist and managing director 

of RHR International, found that entrepreneurs need to 

take risks and even experience some amount of failure to 

sharpen their reactions to change. 

 While some entrepreneurs have experienced success 

throughout their business life cycle, Paul notes that 

failure is unavoidable at some point and such situations 

are necessary for better strategy development. Even 

businesses that have failed can learn valuable lessons 

in reevaluating their business planning and market 

observation. 

 All in all, Paul Ofman sees an upside to entrepreneur-

ial failure and parallels the occurrence to immunizations 

in the medical realm. He suggests a stronger business 

inclination and valuable life lessons can be attributed to 

exposing oneself to certain amounts of failure.  

  DISCUSSION QUESTIONS 

1.    What can entrepreneurs do to decrease the effect of 

liability of newness?  

2.   In what areas are most entrepreneurs weak and how 

can they improve these areas?  

3.   What are the critical success factors (CSFs) that can 

positively impact the chance of success?         

VIDEO CASE 20-1

 In business, it is crucial to retain great employees to 

help further growth and sustainability in any industry. 

Aside from salary, many employees have become more 

savvy about and demanding of benefits that provide more 

freedom and create more value than casual Friday. The 

founders of the company wanted to create a culture that 

allows the employees the freedom and independence 

of flexible hours with the understanding that goals and 

objectives are met. Bluewolf employees have used the 

vacation time to travel, consult for another industry, or 

volunteer for a charity.  

  DISCUSSION QUESTIONS 

1.    How do you think creating a benefit such as unlim-

ited vacation can increase productivity and retention? 

What would be some of the drawbacks to adding the 

unlimited vacation?  

2.   Do you think a small business can use unconven-

tional benefits in lieu of a high salary to recruit and 

retain a good employee?  

3.   What other unusual benefits have you heard of or do 

you think could make a business attractive to poten-

tial employees?      
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      A 

   Accelerator    An organization that supports 

start-up technology businesses by providing 

inexpensive office space, a variety of support 

services, and resources; most accelerators 

are associated with universities.  

   Access    The opportunity to find and obtain 

 opportunities offered to others.  

   Accounting equation    The statement that 

 assets equal liabilities plus owners’ equity 

(assets ⫽ liabilities ⫹ owners’ equity).  

   Accounts receivable    Money owed to your 

business by customers who purchased your 

product on credit.  

   Accredited investors    The SEC’s term for 

individuals with a net worth greater than $1 

million or a personal annual income of at least 

$200,000 in each of the two most recent 

years, who are therefore qualified to make 

private equity investments in businesses.  

   Acquisition cost    The total cost of acquiring 

an asset, including such costs as purchase 

price, transportation, installation, testing, 

and calibrating in order to ready it for its first 

productive use.  

   Activity-based cost estimates    An accounting 

method which assigns costs based on the 

 different types of work a business does in 

order to sell a particular product or service.  

   Advertising    Advertising is often used to 

 support the corporate identity and value 

propositions that are established through 

public relations efforts. Part of conveying 

your message to your customers, advertis-

ing outlets include newspapers, magazines, 

billboards, television, and Internet banner ads, 

to name a few.  

   Age Discrimination in Employment Act    An 

act of Congress that makes it illegal to 

 discriminate against people who are older 

than 40 years of age.  

   Agent    A middleman business which repre-

sents a manufacturer’s product or service to 

other business-to-business middleman firms.

     Aggrandizing    Attempting to make your busi-

ness or yourself seem more accomplished or 

grander than reality.  

   Ambitious firm sector    Consists of franchises 

and multi-site firms, with low to moderate in-

novation and high levels of growth.  

   Americans with Disabilities Act of 1990    An 

act of Congress that requires that businesses 

make provisions for access by disabled 

people.  

   Arbitration    A dispute resolution process held 

instead of court cases in which both sides 

present their case to a legal professional.  

   Arm’s length transaction    A business deal 

where the parties have a prior relation or af-

filiation, but where the business is conducted 

as if they were unrelated. This approach is 

done to help guard against potential conflicts 

of interest.  

   Articles of organization    Document setting 

forth information about a limited liability 

 company that is filed with the state to 

 establish an LLC.  

   Articles of partnership    Agreement between 

the partners of a firm on matters pertaining to 

the formation and operation of the partnership.  

   Articulate    The concept that information flows 

from the income statement through the state-

ments of retained earnings and owners’ equity 

to the balance sheet.  

   Asset    Something the business owns that 

is expected to have economic value in the 

future.  

   Assumed name filing or a fictitious name 

 filing    Filing made with a state(s) in which the 

business operates disclosing the trade name 

or assumed name of the business along with 

the owners of the business.  

   Auction    A business setting in which products 

consigned from multiple sellers are available 

for bidding by customers.  

   Augmented product    Core product plus features 

that tend to differentiate it from the competition.    

 B 

   B2B    Business-to-business transactions.  

   B2C    Business-to-consumer transactions.  

   Balance sheet    A statement of what a busi-

ness owns (assets), what it owes to others 

(liabilities), and how much value the owners 

have invested in it (equity).  

   Baldrige Award    The Malcolm Baldrige 

National Quality Award is given by the U.S. 

 government to businesses and nonprofit 

organizations that have been judged outstand-

ing in seven measures of quality leadership; 

strategic planning; customer and market 

focus; measurement, analysis, and knowledge 

management; human resource focus; process 

management; and results (see http://www.

quality.nist.gov).  

   Bank available balance    The sum of money 

that has actually been received and paid out 

of a depositor’s account.  

   Bank ledger balance    The sum of deposits 

and withdrawals recorded in a bank’s ac-

counting records.  

   Bankrupt    The financial state of having more 

debt than assets, such that net worth is 

negative.  

   Bankruptcy    An extreme form of business ter-

mination which uses a legal method for clos-

ing a business and paying off creditors when 

debts are substantially greater than assets.  

   Bar coding    Obtaining a Universal Product Code 

number and scan-ready visual tag, and printing 

it on the product or its packaging. Bar codes 

can then be scanned and recognized by others.  

   Barter    The practice of trading goods and 

 services without the use of money.  

   BATNA    Best Alternative to a Negotiated 

Settlement is the strategy or action a person 

or firm would pursue if the current negotia-

tion fails.  

   Bearer    Any person or business entity who 

possesses a security.  

   Benefits    Characteristics of a product or ser-

vice that the target customer would consider 

worthwhile.  

   Best practices    Activities identified by authori-

tative bodies as examples of optimal ways 

to get things done in a particular industry, 

profession, or trade.  

   Billboard principle    An ethical model that asks 

whether someone would be comfortable hav-

ing his or her decision and name advertised 

on a billboard for the public to see.  

   Blog    A Web page in which entries are posted 

in reverse chronological order (i.e., the most 

recent at the top of the page).  

   Book value    The difference between the 

original acquisition cost and the amount of 

 accumulated depreciation.  

   Boom    A type of life cycle growth stage 

marked by a very rapid increase in sales in a 

relatively short time.  

   Bootstrapping    Using low-cost or free 

techniques to minimize your cost of doing 

business.  

   Born international    A new firm that opens a 

Web site immediately, thus being exposed to 

customers from around the world.  

   Bot    A Web-based program that uses artificial 

intelligence techniques to automate tasks 

such as searches.  

   Brainstorming    A group discussion in which 

criticism is suspended in order to generate 

the maximum number of ideas.  

   Breakeven point    The point at which total 

costs equal gross revenue.  

   Brochure    A sales document, typically con-

sisting of multiple panels (when folded) or 

multiple pages, describing your business or 

specific products or services.  

   Budget    A financial plan for the future, based 

on a single level of operations; a quantitative 

expression of the use of resources necessary 

to achieve a business’s strategic goals.  
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   Bundling    Combining two or more products 

in one unit and pricing it less than if the units 

were sold separately.  

   Business cards    A 2- ⫻ 3½-inch cardboard 

card with your personal and company contact 

information; the key way of leaving informa-

tion about yourself.  

   Business entity concept    The concept that a 

business has an existence separate from that 

of its owners.  

   Business format franchising    An agreement 

that provides a complete business format, 

including trade name, operational proce-

dures, marketing, and products or services 

to sell.  

   Business life cycle    The sequence or pattern 

of developmental stages any business goes 

through during its life span.  

   Business plan    A document designed to de-

tail the  major  characteristics of a firm—its 

product or service, its industry, its market, its 

manner of operating (production, marketing, 

management), and its financial outcomes on 

the firm’s  present  and  future .  

   Business risk    The level of probability that the 

future economic state of the business will be 

worse than expected.  

   Business stationery    A standard 8 1 ⁄ 2 - ⫻ 

11-inch page of blank paper typically 

imprinted with your company’s name and 

contact information.  

   Business-to-business (B2B)    Business-to-

business transactions. Sales of products or 

services that one firm sells to another firm.  

   Business-to-consumer (B2C)    Business-to-

consumer transactions. Sales of products or 

services directly to individuals.  

   Buyers    People who purchase an existing 

business.  

