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What makes entrepreneurs tick? What drives

them to succeed even if they first fail?

The lessons they

offer pave the road to business victory.




After reading this chapter,
you should be able to:

Define :small business, discuss its importance to the U.5.
economy, and explain popular areas of small business.

Explain entrepreneurship and describe some key
characteristics of entrepreneurial personalities and activities.

Describe distinctive competence, the business plan, and
the start-up decizions made by small businessez and identify
sources of financial aid available to such enterprises.

Discuss the trends in small business start -ups and
identify the main reasons for success and failure among small

businesses.

Explsain sole proprietorships, partnerships, and cooperatives
and discuss the advantages and disadvantages of each.

Describe corporations, discuss their advantages and
disadvantages, and identify different kinds of corporations;
explain the basic issues involved in managing a corporation
and discuss special issues related to corporate ownership.




It All Started
With a Late Fee

In the 1980s and 1990s, consumers who
wanted to watch movies at home headed
to their neighborhood movie rental store.
Blockbuster was the clear leader in the
market. Consumers were able to rent a

movie for a flat fee of several dollars, but late fees
were steep. In 1997, California entrepreneur Reed
Hastings incurred a $40 late fee at Blockbuster. “Tt
was six weeks late,” he admits. “T had misplaced the
cassette [and] I didn't want to tell my wife.... I was
embarrassed about it.” Aftor locating the Apollo 13
movie that he had rented several weeks before, he
dropped off the VHS cassette and paid the late fee on his way to the
gym. As it furns out, his itinerary for the day was quite opportune:
In the middle of his workout, he recalls, *T vealized [the gym] had a
much better business model. You could pay %30 or 40 a month and
work out as little or as much as you wanted.”

Thus, the idea for Netflix was born. But Hastings knew he needed to
start slowly. So, when Netflix was launched in 1997, its only innovations
involved the convenience of ordering movies over the Internet and re-
ceiving and returning them by mail; Netflix merely rented movies for
#4 apiece plus $2 for postage (and, yes, it charged late fees). Basically,
the customer base consisted of people who wanted to wakch movies
without having to leave the house. But Hastings and co-founder Marc
Randolph quickly decided to test a subscription-based model, unlim-

ited rentals by mail for a flat fee and, perhaps most important, no due A recent Gallup pall suggests that zimest haif of the
dates (and thus no late fees). Current customers were first offered the mmmm&u}mﬂﬂmm ane interested
opportunity to shift from their pay-per-rental plans to subscription ! n entrepreneurship. Even if you are not among thiat

.. numier, you will stll be called on to imeract with
s small businesses and entrepreneurs as a cus-
. tomer, as an imvesion, or a3 & client. You may
also be trying to sell products or services to
emall busineszes and entreprenewrs. Ong key
0 understanding entrepreneurship is o un-
derstand entrepreneurs themselves and what
it takes for them fo succeed. Reed Hastings
displays many of the characteristics key o
entreprencurizl success. Netfi also high-
light= some of the problems inherent in
comverting & great business idea into
a profitable enterprise. i you ever
aspire w0 StaM and run yodr own

,  business, you can leam valuable
' lessong from the experiences of

plans on a free-trial basis and then given the chance to renew the
subscription plan on a paid basis. “We knew it wouldn't be ter-
rible,” says Hastings, "but we didn’t know if it would be great.”
In the first month, however, 80 percent of Metflix users who'd
tried the no-cost subscription plan had renewed on a paid basis.

"Having unlimited due dates and no late fees,” said Hastings
back in 2003, “has worked in a powerful way and now seems
obvious, but at that time, we had no idea if customers would
even build and use an online queue.” The “gqueue,” as any
Metflix user will tell you, is the list of movies that the cus-
tomer wants o watch. Netflix maintains your queue, fol-
lows your online directions in keeping it up to date, and
automatically sends you the next movie you want each
Hme you send one back.

The essence of queuing—and of the Netflix business
model—is clearly convenience. Although the ability to

enhance customer convenience, even when combined Hastings and his management team.
with cost savings, often gives a company a competi- Az an investar, you should alsn hﬂhﬁt—
tive advantage in its industry, it doesn't always have ter prepared to assess the market patential

for new and up-and-coming businesses.

the industry-wide effect that it's had in the case of
This chapter will discuss these and

Metflix. Mot only did the Netflix subscriber model
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improve the service provided by the industry in an unexpected way
but uldimately it also weakened the competitive posidons of companies
alroady doing business in the industry—notably, Blockbuster. By 2010,
Blockbuster had declared bankruptey, and Dish MNetwork acquired the
company the following year. In the years since, all of Blockbusters re-
tail stores have been closed as well as its DVD rental-by-mail operation,
although Dish Network stll retains rights to the name. Investors who
had purchased a share of Netflix stock in early 2009 for $36 found that
their stock had grown to more than $440 by the beginning of 2015,

How had Hastings's upstart company managed to put itself in such
an enviable position? For one thing, it got off to a fast start. In 1997, when DVDs
were just being test-marketed in the United States, Hastings and Randolph decided
that the new medium would eventually overtake videocassettes as the format of
choice for both the home-movie industry and the home-movie renter. They were
right, of course. By 2002, one in four U.5. households owned a DVD player, but the
number today is close to 9 in 10, {In any case, it would have cost about $4 to mail a
videocassette both ways, compared to the $0.78 that it costs to ship.a DVD disc back
and forth.)

More important, as the first company to rent movies by mail, Netflix was the first to
ostablish a rental-by-mail customer base. At first, says Hastings, “"people thought the
idea was crazy. But it was precisely because it was a contrarian idea that [it] enabled us
ko get ahead of our competitors.” As Netflix has continued to expand and nurture its
subscriber base, it's also generated both brand recognition and brand lovalty. “MNetflix
has customer loyalty. It's a passion brand,” explains Hastings, who hastens to add that
keeping customers happy is crucial “because the more someone uses Netflix, the more
likely they are to stay with us.”

Today, Netflix continues to be at the forefront of innovation and has established a
shong posidon in the emerging video-on-demand market. Netflix contnues to inno-
vate, developing original content such as the wildly popular House of Cards and Orange
Is the Niew Black. {After studying this chapter, you should be able to respond to the set
of discussion questions found at the end of the chapter.)

The term small business is not easy to define. Locally owned-and-operated res-
taurants, dry cleaners, and hair salons are obviously small businesses, and giant
corporations, such as Dell, Starbucks, Apple, Walmart, and Netflix, are clearly big
businesses. Between these two extremes, though, fall thousands of companies that
cannot be easily categorized.

The U.S. Department of Commerce has traditionally considered a business to be
small if it has fewer than 500 employees. The U.S. Small Business Administration
(SBA), a government agency that assists small businesses, has different standards
based on industry. For instance, a manufacturer is considered to be small if it has
1,500 or fewer employees. A wholesaling frm is small if it has between 100 and 500
employees. Other industries, though, such as services, retailing, and construction,
are classified based on revenue. Because strict numerical terms sometimes lead to
contradictory classifications, we will consider a small business to be one that is inde-
pendent (that is, not part of a larger business) and that has relatively little influence
in its market. A small neighborhood grocer would be small, assuming it is not part of
a chain and that market forces largely set the prices it pays to wholesalers and that
it can charge its customers. Dell Computer was a small business when founded by
Michael Dell in 1984, but today it's one of the world's largest computer companies
and is not small in any sense of the term. Hence, it can negotate from a position of
strength with its suppliers and can set its prices with less consideration for what
other computer firms are charging,
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The Importance of Small Business
in the U.S. Economy

As Figure 3.1 shows, most U.S. businesses employ fewer than 100 people, and most
U.S. workers are employed by small business. Moreover, this same patkern exists
across most free-market economies.

Figure 3.1{a) shows that 89.29 percent of all businesses employ 20 or Fewer people.
Another B8 percent employ between 20 and 99 people, and 152 percent employ
between 100 and 499. Only about .16 of 1 percent employ 1,000 or more people.
Figure 3.1(b) also shows that 17.74 percent of all workers are employed by firms with
fewer than 20 people, and 17.11 percent are employed by firms with between 20 and
99 people. Another 14.52 percent are employed by firms with between 100 and 499
people. So, around half of all workers are employed by Hrms with 500 or fewer em-
ployees and the other half work for larger crganizations. We can measure the contri-
bution of small business in terms of its impact on key aspects of the U.S. economic
system, including job creation, immovation, and their cortributions fo big business.

Job Creation Small businesses—especially in certain industries—are an im-
portant source of new (and often well-paid) jobs. In recent years, small businesses
have accounted for around 40 percent of all new jobs in high-technology sectors of
the economy.? Jobs are created by companies of all sizes, all of which hire and lay off
workers. Although small firms often hire at a faster rate, they also tend to cutjobs ata
higher rate. They are penerally the first to hire in Hmes of economic recovery, and big
Firms are generally the last to lay off workers during downswings.

However, relative job growth among businesses of different sizes is not easy to
determine. For one thing, when a successful small business starts adding employees

Almost 20 percent of olfl ULS. businesses have no mere than 20 employees.
The tosal number of people employed by these businesses is almost onefifh of the
anfire U5, workforce. Another 17 percent work for companias with fewer than
100 employees.
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at a rapid clip, it may quickly cease being small. For example, Dell Computer had 1
employee in 1984 (Dell himself). But the payroll grew to 100 employees in 1986; 2,000
in 1992; more than 39,000 in 2004; 94,300 in 2010; and 111,300 in 2014. Although there
was no precise point at which Dell turned from “small” into “large,” some of the jobs
it created could be counted in the small business sector and some in the large.

Innovation History reminds us that major innovations are as likely to come
From small businesses (or individuals) as from big ones. Small firms and individuals
invented the PC, the stainless-steel razor blade, the photocopier, and the jet engine
and launched Facebook, Amazon, Starbucks, and eBay. Innovatons are not always
new products, though. Dell didn’t invent the PC; he developed an innovative way
bo build it {(buy finished components and then assemble them) and an innovative
way to sell it (directly to consumers, first by telephone and now online). Similarly,
Reed Hastings invented neither the DVD nor the DVD rental business, but he did
introduce revolutionary new payvment and delivery models. In general, small busi-
nesses produce 13 times as many patents per employee as large patenting firms.*

Contributions to Big Business Most of the products made by big
businesses are sold to consumers by small ones. For example, most dealerships that
sell Fords, Toyotas, and Volvos are independently operated. Even as more shop-
pers turn to online shopping, smaller businesses still play critical roles. For instance,
most larger online retailers actually outsource the creaton of their websites and the
distribution of their products to other Hrms, many of them small or regional com-
panies. Smaller businesses also provide data storage services for larger businesses.
Moreover, small businesses provide big ones with many of their services and raw
materials. Microsoft, for instance, relies on hundreds of small firms for most of its
routine code-writing functions.

Popular Areas of Small Business
Enterprise

Small businesses play a major role in services, retailing, construction, wholesaling,
finance and insurance, manufacturing, and transportation. Generally, the more re-
spurces that are required, the harder a business is to start and the less likely it is that

Mew businessss often emerge in response to emerging opportunities. Forin-
stance, an increass in the number of working families with pets has created an
opportunity for professional dog walkers. Most dog walkers, in tum, are individual
enfreprensurs.
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FIGURE 3.2 Small Business by Indusiry
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small firms dominate an industry. Remember, ton, that small is a relative term. The
criteria (number of employees and total annual sales) differ among industries and
are often meaningful only when compared with truly large businesses. Figure 3.2
shows the distribution of all US. businesses emploving fewer than 20 people across

industry groups.

Services About55.8 percent of businesses with fewer than 20 employees are in-
volved in the service industry, which ranges from marriage counseling to computer
software, from management consulting to professional dog walking. Partly because
they require few respurces {and hence don't cost as much to start), service providers
are the fastest-growing segment of small business.

Retailing Retailers, which sell products made by other firms directly to consum-
ers, account for about 11.8 percent of small businesses. Usually, people who start small
retail businesses favor specialty shops, such as big men's clothing or gourmet coffees
that let the owners focus limited resources on narrow or small market segments.

Construction About 12.1 percent of all U.5. businesses are involved in con-
struction. Because many construction jobs are small local projects, such as a home-
owner adding a garage or remodeling a room, local contractors are often best suited
to handle them.

Wholesaling Small business owners often do well in wholesaling, which ac-
counts for about 5.2 percent of businesses with fewer than 20 employees. Wholesalers
buy products in bulk from manufacturers or other producers and store them in quan-
tities and locations convenient for selling them to retailers.

Finance and Insurance Financal and insurance firms account for about
4.7 percent of small businesses. Most of these businesses, such as Iocal State Farm
Insurance offices, are affiliates of or agents for larger national firms. Small locally
owned banks are also common in smaller communities and rural areas.

Manufacturing More than any other industry, manufacturing lends itself to
big business, but it still accounts for about 3.8 percent of firms with fewer than 20
employees. Indeed, small manufacturers sometimes outperform big ones in such
innovation-driven industries as electronics, equipment and machine parts, and com-
puter software.

CHAPTER 3
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The Rise of Services

Manufacturing is a form of business that combines and
transforms resowrces into tangible outcomes that ara then sold
to others. Goodyear is a manufacturar because it combines
rubbear and chemical compounds and uses blending aquip-
mient and molding machines to craate tires. Broyhill is a manu-
facturer bacausa it buys wood and metal componants, pads,
and fabric and then combines tham into fumiture. And Appla is
a manufacturar because it uses alectronic, matal, plastic, and
composite componants to build smartphonas, computars, and
othar digital products.

Manufacturing was ohce the dominant technology in the
United States. During the 1970s, though, manufacturing an-
tered a long percd of decline, primarily becawse of foreign
competition. LS. firms had grown lax and slueggish, and new
foreign competitors came omo tha scene with better equip-
ment, much higher levels of afficiancy, and employeas willing
o work for lower wages. For example, steel companies in Asia
wera abla to produce high-quality steel for much lower prices
than large U.S. steal companies such as Bathlehem Steal and
LS. Steel. Faced with a batle for survival, some companies
disappearad, but many others underwent a long and difficult
period of change by eliminating wasta and transforming tham-
selves into lsaner, more efficiant, and responsive entities. They
reduced their workforces dramatically, closed antiguated or
unnecessary plants, and modamized their remaining plants.
Cwer the last decade or so, howaver, their efforts have started
o pay dividends becausa LS. manufacturing has ragained a
competitive position in many different industries. Although low
wages continue to centar a graat deal of global manufacturing
in Asia, once-strong manufacturars are once again thriving in
the United States.

During tha dacline of the manufacturing sactor, a tremendous
growth in the sarvice sactor, often fusled by visionary antrepra-
neurs, kapt the overall LS. economy from declining at the same
rate. A sarvice organization is one that transforms resources into
an imtangible output and creatas tima or place utility for its cus-
tomers. For example, Metfix provides video rentals through mail
order and online dalivary options. Facabook offars its members a
venue for natworking and interacting with others. And your local
hairdresser cuts your hair. In 1947, the service sactor was ro-
sponsible for less than half of tha U.S. gross national product
(GMP). By 1875, however, this figur reached 85 percent, and by
2006, it had surpassed 75 percent. The service sector has besan
responsible for aimost 20 parcent of all new jobs created in the
United States since 1290

Morecver, employmant in sarvice occcupations is expectad
fo continue to reprasant a larger shara of employment in the
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LS. economy. In 2002, 763 percant of LS. workers wera am-
ployad in the sarvice sector and this grew to 78.9 percant in
2012, By 2022, it is expectad that 80.8 percant of workers in
this country will be employed in service jobs. Among all servica
jobs, it is expectad that professional and business services and
health care and social assistanca will reprasent an increasad
share. Looking at the Bureau of Labor Statistics list of the fast-
ast-growing occupations betwaen 2012 and 2022, we 500 that
almost all of thess occupations are in the servica sactor, largely
in the areas of professional and business services and haalth
cara and social assistance.