   Buy-in    The purchase of substantially less 

than 100 percent of a business.  

   Buyout    The purchase of substantially all of an 

existing business.  

   Buyout insurance    Insurance that provides 

money to owners of a business to buy the 

shares of any deceased owner from that 

owner’s heirs.    

 C 

   Cannibalizing    Taking business away from 

your employer.  

   Capital assets    Assets that are expected to 

provide economic benefits for periods of time 

greater than one year.  

   Capital budgeting    The process of deciding 

among various investment opportunities to 

create a specific spending plan.  

   Capital lease    A lease in which at the end of 

the lease period the asset becomes the prop-

erty of the lessee, possibly with an additional 

payment.  

   Captive pricing    Setting the price for an item 

relatively low and then charging much higher 

prices for the expendables it uses.  

   Career    A lifelong series of jobs or occupations.  

   Cash    Money that is immediately available to 

be spent.  

   Cash budget    A cash budget identifies when, 

how, and why cash is expected to come into 

the business, and when, how, and why it is 

expected to leave.  

   Cash disbursements budget    A schedule of 

the amounts and timings of payments of cash 

out of a business.  

   Cash equivalents    Assets that may be quickly 

converted to cash.  

   Cash flow    The actual receipt and spending of 

cash by a business.  

   Cash flow statement    A statement of the 

sources and uses of cash in a business for a 

specific period of time.  

   Cash receipts budget    A schedule of the 

amounts and timings of the receipt of cash 

into a business.  

   Cash-to-cash cycle    The time that is required 

for a business to acquire resources, convert 

them into product, sell the product, and re-

ceive cash from the sale.  

   Categorical questions    Questions that are 

answered by selecting the proper category; 

for example, “What is your ethnicity? White, 

African American, Hispanic, Asian, American 

Indian, Other.”  

   Caveat emptor    Latin: let the buyer beware.  

   Certification    An examination based acknowl-

edgement that the firm is owned and operated 

as specified.  

   Charge back    A reduction in the bank account 

of a merchant by a credit card company.  

   Check the box taxation    A choice LLCs can 

make on their tax returns to be taxed as a 

corporation or a partnership.  

   Civil Rights Act of 1991    A series of acts by Con-

gress that prohibit discrimination on the basis of 

race, color, religion, sex, or national origin.  

   Clearinghouse    An entity that processes 

checks and electronic fund transfers for banks 

and other financial organizations.  

   Cognitive dissonance    Doubt that occurs after 

a purchase has been made. An inconsistency 

between experience and belief.  

   Co-insurance    A contract stipulation that 

requires a policyholder to carry insurance 

in an amount equal to a stated minimum 

 percentage of the market value of the 

 property insured.  

   Collateral    Something of value given or 

pledged as security for payment of a loan; 

 collateral may consist of financial instruments, 

such as stocks, bonds, and negotiable paper, 

or of physical goods, such as trucks, machin-

ery, land, or buildings.  

   Combinational competencies    Organizational 

capabilities that come from combining tangi-

ble and intangible resources in ways superior 

to the competition.  

   Commercial paper    Notes issued by credit-

worthy corporations.  

   Community development organization    An 

organization authorized by the SBA to make 

insured loans to small businesses that are 

expected to increase economic activity within 

a specific geographic area.  

   Company book balance    The sum of cash in-

flows and cash outflows recorded in the firm’s 

accounting records.  

   Competencies    Forms of business-related 

expertise.  

   Competitive advantage    The particular way a 

firm implements customer benefits that keeps 

the firm ahead of other firms in the industry 

or market.  

   Competitor    Any other business in the same 

industry as yours.  

   Comprehensive budget    Comprehensive 

 budgets, also often referred to as  master bud-

gets,  are sets of budgets that detail all projected 

receipts and spending for the  budget period.  

   Concentrated strategy    A marketing strategy 

in which a marketer selects one specific 

group of consumers and designs a marketing 

mix specifically for that group.  

   Conflict of interest    A situation in which a 

 person faces two or more competing stan-

dards or goals.  

   Consignment    The practice of accepting goods 

for resale, without taking ownership of them 

and without being responsible to pay prior to 

their being sold.  

   Consignment shops    Retail stores in 

which customers can come and buy  products 

placed in the shops by a wide variety of 

sellers.  

   Consolidation    A transfer method in which a 

small business is bought by a larger firm for 

the purpose of quickly growing the larger firm.  

   Consumer    A private individual or household 

that is the end user of (the entity that “con-

sumes”) a product or service.  

   Contingency fee    Fee paid by a client to an 

attorney for legal services that is dependent 

upon the outcome of a case.  
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   Contract manufacturing    An existing firm with 

the correct manufacturing capabilities makes 

your product for you.  

   Conversion franchising    An agreement that 

provides an organization through which inde-

pendent businesses may combine recourses.  

   Conversion rate    The measure of how many 

visitors to your Web site (or people who click 

on your online advertisement) actually make a 

purchase from you.  

   Copyright    Exclusive right given to the creator 

of a literary or artistic work to make use of 

that work.  

   Core competency    The main work of a firm in 

a particular line of business.  

   Core product    The very basic description of 

what a product is—a bar of soap, a house-

cleaning service.  

   Corporate entrepreneurship    The form 

of  entrepreneurship which takes place in 

 existing businesses around new products, 

services, or markets.  

   Corporation    A legal “artificial” entity that is 

formed by filing specific documents with a 

state government.  

   Cost    The value given up to obtain something 

that you want.  

   Cost of capital    The percentage cost of obtain-

ing future funds.  

   Cost of disposition    Cost incurred in the activi-

ties necessary to get rid of an asset.  

   Cost of goods sold budget    A schedule that 

shows the predicted cash of product actually 

sold during the accounting period.  

   Cost of operating    The direct cost incurred 

in using an asset for the purpose for which it 

was intended.  

   Cost of owning    Cost incurred in financing, 

insuring, taxing, or tracking an asset.  

   Cost strategy    A generic strategy aimed at 

mass markets in which a firm offers a com-

bination of cost benefits that appeals to the 

customer.  

   Cost to start-up    The amount of money it 

takes to start a new business.  

   Cost-volume-profit analysis    A managerial 

accounting technique which looks at the fixed 

and variable costs of a business to arrive at 

a number of unit sales (volume) to maximize 

profits.  

   Covenants    The limitations imposed on an 

individual’s property by their neighborhood 

group.  

   Cover letter    A one-page document on busi-

ness stationery (also called  letterhead  ) that 

introduces the business plan and the business 

owner to the recipient and indicates why the 

recipient is being asked to read the plan.  

   Coverages    Contractual provisions of insur-

ance policies that specify what risks the 

insurance company is assuming.  

   Creation    The entrepreneurial focus which 

looks at the making of new entities.  

   Creative destruction    The way that newly cre-

ated goods, services, or firms can hurt exist-

ing goods, services, or firms.  

   Creativity    A process producing an idea or op-

portunity that is novel and useful, frequently 

derived from making connections among 

distinct ideas or opportunities.  

   Credit reporting agency    A business that col-

lects, collates, and reports information con-

cerning an entity’s use of debt.  

   Cultural resonance    A concept in public inter-

est which alludes to events with a broad ap-

peal within the market or population.  

   Culture    A set of shared norms, values, and 

orientations of a group of individuals, pre-

scribing how people should think and behave 

in the organization.  

   Currency    A concept in public importance 

which alludes to the degree to which the issue 

is immediate in its impact. (Ch. 10)  

   Currency    The bills and coins printed by 

 governments to represent money. (Ch. 14)  

   Current ratio    The value of current assets 

divided by current liabilities.  

   Customer-focus    The entrepreneurial focus 

which refers to being in tune with one’s 

market.  

   Customer relationship management 

(CRM)    The process of tracking the customer’s 

different contacts with the firm, and using 

this data to help improve sales as well as the 

customer’s experience.  

   Customer segment    A group or subgroup of 

potential purchasers that can be approached 

in a coherent manner.  

   Customer vector    A type of CRM report which 

segments by customer (or customer group) on 

purchases or dates of purchase.    

 D 

   Debt    A legal obligation to pay money in the 

future.  

   Debt capital    Money borrowed for the pur-

poses of investment in a business.  

   Decline stage    A life cycle stage in which 

sales and profits of the firm begin a falling 

trend.  

   Deductible    An amount of loss that will not be 

paid by an insurance company.  

   Defendant    Person or other entity being sued.  

   Degree of similarity    The extent to which a 

product or service is like another.  

   Delegation    The assignment of work to others 

over whom you have power.  

   Demand deposits    Money held in checking 

and savings accounts.  

   Deposits and progress payments    Cash pay-

ments received before product is completed 

or delivered.  

   Depreciation    Regular and systematic reduc-

tion in income that transfers asset value to 

expense over time.  

   Design patent    A 14-year patent for a new, 

original, and ornamental design for an article 

of manufacture.  

   Determination competencies    Skills identified 

with the energy and focus needed to bring a 

business into existence.  