Managers have come to see that many of the tools, tech-
niques, and methods that are usad in a factory are also usaful
to a sarvica firm. For examiple, managers of austomobile plants
and hair salons each have to decide how to design their facil-
ity, identify tha best location for it, determine optimal capac-
ity, make decisions about inventory storage, sot procaduras
for purchasing raw materials, and sat standards for productiv-
ity and guality. At the same tima, though, service-based firms
must hire and train employeas based on a different skill sat
than is required by most manufacturers. For instance, consum-
ars saldom come into contact with the Toyota employes who
installs tha seats in their car, so that person can be hired basad
on tachnical skills. But Toyota must also recruit paople for salas
and customer sarvice jobs who not only know how to do a job
but who can also effactively intarface with a varaty of consum-
ars. In addition, most services aro simultaneously produced
and consumed, S0 traditional models of gquality control nead
to be ravisitad. As the sarvice economy grows, managars will
niead to leam more about how to effectively recruit, train, and
reward amployees in servica jobs.*

Comanacomd Shasiook
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Transportation About 2.8 percent of small companies are in transportation
and related businesses, including many taxi and limousine companies, charter air-
plane services, and bour operators.

Other The remaining 43 percent or so of small businesses are in other indus-
tries, such as small research-and-development laboratories and independent media
companies—start-up web channels, small-town newspapers, and radio broadcasters.

We noted previously that Dell Computer started as a one-person operation and
grew inbo a giant corporation. Dell’s growth was spurred by the imagination and
skill of Michael Dell, the entrepreneur who founded the company. Entreprensurs
are people, like Dell, who assume the risk of business uwne:shjp_5 Entrepranaurship
is the process of seeking business opportunities under conditions of risk. However,
not all entrepreneurs have the same goals.

Entrepreneurship Goals

People may decide to pursue entrepreneurship for a variety of reasons. Many entre-
preneurs seek to launch a new business with the goal of independence—independence
from working for someone else, coupled with some reasonable degree of financial se-
curity. Such entrepreneurs want b achieve a safe and secure financial future for them-
solves and their families but do not necessarily aspire to grow their business beyvond
their capacity to run it. Consider Jack Matz, a former corporate executive in Houston
who lost his job when his firm merged with another. Rather than look for another man-
agement posidon, Matz opened a photocopying and custom printing business near a
local university. His goal was 0 earn enough money to lead a comfortable life until he
retires in 10 years. The term small business is most closely associabed with these kinds
of enterprises.

Other entreprenewrs, however, launch new businesses with the goal of growth
and expansion—that is, b transform their venture into a large business. This was
Dell’'s vizion when he started his business; likewise, when Howard Schultz took over
Starbucks, he also had plans to grow and develop the fledgling coffee company into
a much larger enterprise. Terms such as new venfures and starf-ups are often used o
refer to these kinds of businesses.

In still other cases, the goals of an entrepreneur may not always be clear in the
early stages of business development. For instance, one entreprencur might launch
a business with little or no expectation that it will have huge growth potential but
then find that it can grow dramatically. Mark Zuckerberg, for example, had no idea
that his Facebook firm would grow to its present size. Another entreprencur might
start out with ambitious growth plans but find that expected opportunities cannot
be realized: Perhaps there is no large market or another firm established dominance
over that market first.

Entrepreneurial Characteristics

Regardless of their goals, many successful entrepreneurs share certain characteris-
tics. Among these characteristics are resourcefulness and a concern for good, often
personal, customer relations. Most of them also have a strong desire to be their own
bosses. Many express a need to “gain contrel over my life™ or “build For the family”
and believe that building successful businesses will help them do it. They can also
deal with uncertainty and risk.

Yestorday's entrepreneur was often stereotyped as “the boss™—self-reliant, male,
and able to make quick, firm decisions. Today's entrepreneur is spen more often as
an open-minded leader who relies on networks, business plans, and consensus. Fast

OB.JECTIVE 3-2

entrepreneurship and deseribe
some key characteristics of
entrepreneurial personalities and
activities.

Entrepreneur businsssperson who
accepts both the nsks and the opporty-

mities involvad in creating and operating
a mew business venfue

Entrepreneurship the process of
zeaking businessas opporfunitias wmdler
conditions of risk
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and present entrepreneurs also have different views on such topics as how to suc-
ceed, how to automate business, and when to rely on experience in the trade or on
basic business acumen.®

Consider Yoshiko Shinohara, who had lost her father by the age of 8, was di-
vorced by the age of 28, and never received a college education. At the age of 70,
she is Chairman and Director of Tempstalf, a Japanese temp agency that she starbed
out of her one-room apartment more than 35 years ago. Fueled by Japan's need
For temps during a period of stagnation in the 1990s and Shinohara’s ambition,
Tempstaff is now a $3.1 billion company with a high-rise headquarters in Tokyo.”

Among other things, Shinohara's story illustrates what is almost always a key ele-
ment in entrepreneurship: risk. Interestingly, most successful entrepreneurs seldom
see what they do as risky. Whereas others may focus on possibilities for failure and
balk at gambling everything on a new venture, most entrepreneurs are so passion-
ate about their ideas and plans that they see little or no likelihood of filure. For
example, when Shinchara started Tempstaff, few Japanese businesses understood or
had even heard of the temporary worker concept. But Shinohara felt that she “had
nothing to lose anyway™ and Emfemzd taking that risk to ending up “serving tea or
just being a clerical assistant.”

Starting and Operating

distinctive competence, the
business plan. and the start-up
decisions made by =mall
businesses and identify sources
of financial aid available to such
enterprises,

Established Market one i which
many firms compete according o rela-
tively well-defined crifenia

Miche a segment of & market that is
not currently being exploited

First the Internet and more recently social media have dramatically changed the
rules for starting and operating a small business. Setting up is easier and faster than
ever, there are more potential opportunities than at any other time, and the ability
to gather and assess information is at an all-ime high. Today, for example, many
one-person retailers do most of their business—both buying and selling—on Internet
aucton sites, such as eBay.

Even so, would-be entrepreneurs must make the right start-up decisions. For in-
stance, they need to have a clear vision of why their business will succeed. They
must also decide how to get into business—should they buy an existing business or
build from the ground up? They must know when to seck expert advice and where
to find sources of Anancing. If, for example, a new Hrm needs financial backing from
investors or a line of credit from vendors or distributors, the entrepreneur must have
in place a comprehensive, well-crafted business plan. Creating a business plan, in
turn, boagins with understanding the potential firm's distinctive compebences.

Understanding Distinctive Competencies

An organization's distinctive competencies are the aspects of business that the firm
performs better than its competitors. The distinctive competencies of small business
usually fall into three areas: (1) the ability to identify new niches in established mar-
kets, (2) the ability to identify new markets, and (3) the ability to move quickly to
take advantage of new opportunities.

Identifying Niches in Established Markets An established market
is one in which many frms compete according to relatively well-defined criteria.
For example, the video rental market was well established when Hastings decided
to launch Netflix. Blockbuster was the dominant firm, but many independent video
rental firms weme also prospering. Retail outlets kept an inventory of video products
available for rent. Customers drove or walked to the stores, paid a fee, and took a video
home. They kept it for a defined period of ime and then returmed it o the store (with
a late fee, if they kept it too long). A niche is simply a segment of a market that is not
currently being exploited. In general, small entrepreneurial businesses are better at dis-
covering these niches than are larger crganizations. Large organizatons usually have
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s0 many resources committed to older, established business practices that they may be
unaware of new opportunities. Entreprencurs can see these opportunites and move
quickly to take advantage of them. Hastings's decision to rent by mail allowed Netflix
to exploit a niche.

Entrepreneurs Dave Gilboa and Neil Blumenthal founded Warby Parker, a business
that sells prescription eyewear through the mail. The entrepreneurs realized that most
consumers disliked the experience of going to an optical shop to try on glasses and
then were irritated at the price of those glasses. So, Warby Farker offers lower-priced
glasses with hip designs and a money-back guarantee. Astute marketing then allowed
them to get a quick start with their niche business, selling more than 50,000 pairs of

and generating profits after only a single year of operation.® Warby Parker has
now established itself as a leading eyewear retailer.

ldentifying New Markets Successhul entrepreneurs also excel at discover-
ing whole new markets. Discovery can happen in at least two ways. First, an entre-
preneur can transfer a product or service that is well established in one geographic
market to a second market. This is what Marcel Bich did with ballpoint pens, which
occupied a well-established market in Europe before Bich introduced them in the
United States more than 50 vears ago. Bich's company, Société Bic, eventually came to
dominate the U.5. market.

Second, entrepreneurs can sometimes create entire industries. Entrepreneurial in-
ventions of the dry paper copying process and the semiconductor have created vast
nmew industries. Not only were the first companies to enter these markets success-
ful {Xerox and Matonal Semiconductor, respectively) but their entrepreneurial activ-
ity also spawned the development of hundreds of other companies and hundreds of
thousands of jobs. Again, because entrepreneurs are ot encumbered with a history of
doing business in a particular way, they are usually better at discovering new markets
than are larger, more mature organizations.

First-Mover Advantages A first-mover advantage is any advantage
that comes to a firm because it exploits an opportunity before any other firm does.
Sometimes large Airms discover niches within existing markets or new markets at
just about the same time as small entrepreneurial firms, but they cannot move as
quickly as small companies to take advantage of these opportunities. Many of the
“app” developers for smartphones exploit first-mover advantage.

There are numerous reasons for the difference. For example, many large orga-
nizations make decisions slowly because each of their many layers of hierarchy
has to approve an action before it can be implemented. Also, large organizations
may sometimes put a great deal of their assets at risk when they take advantage of
new opportunitdes. Every time Boeing decides to build a new model of a commer-
cial jet, it is making a decision that could literally bankrupt the company if it does
miot turn out well. The size of the risk may make large organizations cautious. The
dollar value of the assets at rizk in a small organization, in contrast, is quite small.
Managers may be willing to “bet the company” when the value of the company is
only $100,000. They might be unwilling to “bet the company”™ when the value of
the company is 31 billion.

Crafting a Business Plan

Aftor the would-be entrepreneur has defined a potential distinctive competence and
made the decision to proceed, the next step is formulating a business plan in which
the entrepreneur describes his or her business strategy tor the new venture and dem-
onstrates how it will be implemented '? A real benefit of a business plan is the fact that
in the act of preparing it, the would-be entrepreneur is forced to develop the business
idea on paper and firm up his or her thinking about how to launch it before investing
Hme and money in it. The idea of the business plan isn't new. What is new is the use
of specialized business plans, mostly because creditors and investors demand them as
bools for deciding whether to finance or invest.

First-Mover Advantage any
advantage that comes to & firm
because i explois an opportumity
before any other firm does

Business Plan document in which
the entreprenswyr summanzes his ar her
hirsinses strategy for the proposed new
veniure and how thet sirategy will be
implarmemted
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Franchise arangement in which a
buyer (frenchises] perchases the nght
to sefl the good or service of the salfer

(franchiser}

Setting Goals and Objectives A business plan describes the match be-
tween the entrepreneur’s abilities and experiences and the requirements for producing
or marketing a pardcular product. It also defines strategies for production and mar-
koting, legal olements and organization, and accounting and finance. In partcular, a
business plan should answer three questions: (1) What are the entrepreneur’s goals
and objectives? (2) What strategies will be used to obtain them? (3) How will these
strategies be implemented?

Sales Forecasting Although a key clement of any business plan is sales
Forecasts, plans must carefully build an argument for likely business success based
on sound logic and research. Entrepreneurs, for example, can't forecast sales rev-
enues without first researching markets. Simply asserting that the new venture will
sell 100,000 units per month is not credible; the entrepreneur must demonstrate an
understanding of the current market, of the strengths and weaknesses of existing
firms, and of the means by which the new venture will compete. Without the sales
forecast, no one can estimate the required size of a plant, store, or office or decide
how much inventory to carry and how many employees to hire.

Financial Planning Financial planning refers to the entrepreneur’s plan for
turning all other activities into dollars. It generally includes a cash budget, an income
statement, balance sheets, and a breakeven chart. The cash budget shows how much
money you need before you open for business and how much you need o keep the
business going before it starts earning a profit.

Starting the Small Business

A Chinese proverb says that a journey of a thousand miles begins with a single stop.
This is also true of a new business. The first step is the individual's commitment to
becoming a business owner. In preparing a business plan, the entrepreneur must
choose the industry and market in which he or she plans to compete. This choice
means assessing not only industry conditions and trends but also one's own abilities
and interests. Like big business managers, small business owners must understand
the nature of the enterprises in which they are engaged.

Buying an Existing Business Aftor an entrepreneur has forocast sales
and completed the Ainancial planning, then he or she must decide whether to buy an
existing business or start from scratch. Many experts recommend the first approach
because, quite simply, the odds are better: If it's successful, an existing business has
already proven its ability o attract customers and generate profit. It has also estab-
lished relationships with lenders, suppliers, and other stakeholders. Moreover, an
existing track record gives potential buyers a much clearer picture of what to expect
than any estimate of a start-up’s prospects.

Ray Kroc bought McDonald's as an existing business, added entrepreneurial vision
and business insight, and produced a multinational giant. Both Southwest Airlines
and Starbucks were small but struggling operations when entrepreneurs took over
and grew them into large businesses. About 35 percent of all new businesses that were
started in the past decade were bought from someone else.

Franchising Most McDonald’s, Subway, 7 Eleven, RE/Max, Holiday Inn, and
Dunkin' Donuts outlets are Franchises operating under licenses issued by parent
companies ko local owners. A franchise agreement involves two parties, a franchises
(the local owner) and a franchiser (the parent company)."!

Franchisees benefit from the parent corporation’s experience and expertise, and
the franchiser may even supply financing. It may pick the store location, negotiate
the lease, design the store, and purchase equipment. It may train the first set of em-
ployees and managers and issue standard policies and procedures. Once the business
is open, the franchiser may offer savings by allowing the franchisee to purchase from
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a central location. Marketing strategy (espedally advertising) may also be handled
by the franchiser. In short, franchisees receive—that is, invest in—not only their own
ready-made businesses but also expert help in running them.

Franchises have advantages for both sellers and buyers. Franchises can grow rap-
idly by using the investment money provided by franchisees. The franchisee gets to
own a business and has access o big-business management skills. The franchisee
does not have to build a business step by step, and because each franchise outlet
is probably similar to other outlets, failure is less likely. Recent statistics show that
Franchising is on the upswing. For instance, franchise businesses added 247,000 jobs
in 2014 and generated economic output of $889 billion. The franchise sector will con-
tribute an estimated 3 percent of the U.S. GDP in 20152

Perhaps the most significant disadvantage in owning a franchise is the start-
up cost. Franchise prices vary widely. The fee for a Fantastic Sam's hair salon is
%185,000; however, the franchisee must also invest addidonal funds in building
and outfiting the salon. A McDonald's franchise has an initial Fee of at least %1
million, but again requires the addidonal funds to construct and outfit a restau-
rant; the costs generally run the total outlay to over $2 million. And professional
sports teams (which are also franchises) can cost several hundred million dollars.
Franchisees may also be obligated to contribute a percentage of sales to parent
corporations. From the perspective of the parent company, some firms choose not
bo franchise to retain more control over quality and earn more profits for them-
selves. Starbucks, for instance, does not franchise its coffee shops. (Starbucks does
have licensing agreements where other Arms operate Starbucks kiosks and other
niche outlets; it does not, though, franchise individual free-standing coffee shops
to individuals.)