   Dichotomous questions    Questions that have 

only two possible choices; for example, “Have 

you shopped here before?”  

   Differential advantage    The characteristic that 

separates one company from another in prod-

uct, price, promotion, and/or distribution.  

   Differentiated strategy    A marketing strategy 

in which a marketer selects two or more 

distinct groups of consumers and designs 

specific marketing mixes to meet their needs. 

(Ch. 12)  

   Differentiation strategy    A type of generic 

strategy aimed at clarifying how one product 

is unlike another in a mass market. (Ch. 7)  

   Difficult to imitate    A resource characteris-

tic which enhances value through offering 

uniqueness to the buyer.  

   Direct competition    Other companies that 

make a similar product or provide a similar 

service; for example, direct competition 

for Coca-Cola includes all other soft drink 

providers.  

   Direct exporting    Exporting using no 

middlemen.  

   Direct mail    A method of selling in which 

catalogs, brochures, letters, videos, and other 

pieces of marketing materials are mailed 

directly to customers from which they can 

mail, call, or e-mail an order. Direct faxing 

and direct e-mailing are more modern forms 

of direct mail.  

   Direct response advertising    Placing an 

advertisement in a magazine or newspaper, 

on television or radio, or in any other media. 

The ad contains an order blank with a phone 

number and e-mail or regular mail address 

with the intent of having the customer place 

an immediate order.  

   Direct sales    Methods of going directly to 

your customer in order to sell your product. 

Vending machines, door-to-door salespeople, 

leasing space at a craft fair, farmer’s markets, 
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party sales, and most industrial sales are 

methods of direct selling.  

   Discounted cash flows    Cash flows that have 

been reduced in value because they are to be 

received in the future.  

   Discounts for prompt payment    A reduction 

in sales price provided to credit customers for 

paying outstanding amounts in a timely manner.  

   Disposal value    The net amount realized after 

subtracting the costs of getting rid of an asset 

from its selling price.  

   Diversification    A strategy whose goal is 

growth based on adding new products or 

services to the firm’s existing collection of 

offerings.  

   Diversify    To invest in multiple investments 

of differing risk profiles for the purpose of 

 reducing overall investment risk.  

   Dividends    Payments of profits to the owners 

of corporations.  

   Documentary draft    A draft which can be 

exercised only when presented with specified 

shipping documents.  

   Donations    Monetary or other gifts to 

 organizations or people who are in need.  

   Double taxation    Earnings of the business are 

taxed twice with the business as well as its 

owners being subject to tax.  

   Due diligence    The process of investigating a 

business to determine its value.  

   Dynamic Capitalism Typology    A model of an 

economy categorizing businesses based on 

their innovativeness and growth rate.   

  E 

   Early adopters    A customer adoption segment 

that purchases after pioneers.  

   Early majority    Customer adoption segment 

that purchases after early adopters, and 

whose demand creates a mass market.  

   Earnings multiple    The ratio of the value of a 

firm to its annual earnings.  

   E-commerce    The use of the Internet to 

 conduct business transactions.  

   Economic core sector    The most numerous 

and most widely available type of firm, also 

called small business, ranging from low to 

moderate levels of innovation and growth.  

   Economic development agency    A government 

organization that works to increase economic 

activity in the form of job opportunities within 

a specific geographic area.  

   Economic order quantity (EOQ)    A statisti-

cal technique that determines the quantity 

of  inventory that a business must hold to 

 minimize total inventory cost.  

   Economy of scale    The idea that it is cheaper 

(per item) to make many of an item than few.  

   Efficiency    The entrepreneurial focus which 

refers to doing the most work with the fewest 

resources. (Ch. 1)  

   Efficiency    The comparison of productivity 

 ratios to see the extent that an organization 

has generated more outputs with fewer in-

puts. (Ch. 16)  

   Efficiency-driven economies    Nations with a 

largely industrialized economy.  

   Elastic product    Product for which there are 

any number of substitutes and for which a 

change in price makes a difference in quantity 

purchased.  

   Elasticity    A term from economics which 

 describes the relationship between changes 

in two variables; for example, a small change in 

price (variable 1) resulting in a large change in 

sales (variable 2) would reflect high elasticity.  

   Electronic malls    A group of companies—

usually with a common target market—selling 

via the Internet through a specific site.  

   Elevator pitch    A 30-second (100 words or 

less) action-oriented description of a business 

designed to sell the idea of the business to 

another.  

   Employee fit    The match between the needs, 

expectations, and culture of the small busi-

ness with the expectations and the skills of 

the individual employee.  

   Employee referral    An underused, low-cost 

method for finding workers that rewards 

your employees for recommending potential 

 candidates that would be a great employee fit.  

   Employee stock ownership plan    A formalized 

legal method to transfer some or all of the 

ownership of a business to its employees.  

   Employee theft    Misappropriation of business 

property by employees of that business.  

   Entrepreneur    A person who owns or starts an 

organization, such as a business.  

   Entrepreneurial alertness    A special set of 

observational and thinking skills that help 

entrepreneurs identify good opportunities; the 

ability to notice things that have been over-

looked, without actually launching a formal 

search for opportunities, and the motivation to 

look for opportunities.  

   Entry wedge    An opportunity that makes it 

possible for a new business to gain a foothold 

in a market.  

   Environment    The sum of all of the forces 

 outside of the firm or entrepreneur.  

   Equal Employment Opportunity Commission 

(EEOC)    A commission established to enforce 

the provisions of the Equal Employment 

 Opportunity Act.  

   Equipment    Machinery, tools, or materials 

used in the performance of the work of the 

business.  

   Equity    Ownership of a portion of a business.  

   Equity capital    Money contributed to the 

 businesses in return for part ownership of the 

business.  

   ESOP    Employee stock option plan: a method 

for employees to purchase the business for 

which they work.  

   Estate freeze    An estate planning strategy 

which focuses on transferring assets to heirs 

when the asset costs are low.  

   E-tailer    An electronic retailer; a store that 

 exists only on the Internet.  

   Ethical dilemma    A situation that occurs when 

a person’s values are in conflict, making it 

unclear whether a decision is the right thing 

to do.  

   Ethics    A system of values that people con-

sider in determining whether actions are right 

or wrong.  

   Ethics planning    A process used to better 

 consider issues of right and wrong.  

   Ethnographic research    Data gathered by 

simple observation—seeing what consumers 

do, rather than asking them.  

   Exculpatory clause    Part of a contract in 

which a party to the contract states that he or 

she will not be responsible for certain actions.  

   Executive summary    A one- to two-page 

(250–500 words) overview of the business, 

its business model, market, expectations, and 

immediate goals. It is typically put at the start 

of a business plan and is the most popular 

summary form for a business plan.  

   Expense    A decrease in owners’ equity caused 

by consuming your product or service.  

   Expert business professionalization    A situa-

tion that occurs when all the major functions 

of a firm are conducted according to the stan-

dard business practices of its industry.  

   External environment    The entire world out-

side of the firm’s boundary.  

   External (cost) factors    Aspects of the world 

outside the business which could cause the 

business’s costs to change.  

   External legitimacy    The extent to which a small 

business is taken for granted, accepted, or 

treated as viable by organizations or people out-

side the small business or the owner’s family.  

   External reference price    An estimation of 

what a price should be based on information 

external to a consumer, such as advice, ad-

vertisements, or comparison shopping.  

   External relations    The process of managing 

relations with the environment.   
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  F 

   4 Ps of Marketing    The four major compo-

nents of a marketing effort—product, price, 

promotion, and placement.  

   Factor-driven economies    Nations with little 

manufacturing and largely farming and raw 

material extracting industries.  

   Factoring    Selling the rights to collect 

 accounts receivable to an entity outside your 

business.  

   Factoring receivables    Borrowing money 

 secured by a firm’s accounts receivable.  

   Fair Credit Reporting Act    U.S. federal legisla-

tion specifying consumer’s rights vis-à-vis 

credit reporting agencies.  

   Fair market value    The price at which goods 

and services are bought and sold between 

willing sellers and buyers in an arm’s-length 

transaction.  

   Family business    A firm in which one family 

owns a majority stake and is involved in the 

daily management of the business.  

   Famous faces    A concept in public recognition 

which alludes to connections of your event or 

firm to individuals the general public would 

recognize.  

   Favorable/unfavorable variance    A label 

applied to variances to indicate their effect 

upon the income statement; favorable vari-

ances would result in profits being greater 

than budgeted, all other things being equal; 

unfavorable variances would result in profits 

being less than budgeted, all other things 

being equal.  

   Feasibility    The extent to which an idea is 

viable and realistic and the extent to which 

you are aware of internal (to your business) 

and external (industry, market, and regulatory 

environment) forces that could affect your 

business.  

   Feedback    The process of communicating 

within or to the organization about how the 

outputs worked or were received.  

   Fidelity bonds    Bonds, also called  dis-

honesty bonds,  that repay employers for 

losses caused by dishonest or negligent 

employees.  