Starting from Scratch Despite the odds, some people seck the satisfac-
Hon that comes from planting an idea and growing it into a healthy business. There
are also practical reasons to start from scratch. A new business doesn't suffer the
ill effects of a prior owner’s errors, and the s@art-up owner is free to choose lend-
ers, equipment, inventories, locations, suppliers, and workers. OF all new businesses
begun in the past decade, about 64 percent were started from scratch. Dell Computer,
Walmart, Microsoft, Amazon, and Twitter are among today’s most successful busi-
nesses that were started from scratch by an entrepreneur.

But as we have already noted, the risks of starting a business from scratch are
greater than those of buying an existing firm. New business founders can only make
projections about their prospects. Success or failure depends on identifying a gen-
uine opportunity, such as a product for which many customers will pay well but
which is currently unavailable. To find openings, entrepreneurs must study markets
and answer the following questions:

# Who and where are my customers?

» How much will those customers pay for my product?

# How much of my product can 1 expect to sell?

& Who are my competitors?

» Why will customers buy my product rather than the product of my competitors?

Financing the Small Business

Although the choice of how to start a business is obviously important, it's meaning-
less unless you can get the money o finance your ideas. Among the more common
spurces for funding are family and friends, personal savings, lending institutions,
investors, and governmental agencies. Lending institutions are more likely to help
finance the purchase of an existing business because the risks are better understood.
Individuals starting new businesses will probably have to rely on personal resources.
One of the many causes of the 2008-2011 recession was a sharp reduction in the

CHAPTER 3
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Venture Capital Company group
of small investors who invest money in
coympanies with repid growth potential

Small Business Imvestment
Company {SBIC) govemment-
regulzted mvestment comparny that
bormowz money from the 584 to imvest
in or fend fo 8 smaill business

Small Business Development
Center (SBDC) SBA program designed
fio consofidate information from vanous
disciphines and meke i availabis o small
husinessss

availability of credit, including funds to help start new businesses. This credit crunch,
in turn, limited both new start-up funding and funding for existing businesses want-
ing to make new investments.

According to the National Federation of Independent Business, personal re-
spurces, not loans, are the most important sources of money. Including money
borrowed from friends and relatives, personal resources account for more than
two-thirds of all money invested in new small businesses, and one-half of that
is used to purchase existing businesses. Getting money from banks, independent
investors, and government loans requires extra effort. At a minimum, banks and
private investors will want to review business plans, and government loans have
strict eligibility guidelines.

Venture capital companies are groups of small investors seeking to make prof-
its on companies with rapid growth potential. Most of these firms do not lend
money. They invest it, supplying capital in return for partial ownership (like
stocks, discussed later in this chapter). They may also demand representation on
boards of directors. In some cases, managers need approval from the venture capi-
tal company before making major decisions. In most cases, venture capitalists do
not provide money to start a new business; instead, once a business has been suc-
cessfully launched and its growth potental established, they provide the funds
ko fuel expansion. Of all venture capital currently committed in the United States,
about 30 percent comes from true venture capital firms. Steve Case, founder of
AOL, operates a successful venture capital company. He looks to invest in new
start-ups that have a great business idea, a passionate entrepreneur, and a solid
and well-crafted business plan.'*

Small business investment companies [SBICs) also invest in companies with po-
bential for rapid growth. They are federally licensed to borrow money from the SBA
and to invest it in or lend it to small businesses, and they are themselves investments
for their shareholders. Past beneficiaries of SBIC capital include Apple Computer,
Intel, and FedEx. The government also sponsors mimority enferprise small business
inoestment companies (MESBICs). As the name suggests, MESBICs target minority-
owned businesses.

SBA Financial Programs Since its founding in 1953, the SBA has spon-
sored fnancing programs for small businesses that meet standards in size and
independence. Eligible firms must be unable to get private financing at reasonable
terms. The most common form of SBA Hnancing, its 7ia) loans programs, allows small
businesses to borrow from commercial lenders and guarantees to repay up to 85
percent of loans of up to $150,000 and 75 percent of loans of more than $150,000.'
The SBAs special purpose loans target businesses with specific needs, such as meeting
international demands or implementing pollution-control measures. For loans under
%50,000, the SBA offers the miicro loan program. The Certiffed Development Company
(504} program offers fixed interest rates on loans from nonprofit community-based
lenders to boost local economies. '

The SBA also helps entrepreneurs improve their management skills. The Service
Corps of Retired Executives (SCORE) is made up of retired executives who volunteer
b0 help entrepreneurs start new businesses. The Small Business Development Center
{8BDC) program consolidates information from various disciplines and institutions
For use by new and existing small businesses.

Other Sources of Financing Some entrepreneurs find finandng from
overseas investors. James Buck developed a new implantable heart device to treat
certain heart conditions but could not find adequate funding to start his business. He
ended up looking to investors in Asia and obtained $5 million from the government
of Malaysia.

The Internet has also opened doors to new Hnancing options. For instance,
Kabbage.com is an online company that provides cash advances to small business '
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Trends, Successes, and Failures
in New Ventures

For every Sam Walton, Mark Zuckerberg, Mary Kay Ash, or Bill Gates—entrepreneurs
who transformed small businesses into big ones—there are many entrepreneurs who
fail. Each year, generally between 610,000 and 835,000 new businesses are launched
in the United States. On the other hand, between 605,000 and 805,000 businesses fail
each year.'® In 2014, for instance, approximately 668,000 new firms started operations
and another 591,000 closed down. In this section, we look first at a few key trends in
small business start-ups. Then we examine some of the reasons for success and failure
in small business undertakings.

Trends in Small Business Start-Ups

As noted previously, thousands of new businesses are started in the United States

every year. Several factors account for this trend, and in this secHon, we focus on
Hve of them.

Emergence of E-commerce The most significant recent trend is the
rapid emergence of e-commerce. Because the Internet provides fundamentally
new ways of doing business, savvy entrepreneurs have creabed and expanded new
businesses faster and easier than ever before. Such leading-edge firms as Google,
Amazon, and eBay owe their existence to the Internet. Figure 3.3 underscores this
point by summarizing the growth in e-commerce from 2003 through 2010.

Crossovers from Big Business More businesses are being starbed
by people who have opted to leave big corporations and put their experience to
work for themselves. In some cases, they see great new ideas that they want to de-
velop. Others get burned out in the corporate world. Some have lost their jobs, only
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to discover that working for themselves was a better idea anyway. John Chambers
spent several years working at IBM and Wang Laboratories /GLOBAL before he de-
cided to by his hand at entrepreneurship. After resigning from Wang in 1991, he
signed on to help Cisco, then a small and struggling firm. Under his leadership and
entrepreneurial guidance, Cisco has become one of the largest and most important
technology companies in the world.

Opportunities for Minorities and Women More small busi-
nesses are also being started by minorities and women.® The number of businesses
owned by Afican Americans increased by 80 percent during the most recent five-
vear period For which data are available and now is about 2 million. The number
of Hispanic-owned businesses has grown 44 percent and now is about 2.25 million.
Ownership among Asians has increased 41 percent and among Pacific Islanders
35 percent.’”