   Financial accounting    A formal, rule-based 

set of accounting principles and procedures 

intended for use by outside owners, investors, 

banks, and regulators.  

   Financial flexibility    A business’s ability to 

manage cash flows in such a manner that the 

company can respond appropriately to unex-

pected opportunities and needs.  

   Financial leverage    A measure of the amount 

of debt relative to total investment.  

   Financial management    A set of theories and 

techniques used to optimize the receipt and 

use of capital assets.  

   Financial risk    Uncertainty of returns; the 

probability of losing money.  

   Financial statements    Formal summaries of 

the content of an accounting system’s records 

of transactions.  

   Financial strength    The ability of a business to 

survive adverse financial events.  

   Financing activities    Activities through which 

cash is obtained from and paid to lenders, 

owners, and investors.  

   Fixed costs    Those costs that remain constant 

regardless of quantity of output, for example, 

rent.  

   Flat fees    A method of billing for lawyers in 

which a fixed amount is paid for a certain task.  

   Flexibility rewards    The ability of business 

owners to structure life in the way that suits 

their needs best.  

   Float    Delays in the movement of money 

among depositors and banks.  

   Flyers    A sales document to be posted or 

handed out, typically printed on a 8 1 ⁄ 2 - ⫻ 

11-inch sheet of colored paper (or printed in 

color on white stock to increase visibility).  

   Focus group    A form of data gathering from a 

small group led by a moderator.  

   Focus strategy    A generic strategy that targets a 

portion of the market, called a  segment  or  niche .  

   Focuses of entrepreneurship    The key direc-

tions the organization intends to pursue.  

   Forms of entrepreneurship    The settings in 

which the entrepreneurial effort takes place.  

   Foundation    An institution to which private 

wealth is contributed and from which private 

wealth is distributed for public purposes.  

   Founders    People who create or start new 

businesses.  

   Franchise    A prepackaged business bought, 

rented, or leased from a company called a 

 franchisor . (Ch. 1)  

   Franchise    A legal agreement that allows a 

business to be operated using the name and 

business procedures of another firm. (Ch. 6)  

   Freight forwarders    Firms specializing in ar-

ranging international shipments—packaging, 

transportation, and paperwork.  

   Fulfillment center    A company that will ware-

house your products and fill your customers’ 

orders for you.  

   Full (or classic) business plan    Contains a 

maximum of 25 single-spaced pages of text 

and 15 pages of financials and appendixes.  

   Full-time self-employment    Working for 

 yourself for more than 35 hours a week.   

  G 

   GAAP    Generally Accepted Accounting Princi-

ples are the standardized rules for accounting 

procedures set out by the Financial Account 

Standards Board and used in all audits and 

submissions of accounting reports to the 

government.  

   Gain on investment    The percentage amount 

that the payout of an investment differs 

from original cost: calculated as (payout ⫺ 

 investment ⫹ dividends)/investment.  

   Gaming the payment process    Using methods 

to appear to be paying bills on time, when in 

fact payment is being delayed or avoided.  

   General environment    The major forces or 

sectors outside the firm which have impact on 

the lives of people, businesses, institutions, 

and nations.  

   Generic strategies    Three widely appli-

cable classic strategies for businesses of all 

types—differentiation, cost, and focus.  

   Gift    Valuable assets or services donated to 

the business without any obligation to repay 

or give up any ownership interest.  

   Glamorous sector    Consists of firms with high 

growth and high innovation. These are among 

the most visible firms in the media.  

   Going concern concept    The accounting con-

cept that a business is expected to continue in 

existence for the foreseeable future.  

   Golden Rule    An ethical model which suggests 

you treat others in the manner you wish to be 

treated.  

   Good story    A concept in public interest which 

alludes to an incident with good triumphing.  

   Grants    Gifts of money made to a business for 

a specific purpose.  

   Green entrepreneurship    Starting or run-

ning a firm in a manner which saves or 

improves the environment. (See  Sustainable 

entrepreneurship .)  

   Gross profit    Funds left over after deducting 

the cost of goods sold.  

   Growth rewards    What people get from facing 

and beating challenges.  

   Growth stage    An industry life cycle stage 

in which customer purchases increase at a 

dramatic rate.  

   Growth trap    A financial crisis that is caused 

by a business growing faster than it can be 

financed.  

   Guerilla marketing    The use of creative and 

relatively inexpensive ways to reach your cus-

tomer. Examples include doorknob hangers, 

flyers under windshield wipers, T-shirts, bal-

loons, and messages written on sidewalks.   
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  H 

   Harvest    Recover value through a sale of a 

firm or its assets.  

   Heir    A person who becomes an owner 

through inheriting or being given a stake in a 

family business.  

   Heterogeneity    A quality of a service in which 

each time it is provided it will be slightly 

 different from the previous time.  

   Heuristic    A commonsense rule, a rule-of-

thumb.  

   High-growth venture    A firm started with the 

intent of eventually going public, following 

the pattern of growth and operations of a big 

business.  

   High-performing small business    A firm 

intended to provide the owner with a high 

income through sales or profits superior to 

those of the traditional small business.  

   Highly fragmented industries    Collections of 

similar businesses in which virtually all firms 

have small market shares.  

   Hold harmless    A type of waiver in which 

a party agrees not to hold another party 

 responsible for certain events.  

   Home-based business    A business that is 

 operated from the owner’s home.  

   Hourly fees    A basis for legal charges in 

which the rate is based on a price per hour. 

Often lawyers will charge for fractions of an 

hour.  

   Human interest    A concept in public interest 

which alludes to a character to whom the 

public can relate.   

  I 

   Identity    The basic description of the firm, its 

“who, what, where, and why.”  

   Imitative    Characterized by being like or copy-

ing something that already exists.  

   Imitative strategy    An overall strategic ap-

proach in which the entrepreneur does more 

or less what others are already doing.  

   Income rewards    The money made by owning 

one’s own business.  

   Income statement    A statement that lists rev-

enues and expenses and shows the amount of 

profit a business makes for a specified period 

of time.  

   Incremental innovation    An overall strategic 

approach in which a firm patterns itself on 

other firms, with the exception of one or two 

key areas.  

   Incremental strategy    Taking an idea and of-

fering a way to do something slightly better 

than it is done presently.  

   Incubator    A facility which offers subsidized 

space and business advice to companies in 

their earliest stages of operation.  

   Independent contractors    Persons working to 

achieve a certain goal without being subjected 

to substantial controls by another.  

   Independent entrepreneurship    The form of 

entrepreneurship in which a person or group 

own their own for-profit business.  

   Independent small business    A business 

owned by an individual or small group.  

   Indirect competition    Companies that 

 provide alternatives that are dissimilar to 

your  product/service that consumers might 

choose to meet a similar need; for example, 

indirect competition for Coca-Cola includes 

any other company providing items to quench 

thirst.  

   Indirect exporting    Exporting using middlemen 

such as agents, export management compa-

nies, or export trading companies.  

   Industry    The general name for the line of 

product or service being sold, or the firms in 

that line of business.  

   Industry analysis (IA)    A research process that 

provides the entrepreneur with key informa-

tion about the industry, such as its current 

situation and trends.  

   Industry dynamics    Changes in competitors, 

sales, and profits in an industry over time.  

   Industry life cycle    The stages an industry 

goes through from its birth to its ending. 

There are five stages: introduction, growth, 

maturity, decline, and death.  

   Industry specific knowledge    Activities, 

knowledge, and skills specific to businesses 

in a particular industry.  

   Inelastic product    Product for which there are 

few substitutes and for which a change in 

price makes very little difference in quantity 

purchased.  

   Informal capital    Sources of funding from 

noninstitutional sources such as family, 

friends, and other individuals.  

   Informational plans    Give potential customers 

or suppliers information about the company 

and its product or service.  

   Informational Web site    An Internet site de-

signed to introduce and explain a business to 

others.  

   Infringer    Someone who uses intellectual 

property without the permission of the owner.  

   Initial public offering (IPO)    Transfer method 

describing the first-time public sale of a stock 

listed on a public stock exchange.  

   Innovation    The entreprenurial focus which 

looks at a new thing or a new way of doing 

things.  

   Innovation-driven economies    Nations with 

high-value-added manufacturing and large 

service sectors.  

   Innovative strategy    An overall strategic ap-

proach in which a firm seeks to do something 

that is very different from what others in the 

industry are doing.  

   Innovativeness    The extent to which a prod-

uct, service, or individual’s thinking process 

is novel or an improvement over existing 

choices.  

   Inputs    The materials, labor, and energy put 

into the production of a good or service.  

   Inseparability    A quality of a service in which 

the service being done cannot be discon-

nected from the provider of the service.  

   Insurable value    The amount of an asset for 

which a company will write an insurance policy.  

   Insurance    A contract between two or more 

parties in which one party agrees, for a fee, to 

assume the risk of another.  

   Intangible assets    Things of value that have 

no physical existence, for example, patents 

and trade secrets.  

   Intangible property    Property that has no 

value of its own but that represents value, 

such as a stock certificate.  