Almost 2.1 million businesses are also now owned by women, and they generate
a combined $1.4 trillion in revenue a year and employ about 7.9 million workers.*!
Figure 3.4 shows some of the reasons women cite for starting their own businesses.
Anne Beiler bought a small Amish-owned pretzel stand to support her family when
her husband decided to become a no-fee marriage counselor. She worked long hours
and continued to tinker with both her menu and pretzel recipes untl things began to
take off. Today, her firm is known as Aunte Anne’s Soft Pretzels, has 1,200 locations,
and generates over $400 million in annual revenues 2

Global Opportunities Many entepreneurs are also finding new opportuni-
Hes in foreizn markets. Doug Mellinger founded PRT Group, a software development
company. One of Mellinger's biggest problems was Hnding trained programmers.
There arent enough U.S.-based programmers to go around, and foreign-borm program-
mers face strict immigration quotas. So Mellinger set up shop on Barbados, a Caribbean
island where the government helped him attract forefgn programmers and did ev-
erything it could to make things easier. Today, PRT has customers and suppliers from
dozens of natons.

Better Survival Rates More people are encouraged to test their skills as
entrepreneurs because the small business failure rate has declined. During the 1960s
and 1970s, less than half of all new start-ups survived more than 18 months; only
orne in five lasted 10 years. Now, however, over half can expect to survive for at least
4 years and a third survive for 10 years or longer.”

Saw o market
opportunity and
dacided o pursue i

FIGURE 3.4 Ressons Women Give for Starting Businesses
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managing in turbulent times

The Wide World of Risk

When a well-astablished individual or business needs a loan,
they generally head to the bank. Armed with a credit score and
a financial history, they are generally able to bormow monsy o
grow their business. But what happans when someong neads
just a hittie monay to get started, but they lack any type of
credit history or even a banking relationship? It's axactly this
situstion that has created the new word of micro-lending—
vary small loans made to individuals to start a new businass.
The challenge is particularty pronocunced in developing na-
tions, whars budding antreprensurs nead just ong of two hun-
dred dollars to get their business off the ground. The concept
of micro-lending has caught on, but lenders still look for some
kind of data to determine who is the bast candidate for even
the smallest of loans. Shivani Siroya had a carear that included
working both as an investment banker and United Mations
resaarchar. in April 2011, she founded Inventura, a California-
based tach company that leverages mobile technology 1o cre-
ate credit scores for unbanked individuals in India, Kenya, and
South Africa.

To collect data that could ba used for credit decizions on
micro-lcans, Inventure daveloped an application that can be
downloaded to Android phones. The app monitors the langth of
usars’ phone calls and tracks their financial fransactions. Using

Reasons for Failure

a proprietary algorithm, Invanture evaluatss over 10,000 indica-
tors of responsibility. For example, applicants whose average
phone calls wers longer than four minutes weare thought to have
stronger refationships, making them a better cradit risk. Using
this and other mora complex data, Inventurm accepted half
of its applicants, making small loans, often batweaen $20 and
$100, and charging just 5 parncent interest. Even mara impres-
sive was the repayment rate of 85 percent in the company’s
first year of operation.®*

Unfortunately, even though survival rates have improved, almost half of all new
businesses still will not enjoy long-term success. Why do some succeed and others
Fail? Although no set pattern has been established, four general factors contribute

to failure:

Dran Monkck/ Corbls

1 Managerial incompetence or inexperience. Some entrepreneurs put too much
faith in common sense, overestimate their own managerial skills, or believe that
hard work alone ensures success. If managers don’t have a sound business plan,
don’t know how to make basic business decisions, or don’t understand basic
management principles, they aren’t likely to succeed in the long run.

2 Neglect. Some entrepreneurs try to launch ventures in their spare ime, and
others devote only limited time to new businesses. But starting a small business
demands an overwhelming Hme commitment. If you aren’t willing to put in the
time and effort that a business requires, you aren't likely to survive.

3 Weak control systems. Effective control systems keep a business on track and
alert managers to potental trouble. If your control systems don't signal impending
problems, you may be in serious trouble before you spot more obvious difficultes.
For instance, some businesses fail because they do a poor job of managing their
credit collecdon policies. Anxious to grow, they may be too liberal in extending
credit to their customers and then end up not being able to collect all the money
that is owed to them.

4 [Insufficient capital. Some entrepreneurs are overly optimistic about how soon
they 1l start earning profits. In most cases, it takes months or even years. Amazon
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Explain

didn’t earn a profit for 10 years but obviously still required capital to pay
employees and to cover other expenses. Experts say vou need enough capital b
operate at least six months without eaming a profit; some recommend enough
to last a year™

Reasons for Success
Four basic factors are also typically cited b0 explain small business success:

1 Hard work, drive, and dedication. Small business owners must be committed to
succeeding and willing to spend the time and effort to make it happen. Tai Lee
wanted to open a restaurant in College Station, Texas, but did not have sufficient
capital. He partnered with a local investor and opened Veritas Wine and Bistro
in 2009, In the early days, he typically spent 14 hours a day managing the restau-
rant, handling the cooking, and greeting customers. His wife also worked beside
him, waiting on customers and taking reservations. This schedule persisted for
over three years. Eventually, though, Veritas took off and became a big success.
Today, Tai owns two restaurants and has a gourmet food truck that has received
natonal acclaim.

2 Market demand for the producis or services being provided. Careful analysis
of market conditions can help small business owners assess the probable recep-
tion of their producks. Attempts to expand restaurants specializing in baked
potatoes, muffins, and gelato often strugele, but hamburger and pizza chains
continue to expand. In the case of Veritas, College Station had relatively few fine
dining optons and that segment of the market was clearly underserved.

3 Managenal competence. Successful owners may acquire competence through
training or experience or by drawing on the expertise of others. Few, however,
succeed alone or straight out of college. Most spend Hme in successful compa-
nies or partner with others o bring expertise to a new business. Tai Lee studied
both business and culinary arts before opening Veritas. He also sought advice
from other successful entrepreneurs.

4 Luck. After Alan McKim started Clean Harbors, an environmental cleanup firm
in New England, he struggled to keep his business afloat and was running low
on capital. Before his funding was exhausted, though, the U.S. government com-
mitted $1.6 billion to toxic waste cleanup—McKim's specialty. He quickly landed
several large government contracts and put his business on solid financial foot-
ing. Had the government fund not been created at just the right time, McKim
might well have failed. Similarly, Netflix might not have succeeded if it had not
started just as customers were shifting away from video cassettes to DVDs.

Noncorporate Business Ownership

sale proprietorships,
partnerships, and cooperatives
and discuss the advantages and
disadvantages of each.

Sole Propristorship businsss owned
and usually operafed by one person
wha iz responsible for alf of its debis

Whether they intend to launch a small local business or a new venture projected to
grow rapidly, all entreproneurs must decide which form of legal ownership best suits
their goals: sole proprietorship, partnership, or corporation. Because this choice affects a
host of managerial and financial issues, few decisions are more critical. Entrepreneurs
must consider their own preferences, thelr immediate and long-range needs, and the
advantages and disadvantages of each form. Table 3.1 compares the most important
differences among the three major ownership forms.

Sole Proprietorships

The sole propristorship is owned and usually operated by one person: About 74 per-
cent of all U.5. businesses are sole proprietorships; however, they account for only
about 4 percent of total business revenues. Though usually small, they may be as
large as steel mills or department stores.
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table 31 Cumﬁratlue Summary: Three Forms

Business Sources of
Form Liability Contimuity Management Investment
Proprietorship | Personal. Ends with death or Perscnal. Parsonal
unlimited decision of ownar unrestncisd
General Personal, Ends with death Unrestricted or Parsonal by
Partnership unlimited or decision of any depends on parimer- | parineris}
partnar chip sgreemant
Corporation Capital invested | As steted in Uinder control of Purchazes of stock
charter, perpetual or | board of directors,
for specified period | which iz selected by
of years stockholders

Advantages of Sole Proprietorships Freedom may be the most
important benefit of sole proprietorships. Because they own their businesses, sole
proprietors answer to no one but themselves. Sole proprietorships are also easy to
form. Sometimes, you can go into business simply by putting a sign on the door. The
simplicity of legal setup procedures makes this form appealing to self-starters and
independent spirits, as do low start-up costs.

Another attractive feature is the tax benefits extended to businesses that are likely
o suffer lossos in their early stapes. Tax laws permit owners to treat sales revenues
and operating expenses as part of their personal finances, paying taxes based on
their personal tax rate. They can cut taxes by deducting business losses from income
earned from personal sources other than the business.

Disadvantages of Sole Proprietorships A major drawback is
unlimited Hability; a sole proprietor is personally liable for all debts incurred by the
business. If the company fails to generate enough cash, bills must be paid out of the
owner's pocket. Another disadvantage is lack of continuity; a sole proprietorship
legally dissolves when the owner dies. Although the business can be reorganized by
a successor, executors or heirs must otherwise sell its assets.

Finally, a sole proprietorship depends on the resources of one person whose man-
agerial and financial limitations may constrain the business. Sole proprietors often
find it hard to borrow money to start up or expand. Many bankers fear that they
won't be able to recover loans if owners become disabled or insolvent.

Partnerships

The most common type of partmership, the general partnership, is similar to a sole
proprietorship but is owned by more than one person. Partners may invest equal or
unequal sums of money. In most cases, partners share the profits equally or in pro-
portion to their investment. In certain cases, though, the distribution of profits may
be based on other things. A locally prominent athlete, for instance, may lend her or
his name to the partnership and eamn profits without actually investing funds. And
sometimes one partner invests all of the funds needed for the business but plays no
role in its management. This person is usually called a silent partner. Another partner
might invest nothing but provide all the labor. In this case, the financial investor
likely owns the entire business, and the labor partner owns nothing. But over Hme,
and as specified in a contract, the labor partner gradually gains an ownership stake
in the business {usually called sweat equity).

Advantages of Partnerships The most striking advantage of general
partnerships is the ability to grow by adding new talent and money. Because banks
prefer to make loans to enterprises that are not dependent on single individuals,

Unlimited Liability legal principle
hoiding owners responsible for paying
off ail debis of 3 business

CGeneral Partnership business with
fwo or more owners who shane in both
the operation of the firm and the finan-
cial responsibility for its debis
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partnerships find it easier to borrow money when compared o sole proprietorships.
They can also invite new partners to join by investing money.

Like a sole proprietorship, a partnership can be organized by meeting only a few
legal requirements. Even so, all partnerships must begin with an agreement of some
kind. In all but two states, the Revised Uniform Limited Partnership Act requires the
filing of specific information about the business and its partners. Partners may also
agree to bind themselves in ways not specified by law. In any case, an agreement
should answer questons such as the following:

¢ Who invested what sums?
& Who will receive what share of the profits?
# Who does what, and who reports to whom?

s How may the partnership be dissolved? In the event of dissolution, how will
assets be distributed?

¢ How will surviving partners be protected from claims made by a deceased
partner’s heirs?

The partnership agreement is strictly a private document. No laws require part-
ners to file agreements with any government agency. Nor are partnerships regarded
as legal entities. In the eyes of the law, a partnership is just two or more people work-
ing together. Because partnerships have no independent legal standing, the Internal
Revenue Service (IRS) taxes partners as individuals.

Disadvantages of Partherships For general partnerships as for sole
proprietorships, unlimited liability is the greatest drawback. Each partner may be
liable for all debts incurred by the partnership. If any partner incurs a business debt,
all partners may be liable, even if some of them did not know about or agree to the
new debt.

Partnerships also share with sole proprietorships the potential lack of continuity:
When one partner dies or leaves, the original partnership dissolves, even if one or
more of the other partners want it to continue. But dissolution need not mean a loss of
sales revenues. Survivors may form a new partnership to retain the old firms business.

A related disadvantage is difficulty in transferring ownership. No partner may
sell out without the consent of the others. A partner who wanits to retire or to transfer
interest to a son or daughter must have the other partners’ consent.

Ahlternatives to General Parthnerships Because of these disadvan-
tages, general partnerships are among the least popular forms of business. Roughly 35
million U5 partnerships generate only 15 percent of total sales revenues. To resolve
some of the problems inherent in general partnerships, especially unlimited liability,
spme partners have tried alternative agreements. The limited parmership allows for
limited parmers who invest money but are liable for debts only to the extent of their
investments. They cannot, however, take acive roles in business operations. A lim-
ited partnership must have at least one general [or active) parmer, mostly for lability
purposes. This is usually the person who runs the business and is responsible for its
survival and growth.

Under a master limited partnership, an organization sells shares (partnership
interests) to investors on public markets such as the New York Stock Exchange.
Investors are paid back from profits. The master partner retains at least 50 percent
ownership and runs the business, and minority partners have no management voice.
(The master partner differs from a general partner, who has no such ownership re-
striction.) The master partner must regularly provide minority partners with detailed
operating and financial reports.

together for
the freedom

Q® H
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of sole proprietorships with the financial power of corporations. They give members
greater production power, greater marketing powet, or both. On the other hand, they
are limited to serving the specific needs of their members. Although cooperatives
make up only a minor segment of the U.S. economy, their role is still important in
agriculture. Ocean Spray, the Florida Citrus Growers, Riceland, and Cabot Cheese
are among the best-known cooperatives.

Corporations

CHAPTER 3 ;M
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There are about & million corporations in the United States. As you can see from
Figure 3.5, they account for about 17 percent of all U.S. businesses but generate about
81 percent of all sales revenues.®® Almost all large businesses use this form, and cor-
porations dominate plobal business. As we will see, corporations need not be large;
many small businesses also elect to operate as corporations.

According to the most recent data, Walmart, the world's largest corporation,
posted annual revenue of over $477 billion, with total profits of more than $16
billion. Even “smaller” large corporations post huge sales Hgures. The New York
Times Company, though fve hundredth in size among U.S. corporations, posted
a profit of $38 million on revenues of $1.6 billion. Given the size and influence of
this form of ownership, we devote a great deal of attention to various aspects of
corporations.

The Corporate Entity
When you think of corporations, you probably think of glant operations such as
Walmart, Google, or Apple. The very word corporation inspires images of size and
power. In reality, however, your corner newsstand has as much right to incorporate
as a giant automaker. Moreover, the newsstand and Apple would share the char-
acteristics of all corporations: legal status as separate entities, property rights and
obligations, and indefinite life spans.

In 1819, the U.5. Supreme Court defined a corporation as “an artificial being,
invisible, intangible, and existing only in contemplation of the law.” The court
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defined the corporation as a legal person. Corporations may, therefore, perform the
Following activities:

& Sue and be sued

# Buy, hold, and sell property
# Make and sell products
e Commit crimes and be tried and punished for them

Advantages of Incorporation The biggest advantage of corporations
is limited liability; investor liability is limited to personal investment (through stock
ownership, covered later) in the corporation. In the event of failure, the courts may
seize and sell a corporation’s assets but cannot touch the investors’ personal posses-
sions. If, for example, you invest $1,000 in stock in a corporation that ends up failing,
vou may lose your $1,000, but no more. In other words, your liability is limited to the
$1,000 you invested.

Another advantage is continuity. Because it has a legal life independent of found-
ers and owners, a corporation can, at least in theory, continue forever. Shares of stock
may be sold or passed on to heirs, and most corporations also benefit from the conti-
nuity provided by professional management. Finally, corporations have advantages
in raising money. By selling stock, they expand the number of investors and the
amount of available funds. Continuity and legal status tend to make lenders more
willing to grant loans.