   Intangible resources    Capabilities, organiza-

tional processes, information, or knowledge of 

a firm that are not clearly evident.  

   Integrative view    An ethical overview which 

involves considering what is best for everyone 

involved in a situation.  

   Intellectual property    Property coming from 

some sort of original thought, for example, 

patents, trade secrets, trademarks, and 

copyrights.  

   Interest    A charge for the use of money, usu-

ally figured as a percentage of the principal.  

   Intermediary    Firms that assist in getting your 

product to your end customers, distributors, 

retailers, and so forth.  

   Internal control    A set of rules and procedures 

that work to limit the opportunity for employee 

theft or malfeasance.  

   Internal environment    The people (owners, 

employees, and board members) inside the 

boundary of a firm.  

   Internal (cost) factors    Aspects of or choices 

within the business which could cause the 

business’s costs to change.  

   Internal reference price    A consumer’s mental 

image of what a product’s price should be.  

   Internal understanding    The extent to which 

employees, investors, and family members 

involved in the business know the business’s 

purposes and operations.  
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   Internet recruiting    Method of recruiting that 

allows you to search a résumé database or 

post a job description to the Web; a small 

business owner who knows exactly what he 

or she wants can use filters to search vast 

numbers of résumés with pinpoint accuracy.  

   Introduction stage    The life cycle stage in 

which the product or service is being invented 

and initially developed.  

   Invention plan    A business plan that provides 

information to potential licensees. Invention 

plans focus on the details of an invention, 

including intellectual property rights.  

   Inventory    Products that are held for sale to 

customers.  

   Inventory valuation    Determination of the 

amount of assets held by the firm for sale or 

production.  

   Investing activities    The purchase and sale of 

land, buildings, equipment, and securities.  

   ISO    Stands for the International Standards 

Organization, and refers to certification 

for having met a standard of quality that 

is consistently evaluated around the world 

(see http://www.iso.org).  

   Issue recognition    A concept in public recog-

nition which alludes to the extent to which the 

public is familiar with the issue or problem 

at hand.   

  J 

   Job description    Defines and discusses all the 

essential knowledge, skills, and abilities that 

are needed to fill a position.  

   Joint venture    An agreement between two 

or more entities to pool resources in order to 

complete a project.  

   Just-in-time inventory    The practice of pur-

chasing and accepting delivery of inventory 

only after it has been sold to the final customer.   

  K 

   Key business functions    Activities common to 

all businesses such as sales, operations (also 

called  production ), accounting, finance, and 

human resources.  

   Key employee/partner plans    Provides 

 information on the company, product/ service, 

 market, and critical risks to  prospective 

 business or marketing partners or to 

 prospective key employees.  

   Key employees    Employees whose experi-

ence and skills are critical to the success of 

a business.  

   Keyword and description tags    Terms in-

cluded in the hidden portion of a Web page 

(called the  document head  ) which are used by 

search engines such as Yahoo! and Google to 

describe your Web site and evaluate its focus 

and category placement.  

   Keyword optimization    The selection of words 

that describe a Web site ad that results in the 

site being displayed toward the beginning of 

a search engine’s (e.g., Google, Yahoo!, etc.) 

listing for that term.   

  L 

   Laggard    A customer adoption segment that 

holds off buying new products or services 

until either they are forced to or prices reach 

rock-bottom.  

   Late career entrepreneurs    (also known as 

 second career entrepreneurs ) People who 

begin their businesses after having retired or 

resigned from work in corporations at age 50 

or later.  

   Late majority    A customer adoption segment 

describing people who wait until the technol-

ogy has stabilized and the costs have begun 

to drop.  

   Legal entity    A being, human or nonhuman, 

such as a corporation, that is recognized as 

having rights and duties, such as the right to 

own property.  

   Legitimacy    The belief that a firm is worthy of 

consideration or doing business with because 

of the impressions or opinions of customers, 

suppliers, investors, or competitors.  

   Letter of credit    A document issued by a 

bank that guarantees a buyer’s payment for a 

specified period of time upon compliance with 

specified terms.  

   Liabilities    Legal obligations to give up things 

of value in the future.  

   Liability of newness    The set of risks faced by 

firms early in their life cycles that comes from 

a lack of knowledge by the owners about the 

business they are in and by customers about 

the new business.  

   License    A legal agreement granting you rights 

to use a particular piece of intellectual property.  

   Licensee    The person or firm which is obtain-

ing the rights to use a particular piece of intel-

lectual property.  

   Licensing    Documented permission from the 

government to run your business.  

   Licensor    The person or organization which is 

offering the rights to use a particular piece of 

intellectual property.  

   Lifestyle or part-time firm    A small busi-

ness primarily intended to provide partial or 

subsistence financial support for the existing 

lifestyle of the owner, most often through 

operations that fit the owner’s schedule and 

way of working.  

   Limited liability company (LLC)    A legal form 

of business organization that is created by fil-

ing required documentation with a state gov-

ernment. LLCs have a choice, under federal 

tax law, of being taxed as either corporations 

or partnerships.  

   Limited partnership    A legal form of business 

organization that is created by filing required 

documentation with a state government; 

within a limited partnership, one or more part-

ners may have no liability for the debts and 

actions of the partnership.  

   Liquidation    A popular term for a Chapter 7 

bankruptcy in which a bankrupt firm’s assets 

are sold by the bankruptcy trustee and the 

proceeds used to pay the firm’s debts.  

   Liquidity    A measure of how quickly a 

company can raise money through internal 

sources by converting assets to cash.  

   Liquidity enhancement    An estate planning 

method in which cash is generated (usually 

through a life insurance policy) to cover the 

estate taxes.  

   Litigation    A formal dispute resolution method 

that operates using the court system, typically 

with a lawyer representing each party.  

   Living wage    The amount needed for a person 

(or family of a particular size) to meet the 

basic necessities of life from a single job.  

   Lock box    A locked receptacle for money, the 

keys to which are not available to those who 

physically handle the receptacle; a common 

example of a lock box is the coin receptacle 

for parking meters which cannot be opened 

by the workers who are responsible for col-

lecting the deposited coins.   

  M 

   MACRS rate    An Internal Revenue Service 

acronym for the Modified Accelerated Cost 

Recovery System. The MACRS approach lets 

taxpayers depreciate more of the cost earlier 

in the life of a capital expense.  

   Mail order    Sales made from ads in news-

papers or magazines, with purchases taken 

online or by phone as well as by mail.  

   Managerial accounting    Accounting methods 

that are specifically intended to be used by 

managers for planning, directing, and control-

ling a business.  

   Manufacturer    The entity which produces a 

product or service to be sold.  

   Margin    The amount of profit, usually stated 

as a percentage of the total price.  
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   Market    The business term for the population 

of customers for your product or service.  

   Market expansion    A strategy whose goal is 

growth, based on selling in areas or to groups 

previously not served by the business.  

   Market penetration    A strategy whose goal is 

growth, based on selling more of the firm’s 

product or service to the existing customer base.  

   Market research    Research conducted to 

uncover market and customer needs and op-

portunities; it exists at two levels, primary and 

secondary.  

   Market segmentation    The process of dividing 

the market into groups that have somewhat 

homogeneous needs for a product or service.  

   Marketable securities    Stocks and bonds that 

are traded on an open market.  

   Marketing plan    A systematic written plan 

of all phases of marketing for a business, 

including information on the product, price, 

distribution, and promotion strategy, as well 

as a clear identification of the target market 

and competition.  

   Marketing research    Systematic collection 

and interpretation of data to support future 

marketing decisions.  

   Mass market    A customer group that involves 

large portions of the population.  

   Master budget    A budget, also referred to as a 

 comprehensive budget,  which consists of sets 

of budgets that detail all projected receipts 

and spending for the budgeted period.  

   Mat release    A news release that is typeset 

and thus may be photographically reproduced 

for inclusion in a newspaper.  

   Maturity stage    The third life cycle stage, 

marked by a stabilization of demand, with 

firms in the industry moving to stabilize or 

improve profits through cost strategies.  

   Me-too products    Products essentially similar 

to something already on the market.  

   Meritocracy    A management philosophy of se-

lecting and promoting people based solely on 

their being the most capable person for the job.  

   Microinventory    The purchase of inventory 

only after a sale is made; very typical with 

Internet firms.  

   Mindshare    The degree of attention your tar-

get market pays to your idea or organization.  

   Minimalized business professionalization    A 

situation that occurs when the entrepreneur 

does nearly everything in the simplest way 

possible.  

   Mission statement    A paragraph that de-

scribes the firm’s goals and competitive 

advantages.  

   Money    An accepted medium of exchange.  

   Moonlighting    Working on your own part time 

after your regular job.  

   Multichannel marketing    The use of several 

different channels to reach your customers, 

for example, a Web site, direct mail, and 

 traditional retailing.  

   Multiple or bonus pack    Combining more than 

one unit of the same product and pricing it 

lower than if each unit were sold separately.  

   Mutuality    The action of each person helping 

another.   

  N 

   Nepotism    A management philosophy of select-

ing and promoting people based on family ties.  

   Net profit    The amount of money left after 

operating expenses are deducted from the 

business.  

   Net realizable value    The amount for which an 

asset will sell, less the costs of selling.  

   Network marketing    An approach to selling in 

which the salesperson recruits customers to 

become distributors of the product or service 

to others.  

   Networking    Interacting with others in order to 

build relationships useful to a business.   

   New entrant business    A firm whose product 

or service is established elsewhere, but is 

new to this market.  

   Newsworthy events    To garner serious atten-

tion from the media and the public, a news 

story needs to deliver certain essentials that 

will hold their attention and keep your news in 

their thoughts. It should have public recogni-

tion, importance, and interest.  

   Niche market    A narrowly defined segment of 

the population that is likely to share interests 

or concerns.  

   Noncash incentives    Rewards that do not re-

quire payment of cash, such as stock options, 

compensating time off, or added vacation 

days.  

   Noncompete clause    Part of a contract in 

which a person agrees not to open a certain 

type business or seek employment doing 

certain things in a particular area for a period 

of time.  

   Noncore projects    Revenue-producing tasks 

and activities related to, but not part of, the 

primary strategy of a business.  

   Nonsufficient funds    A situation that occurs 

when a check is returned to a depositor 

because the writer of the check did not have 

a bank available balance equal to or greater 

than the amount of the check.  

   Novelty    Characterized by being different or 

new.   

  O 

   Occupational Safety and Health Administra-

tion (OSHA)    A government agency created to 

enforce safety in the workplace.  

   Occupational structure    The sequence 

or organization of jobs and careers in the 

economy.  

   Odd-even pricing    Setting a price that ends in 

the number 5, 7, or 9.  

   Off-peak pricing    Charging lower prices at 

certain times to encourage customers to 

come during slack periods.  

   On-the-job training    Delivered to employees 

while they perform their regular jobs; tech-

niques include orientations, job instruction 

training, apprenticeships, internships and 

 assistantships, job rotation, and coaching.  

   Open-book policy    Concept that key employ-

ees should be able to see and understand a 

firm’s financials, that they should have a part 

in moving the numbers in the right direction, 

and that they should have a direct stake in the 

strategy and success of the firm.  

   Open-ended questions    Questions that allow 

respondents to express themselves as they 

choose; for example, “What do you like about 

this book?”  

   Operating activities    Activities involved in pro-

ducing and selling goods and services.  

   Operating cycle    See cash-to-cash cycle.  

   Operating lease    A long-term rental in which 

ownership of the asset never passes to the 

person paying for the lease.  

   Operational plan    Business plans designed to 

be used internally for management purposes.  

   Operations    The process of transforming 

materials, labor, and energy into goods or 

services.  

   Opportunity competencies    Skills necessary to 

identify and exploit elements of the business 

environment that can lead to a profitable and 

sustainable business.  

   Opportunity cost    The value of an economic 

activity or event that is foregone in order to be 

able to undertake a different, specific activity 

or event.  

   Opportunity recognition    Searching and 

 capturing new ideas that lead to business 

opportunities. This process often involves 

 creative thinking that leads to discovery of 

new and useful ideas.  

   Optimum capital structure    The ratio of debt 

to equity that provides the maximum level of 

profits.  

   Optimum stocking level    The amount of inven-

tory that results in the minimum cost, when 

considering the cost of lost sales resulting 
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from running out of stock, the number of units 

sold per day, and the number of days required 

to receive inventory.  

   Organizational capabilities    The abilities, 

skills, and competencies used by the firm 

to make profits from tangible and intangible 

resources.  

   Organizational culture    A set of shared beliefs, 

basic assumptions, or common, accepted 

ways of dealing with problems and challenges 

within a company that demonstrate how 

things get done.  

   Outflow    Funds being paid to others by the firm.  

   Outputs    The service or product that is 

 produced for sale.  

   Outside equity    Money from selling part of 

your business to people who are not and will 

not be involved in the management of the 

business.  

   Outsourcing    Contracting with people or 

 companies outside your business to do work 

for your business.  

   Overdraft    A negative balance in a depositor’s 

bank account.  

   Owner-manager    The individual who owns 

and runs a business.  

   Owners’ equity    The difference between as-

sets and liabilities of a business.   

  P 

   Parallel competition    An imitative business 

that competes locally with others in the same 

industry.  

   Partitioned pricing    Setting the price for a 

base item and then charging extra for each 

additional component.  

   Partnership    Two or more people cooperating 

to conduct a business enterprise.  

   Part-time self-employment    Working for your-

self for 35 or fewer hours a week.  

   Pass through (taxation)    Earnings of the busi-

ness are distributed to the business owners 

and those owners (rather than the business) 

pay individual tax on the earnings.  

   Patent    A grant by the U.S. government to 

an inventor for an idea that is new, useful, 

and nonobvious, giving the inventor the 

exclusive right to make, use, or sell his or 

her idea.  

   Payables    Amounts owed to vendors for mer-

chandise or services purchased on credit (see 

Receivables).  

   Payback period    The amount of time it takes a 

business to earn back the funds it paid out to 

obtain a capital asset.  

   Periodic inventory    The process of physically 

counting business assets on a set schedule.  

   Periodic or random discounting    Sales con-

ducted at either predictable or nonpredictable 

intervals.  

   Perishability    A service exhibits perishability in 

that if it is not used when offered, it cannot be 

saved for later use.  

   Permanance    The impression of long-term 

continuity a business gives others.  

   Perpetual inventory    A system of recording 

the receipt and sale of each item as it occurs.  

   Personal selling    The process of selling your 

products and service; includes prospect 

and evaluate, prepare, present, close, and 

follow-up.  

   Physical inventory    A count of all the inventory 

being held for sale at a specific point in time.  

   PICS Model of Entrepreneurship    An acronym 

for the four forms of entrepreneurship— 

 P ublic,  I ndependent,  C orporate and  S ocial.  

   Piercing the veil    The dissolution of a cor-

porate form, making it back into a sole 

proprietorship or general partnership, if the 

court finds that the owner carelessly mixed up 

personal and business assets or finances.  

   Pilot test    A preliminary run of a business, 

sales effort, program, or Web site with the goal 

of assessing how well the overall approach 

works and what problems it might have.  

   Pioneering business    A firm whose product or 

service is new to the industry or is itself creat-

ing a new industry.  

   Plaintiff    Person or other entity filing a lawsuit.  

   Plant    A general term for the facilities of a 

business.  

   Plant patent    A 20-year patent that covers 

new strains of living plant organisms, algae, 

or macro fungi.  

   Pledging receivables    Giving a third party 

legal rights to debts owed your business in 

order to provide assurance that borrowed 

money will be repaid.  

   Point of indifference    The price at which a 

buyer is indifferent about buying or not buying 

the business.  

   Point-of-sale system    Hardware and software 

combinations that integrate inventory man-

agement directly into accounting software.  

   Poisoning the well    Creating a negative im-

pression among your employers’ customers.  

   Potential for growth    Refers to the potential 

market size.  

   Power    A concept in public importance 

which alludes to potential shifts in control or 

influence.  

   Preselling    Involves introducing your product 

to potential customers and taking orders for 

later delivery.  

   Press kit    A type of sales kit sent to media 

outlets which is focused around a press 

release.  

   Press relations    Activities used to establish 

and promote a favorable opinion by the 

media.  

   Press release    A written announcement 

intended to draw news media attention to a 

specific event.  

   Prestige or premium pricing    Setting a price 

above that of the competition so as to indicate 

a higher quality or that a product is a status 

symbol.  

   Price lining    The practice of setting (usually) 

three price points: good quality, better quality, 

best quality.  

   Primary research    Information collected to 

solve a problem at hand or answer current 

questions.  

   Private placement memorandum    A special-

ized legal form of business plan crafted by 

lawyers for the purpose of soliciting formal 

investments.  

   Probationary period    Trial period in which an 

employee has temporary status before a for-

mal offer to work full time is presented.  

   Process of personal selling    The process of 

selling your products and service; includes 

prospect and evaluate, prepare, present, and 

the close.  

   Product distribution franchising    An agree-

ment that provides specific brand name prod-

ucts which are resold by the franchisee in a 

specified territory.  

   Product expansion    A strategy whose goal is 

growth, based on selling existing customers 

a product or service they have never bought 

before.  

   Productivity    The ratio measure of how well a 

firm does in using its inputs to create outputs. 

Literally, productivity is outputs divided by 

inputs.  

   Professionalization    The extent to which a 

firm meets or exceeds the standard business 

practices for its industry.  

   Profit, profitability    The amount that revenues 

exceed expenses.  

   Profit before taxes    The amount of profit 

earned by a business before calculating the 

amount of income tax owed.  

   Pro forma    Latin for “in the form of” when 

used to describe financial statements, indi-

cates estimated or hypothetical information.  
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   Promotional mix    How much of each mes-

sage conveyance you will use to sell your 

product as well as your objective in using 

each one.  

   Proof-of-concept Web site    An Internet-based 

type of business plan providing information 

or demonstration of a product or service 

designed to solicit information on customer 

interest.  

   Property    A general term for real estate, but 

it can also be applied as a legal term for 

 anything owned or possessed.  

   Proprietary technology    A product or ser-

vice or an aspect of one that is kept as a 

trade secret or is protected legally using 

patent, copyright, trademark, or service 

mark.  

   Protected classes    States of being that are 

 expressly prohibited from suffering dis-

crimination: race, color, religion, sex, national 

 origin, gender, age, or disability.  

   Proximity    A concept in public recognition 

which alludes to the impact level of the issue 

being discussed.  

   Psychological contract    Refers to employ-

ees’ beliefs about the promises between 

the employee and the firm. These beliefs 

are based on the perception that promises 

have been made (e.g., competitive wages, 

promotional opportunities, job training) in 

exchange for certain employee obligations 

such as giving of their energy, time, and 

technical skills.  

   Public entrepreneurship    The form of entre-

preneurship that involves revitalizing govern-

ment agencies.  

   Public importance    (1) Things that are consid-

ered important to large numbers of otherwise 

unrelated people, (2) things that are of civic 

importance, as opposed to private or corpo-

rate entities.  

   Public interest    (1) Things that are gener-

ally considered to be beneficial to large 

numbers of people, (2) civic causes and 

benefits, as opposed to private and corpo-

rate benefits.  

   Public recognition    Being recognized or 

acknowledged by large numbers of people, 

similar to “fame.”  

   Public relations    Activities used to establish 

and promote a favorable opinion by the 

public.  

   Publicity    Information about your company 

and its activities that is disseminated 

to the public in order to gain their good 

opinion.  

   Pull-through system    A term for just-in-time 

inventory systems in which product is ordered 

and placed into production only after a sale 

has been completed.  

   Pure innovation    The process of creating new 

products or services, which results in a previ-

ously unseen product or service.   

  Q 

   Qualitative research    Techniques for gathering 

information that rely on opinions expressed 

without a numerical basis (“real good” instead 

of “4 on a 5-point scale”). Popular techniques 

for qualitative research include interviews, 

small groups discussions, and observation.  

   Quantitative research    Techniques that de-

pend on categorizing responses into numbers, 

enabling statistical analysis of opinions. Ex-

amples include surveys and focus groups.  

   Quality    A product’s or service’s fitness for use, 

measured as durability, reliability, serviceabil-

ity, style, ease of use, and dependability.   

  R 

   Radical innovation strategy    Rejecting exist-

ing ideas, and presenting a way to do things 

differently.  

   Rare resource    An asset, capability, organiza-

tional process, information, or knowledge that 

is not generally available to competitors.  

   Receivables    Amounts that are owed to a 

business for merchandise that was sold on 

credit (see payables).  

   Reciprocal link    A listed, live connection to 

a different Web site, which in turn displays a 

similar link to the first Web site.  

   Reconciling    An accounting process that 

 identifies the causes of all differences 

 between book and bank balances.  

   Referral discount    A discount given to a 

 customer who refers a friend to the business.  

   Registration    Information provided to the 

 government concerning the existence of, 

name of, nature of, and contact information 

for your business.  

   Regulation of the workplace    Laws and 

governmental rules that limit the freedom of 

business owners to manage their businesses 

as they please.  

   Rehabilitation Act of 1973    An act of Congress 

that provides training for workers who are 

injured on the job.  

   Reorganization    The popular term for a Chap-

ter 13 bankruptcy in which a bankrupt firm 

continues to operate while paying off debts 

identified by the bankruptcy trustee.  

   Replacement cost    The total cost of replacing 

an asset with an essentially identical asset.  

   Replacement value    The cost to acquire an 

essentially identical asset. (Ch. 6)  

   Replacement value    The cost incurred to 

replace one asset with an identical asset. 

(Ch. 16)  

   Research and development    (often abbrevi-

ated R&D) The part of a business (and a 

business plan) that is focused on creating 

new products or services and preparing new 

technologies, ideas, products, or services for 

the firm’s market.  

   Reserve price    A minimum acceptable selling 

price in an auction. If the bidding does not ex-

ceed the price, the sale will not go through.  

   Resource    Any asset, capability, organizational 

process, information, or knowledge that con-

tributes to the firm’s performance.  

   Resource competencies    The ability or skill 

of the entrepreneur at finding expendable 

components necessary to the operation of the 

business such as time, information, location, 

financing, raw materials, and expertise.  

   Resource constrained sector    Consists of 

firms high in innovation but low in growth rate 

due to a lack of resources.  

   Retailer    A middleman business which sells 

to consumers or end users of a product 

 (typically in single or small quantities).  

   Retained earnings    The sum of all profits 

and losses, less all dividends paid since the 

 beginning of the business.  

   Retainer    A fee paid by a client to an attorney 

to engage the attorney’s services.  

   Retrenchment    An organizational life cycle 

stage in which established firms must find 

new approaches to improve the business and 

its chances for survival.  

   Return on equity    The ratio of profits to owner 

investment in a business.  

   Return on investment (ROI)    A capital budget-

ing equation used to measure the relationship 

between initial investment and the profits that 

are expected to be received from making the 

investment.  

   Reverse auction    An auction in which the low 

bid gets the business or wins.  

   Revolving credit    A credit agreement that 

allows the borrower to pay all or part of the 

balance at any time; as the loan balance is 

paid off, it becomes available to be borrowed 

again.  

   Risk    The level of probability that an invest-

ment will not produce expected gains.  

   Risks    The parts of a business or business 

plan that expose the firm to any kind of loss—

profits, sales, reputation, assets, customers, 

and so on.  
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   Role conflict    The kind of problem that arises 

when people have multiple responsibilities, 

such as parent and boss, and the different 

responsibilities make different demands on 

them.  

   Royalty    A payment to a licensor based on the 

number or value of licensed items sold.  

   RSS feed    An Internet messaging service that 

pushes (sends) whatever Web material you 

specify to subscribers to that feed.   

  S 

   Safety stock    An amount of inventory carried 

to ensure that you will not run out of inventory 

because of fluctuating levels of sales.  

   Sales promotion    A form of communication 

that encourages the customer to act immedi-

ately, such as coupons, sales, or contests.  

   Sarbanes-Oxley Act    A federal law describing 

the steps publicly traded businesses must 

take to protect and provide their key financial 

information.  

   Scalar questions    Questions that are an-

swered by some sort of scale; for example, 

“On a scale of 1 to 5, how do you like this 

book?”  

   Scale    A characteristic of a market that 

 describes the size of the market—a mass 

market or a niche market.  

   SCAMPER    A creativity tool that provides cues 

to trigger breakthrough thinking. The letters 

stand for substitute, combine, adapt, modify, 

put to other uses, eliminate, and rearrange.  

   Scope    A characteristic of a market that 

defines the geographic range covered by the 

market—from local to global.  

   Screening plan    Also called a  mini-plan,  gives 

the basic overview of the firm and a detailed 

look at the financials.  

   Search engine optimization    A general ap-

proach to Web site design intended to result in 

the site being displayed toward the beginning 

of a search engine’s (e.g., Google, Yahoo!, 

etc.) listing for that term.  

   Secondary research    Information already 

 collected for some other purpose than the 

current problem or questions.  

   Self-employed    Working for yourself.  

   Separation of duties    A type of internal con-

trol that separates the physical control of an 

asset from the person accounting for that 

asset.  

   Serial entrepreneurs    People who open 

 multiple businesses throughout their career.  

   Set-asides    Government contracting funds 

which are earmarked for particular kinds of 

firms, such as small businesses, minority-

owned firms, women-owned firms, and the 

like.  

   Shake-out    A type of life cycle stage following 

a boom in which there is a rapid decrease in 

the number of firms in an industry.  

   Sheltered workshop    A nonprofit organiza-

tion or institution that provides business 

services by using handicapped or rehabilitated 

workers.  

   Short-term debt    Any debt that must be 

paid in less than one year from the date 

of the  financial statement on which it is 

reported.  

   Single taxation    Earnings of the business 

are taxed once with the owners paying the 

taxes.  

   Skimming    Setting a price at the highest level 

the market will bear, usually because there is 

no competition at the time.  

   Slack resources    Profits that are available 

to be used to satisfy the preferences of the 

owner in how the business is run.  

   Small and medium enterprise    The interna-

tional term for small businesses.  

   Small business    Involves 1–50 people and has 

its owner managing the business on a day-to-

day basis.  

   Small Business Administration    A part of the 

United States government which provides 

support and advocacy for small businesses.  

   Small Business Development Center     Offices 

co-sponsored by states and the Federal 

 government that offer free or low-cost help 

to existing and potential small businesses.  

   Small business investment companies     

Private businesses that are authorized to 

make SBA insured loans to start-ups and 

small businesses.  

   Social capital    Characteristics of a business, 

like trust, consistency, and networks, that 

represent potential social obligations which 

are an asset of the firm or entrepreneur.  

   Social entrepreneurship    The form of entre-

preneurship involving the creation of self-

sustaining charitable and civic organizations, 

or for-profit organizations which invest signifi-

cant profits in charitable activities.  

   Social network    The entrepreneur’s set of 

 relationships and contacts with individuals 

and institutions.  

   Sole proprietorship    A business owned by 

a single individual who is responsible for all 

debts and claims against the business.  

   Specialized business professionalization    A 

situation that occurs when businesses have 

founders or owners who are passionate about 

one or two of the key business functions, such 

as sales, operations, accounting, finance, or 

human resources.  

   Spin-off    A business that is created by 

 separating part of an operating business into 

a separate entity.  

   Sponsored link    A form of paid advertising 

that gets your company’s Web site at the top 

of a search list.  

   Sponsorships    Paying for a local organiza-

tion’s needs in exchange for recognition.  

   Standard business practice    A business action 

that has been widely adopted within an indus-

try or occupation.  

   Start-up    A new business that is started from 

scratch.  

   Straight line for a useful life of 10 years    De-

preciation is computed using a straight line 

method over 10 years, so an asset would lose 

10% of its value each year.  

   Strategic direction    The conceptualization of 

how a business might best move in response 

to the findings of a SWOT analysis—Flaunt, 

Fix, Fight, Flee, Find, or Fire-up.  

   Subcontract    A contract by which a new party 

agrees to perform a duty that one of the origi-

nal parties to a contract was already legally 

obligated to perform.  

   Substitution profits    Returns intended to 

equal and replace the salary or wages the 

entrepreneur could draw working for someone 

else.  

   Success profits    Returns at levels higher than 

the entrepreneur could make working for 

others.  

   Succession    The process of intergenerational 

transfer of a business.  

   Succinct message    Your key point in as few 

and as memorable words as possible.  

   Supplemental profits    Returns above costs 

intended as a secondary income for entrepre-

neurs (where self-employment is secondary to 

their main job).  

   Suppy chain    Like the value chain, the line of 

distribution of a product from its start as ma-

terials outside the target firm to its handling 

in the target firm to its handling by sellers into 

the hands of customers.  

   Surety bonds    An agreement with an 

 insurance or bonding company that will pay a 

specified amount in the event that the entity 

bonded fails to comply with specified contrac-

tual requirements.  

   Survey    A data-collection method using a 

questionnaire—in person, on phone, on 

paper, or on the Internet.  

   Sustainable entrepreneurship    Starting or 

running a firm in a manner which saves 
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or improves the environment. (See  Green 

entrepreneurship .)  

   Synergy    A combination in which the whole 

is greater than the sum of its component 

parts.   

  T 

   Tagline    (also known as a slogan) Memo-

rable catchphrase that captures the key 

idea of a business, its service, product, or 

customer.  

   Takeover    Seizing of control of a business by 

purchasing its stock to be able to select the 

board of directors.  

   Tangibility    An item’s capability of being 

touched, seen, tasted, or felt.  

   Tangible resources    Assets of a firm that can 

be easily and concretely identified.  

   Target market    The group of people on which 

a marketer focuses promotion and sales 

efforts.  

   Task environment    Those parts of the 

 environment outside of the firm which directly 

and consistently touch on the firm.  

   Tax abatement    A legal reduction in taxes by 

a government.  

   Tax accounting    An accounting approach 

based on specific accounting requirements 

set by governmental taxing agencies.  

   Tax codes    Laws and regulations that specify 

the requirements of taxation.  

   Tax credits    Direct reductions in the amount 

of taxes that must be paid, dependent upon 

meeting some legal criteria.  

   Tax management    An estate planning  strategy 

which uses structured transfers of the busi-

ness to make tax payments as small as 

possible.  

   Telemarketing    Contact via telephone for 

the express purpose of selling a product or 

service. Telemarketing can either be inbound 

(customer calls company) or outbound 

 (company calls customer).  

   Termination    An endgame strategy in which 

the owner closes down a business.  

   Test marketing    Selling your product or 

 service in a limited area, for a limited time.  

   Time management    The organizing process 

to help make the most efficient use of the day.  

   Time to start-up    How long it takes to start a 

new business.  

   Timing purchases    A method of controlling 

the timing of cash outflows that is invisible to 

suppliers and vendors.  

   Total product    The entire bundle of products, 

services, and meanings of your offering; 

includes extras like service, warranty, or 

 delivery, as well as what the product means 

to the customer.  

   Trade association (also known as   profes-

sional association   )    A group of people in 

the same industry who band together to 

gather and share information and present 

and represent the industry to the public and 

government.  

   Trade discounts    Percentage discounts from 

gross invoice amounts provided to encourage 

prompt payment.  

   Trade magazines    The magazines that target 

specific industries and professions.  

   Trade name or assumed name or a doing 

business as (dba)    The name under which a 

business is operated.  

   Trade name franchising    An agreement that 

provides to the franchisee only the rights 

to use the franchisor’s trade name and/ or 

trademarks.  

   Trade secret    Confidential information within a 

company that gives that company a competi-

tive advantage.  

   Trademark    Distinctive word, slogan, or image 

that identifies a product and its origin.  

   Traditional small business    A firm intended 

to provide a living income to the owner, and 

operating in a manner and on a schedule 

consistent with other firms in the industry and 

market.  

   Traffic generators    Other businesses that 

bring customers (generate traffic) to the 

area.  

   Transfer    An endgame strategy in which own-

ership is moved from one person or group to 

another.  

   Transformational competencies    The abilities 

of a firm to make its product or service in a 

way that enhances value or efficiency com-

pared to other firms.  

   Trendiness    A concept in public recognition 

which alludes to the fit of the topic to current 

fashion or public interest.  

   Trust    A feeling of fairness in all business 

transactions in which the firm engages, such 

as financial transactions, employee mat-

ters, regulatory compliance, and complaint 

resolution.  

   Tweet    A 140-character or less message sent 

using the Twitter Web service.   

  U 

   Undercapitalization    Not having enough 

money available to the business to cover 

shortfalls in sales or profits.  

   Undifferentiated strategy    A marketing 

 strategy that uses no segmentation; assumes 

that all consumers have virtually identi-

cal needs and can be reached by the same 

 marketing mix.  

   Universalism    An ethical model that suggests 

that there is a code of right and wrong that 

everyone can see and follow.  

   Utilitarianism    An ethical model that supports 

seeking the greatest good for the greatest 

number of people.  

   Utility patent    A 20-year patent covering a 

process, machine, article of manufacture, 

composition of matter, or any new or useful 

improvement of an existing one.   

  V 

   Valuable resource    An asset, capability, 

 organizational process, information, or 

 knowledge that lets a firm take advantage of 

opportunities or lock out competitors.  

   Value proposition    Small business owners’ 

unique selling points that will be used to 

 differentiate their products and/or services 

from those of the competition.  

   Variable costs    Those costs that change 

with each unit produced, for example, raw 

materials.  

   Variance    Permission from a government 

organization to act differently than the laws 

state. (Ch. 5)  

   Variance    The difference between an actual 

and budgeted revenue or cost. (Ch. 13)  

   Variance analysis    The process of determining 

the effect of price and quantity changes on 

revenues and expenses.  

   Viability    The preliminary assessment of the 

potential for a business to be created or, once 

created, to survive.  

   Vicarious (indirect) liability    Indirect li-

ability or responsibility for the actions of 

another.  

   Viral marketing    Any electronic equivalent 

of word-of-mouth advertising, in which the 

advertiser’s message spreads quickly and 

widely via e-mail, Web site, blogs, and other 

online tools.  

   Virtual employees    Independent contractors 

who provide specialized business services 

or support from a distance, through the In-

ternet, telephone, fax, or another method of 

communication.  

   Virtual instant global entrepreneurship 

(VIGE)    Deploying a business internationally 

using the e-commerce capabilities of the 

Internet.  

   Vision statement    A very simple 5–10 word 

sentence or tagline that expresses the funda-

mental idea or goal of the firm.  
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   Visuals    A concept in public interest which 

 alludes to the graphic interest held by an 

event.  

   Volatility    The frequency of business starts 

and stops.   

  W 

   Waiver    Part of a contract in which a party in-

tentionally gives up legal rights or claims.  

   Walkaways    Business terminations in which 

the entrepreneur ends the business with its 

obligations met.  

   Weighted average cost of capital (WAC)    The 

expected average future cost of funds.  

   Whole of life costs    The sum of all costs of 

capital assets, including acquisition, owner-

ship, operation, and disposal.  

   Wholesaler    A middleman business which 

buys (typically in large quantities) and sells 

(typically in smaller quantities) to businesses 

rather than consumers.  

   Word-of-mouth    A means of spreading infor-

mation about your business through the com-

ments friends and customers make to other 

potential customers.  

   Workout    A form of business termination in 

which the firm’s legal or financial obligations 

are not fully met at closing.   

  Z 

   Zoning laws    Government specifications for 

acceptable use of land and buildings in par-

ticular areas.     
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