Disadvantages of Incorporation Although a chief attraction is ease
of transferring ownership, this same feature can create complications. For example,
using a legal process called a tender offer, an offer to buy shares made by a prospec-
Hve buyer directly to a corporation’s shareholders, a corporatdion can be taken over
against the will of its managers. Another disadvantage is start-up cost. Corporations
are heavily regulated, and incorporation entails meeting the complex legal require-
ments of the state in which the firm is chartered.

The biggest disadvantage of incorporation, however, is double taxation. In ad-
dition to income taxes on company profits, stockholders also pay taxes on income
returned by their investments in the corporation. Thus, the profits earned by corpo-
rations are taxed twice—once at the corporate level and then again at the ownership
level. Because profits are treated as owners’ personal income, sole proprietorships
and partnerships are taxed only once.

The advantages and disadvantages of corporate ownership have inspired laws
establishing different kinds of corporations. Most are intended to help businesses
take advantage of the benefits of the corporate model without assuming all the dis-
advantages. We discuss these corporate forms next.

Types of Corporations

We can classify corporations as either public or private. But within these broad cat-
egories, we can identify several specific types of corporations, some of which are
summarized in Table 3.2.

# The most commen form of ULS. corporation is the closely held (or private) corpora-
tion. Stock is held by only a few people and is not available for sale to the public.
The controlling group of stockholders may be a family, a management group, or
even the firm’s employees. Most smaller corporations fit this profile.

e When shares are publicly issued, the firm becomes a publicly held [or public)

corporation. Stock is widely held and available for sale to the public. Many large
businesses are of this type.

e The S corporation (more fully called the Subchapter 5 corporation)) is a hybrid of a closely
held corporation and a partnership. It is organized and operates like a corporation,
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defined the corporation as a legal person. Corporations may, therefore, perform the
Following activities:

& Sue and be sued

# Buy, hold, and sell property
# Make and sell products
e Commit crimes and be tried and punished for them

Advantages of Incorporation The biggest advantage of corporations
is limited liability; investor liability is limited to personal investment (through stock
ownership, covered later) in the corporation. In the event of failure, the courts may
seize and sell a corporation’s assets but cannot touch the investors’ personal posses-
sions. If, for example, you invest $1,000 in stock in a corporation that ends up failing,
vou may lose your $1,000, but no more. In other words, your liability is limited to the
$1,000 you invested.

Another advantage is continuity. Because it has a legal life independent of found-
ers and owners, a corporation can, at least in theory, continue forever. Shares of stock
may be sold or passed on to heirs, and most corporations also benefit from the conti-
nuity provided by professional management. Finally, corporations have advantages
in raising money. By selling stock, they expand the number of investors and the
amount of available funds. Continuity and legal status tend to make lenders more
willing to grant loans.

Disadvantages of Incorporation Although a chief attraction is ease
of transferring ownership, this same feature can create complications. For example,
using a legal process called a tender offer, an offer to buy shares made by a prospec-
Hve buyer directly to a corporation’s shareholders, a corporatdion can be taken over
against the will of its managers. Another disadvantage is start-up cost. Corporations
are heavily regulated, and incorporation entails meeting the complex legal require-
ments of the state in which the firm is chartered.

The biggest disadvantage of incorporation, however, is double taxation. In ad-
dition to income taxes on company profits, stockholders also pay taxes on income
returned by their investments in the corporation. Thus, the profits earned by corpo-
rations are taxed twice—once at the corporate level and then again at the ownership
level. Because profits are treated as owners’ personal income, sole proprietorships
and partnerships are taxed only once.

The advantages and disadvantages of corporate ownership have inspired laws
establishing different kinds of corporations. Most are intended to help businesses
take advantage of the benefits of the corporate model without assuming all the dis-
advantages. We discuss these corporate forms next.

Types of Corporations

We can classify corporations as either public or private. But within these broad cat-
egories, we can identify several specific types of corporations, some of which are
summarized in Table 3.2.

# The most commen form of ULS. corporation is the closely held (or private) corpora-
tion. Stock is held by only a few people and is not available for sale to the public.
The controlling group of stockholders may be a family, a management group, or
even the firm’s employees. Most smaller corporations fit this profile.

e When shares are publicly issued, the firm becomes a publicly held [or public)

corporation. Stock is widely held and available for sale to the public. Many large
businesses are of this type.

e The S corporation (more fully called the Subchapter 5 corporation)) is a hybrid of a closely
held corporation and a partnership. It is organized and operates like a corporation,
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Type Distinguishing Features Examples
Closaly Held Stock held by only a few paople Biue Croes'Blue Shield
Subject to corporats taxation Mast=rCard
Primestar
Publichy Hald Stock widely held among many imvestors Appla
Subject to conporate tExEtion Starbucks
Texas instruments
Subchapter 5 Organized much fike & closely held Minglewood Associates
Corporation
Subjsct to additional regulation Entech Pest Systems
Subject to partnership taxation Frontier Bank
Lirnited Lishiliy Organized much like 8 pubdichy held Pacific Morthwest
cofpomation Associates
Subject to additional regulation Global Ground Support
Subject to parnership txation Ritz Cariton
Professional Subject to parmership taxation Morman Hui, ODS &
Limited business liahility Associates
Uniimited professional isbility B & H Enginesting
Anderson, McCoy & Oria
Multinational Spans nationsl boundarnies Tyota
Subject to regulstion in multiple countries | Mestlé
General Electric

but it is treated like a partnership for tax purposes. To qualify, firms must meet strin-
gent legal condiions. For instance, stockholders must be individual US. citizens.

& Another hybrid is the limited liability corporation (LLC). Owners are taxed like
partners, each paying personal taxes only. However, they also enjoy the benefits
of limited liability accorded to publicly held corporations. LLCs have grown in
popularity in recent years, partially because of IRS rulings that allow corpora-
Hons, partnerships, and foreign investors o be partal owners.

e Professional corporations are most likely composed of doctors, lawyers, ac-
countants, or other professionals. Although the corporate structure means
protection from unlimited financial liability, members are not immune from
unlimited liability. Professional neglizgence by a member can entail personal
liability on an individual s part.

# As the term implies, the multinational (or transnational) corporation spans national
boundaries. Stock may be traded on the exchanges of several countries, and manag-
ers are likely to be of different nationalities.

Managing a Corporation

Creating any type of corporation can be complicated because of the various legal con-
ditions that mustbe met. In addition, once the corporate entity comes into existence, it
must be managed by people who understand the principles of corporate govemnance,
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More Than Just a Burger
and Fries

In 2001, restauranteur Danny Meoyer opaned a hot dog cart in
Mew York City's Madison Squars Park. He hoped to attract mors
pecple to the area and provide additional opportunities for ami-
ployees at his nearby restaurant. That litde hot dog cant quickly
grew into the fast-casual restaurant Shake Shack. According
o Meyer, “We entertained a bunch of names for the kiosk
(most of tham pretty bad— like Custard’s First Stand, Dog Bun,
and Madiscn Mixer) and ulimately settled on Shake Shack.”
The company weabsita explains their nicha: “Thiz modem-day
“roadside”™ burger stand serves up the most delicious burg-
ers, hot dogs, frozen custard, shakes, beer, wine and more. An
instant neighborhood fixture, Shake Shack welcomad paople
from all over tha city, country, and word who gathared together
to enjoy fresh, simple, high-guality versions of the classics in a
majestic satting. The rest, as they say, is burger histor.” The
company prdes itself by using only Angus beef that has bean
vegatanan fad, humansaly raised, and antibictic-frea.

From this single location, the restaurant grow. Mayar
took on investors to fusl the expansion, including two lim-
ited partnarships, Grean Eguity Imvestors and Select Equity
Group, and a private equity backer, Jonathan Sokoloff.
Expansion was focusad in several kay U.S. locations: New
York, Massachusetts, Chicago, and Washington, DC. The only
restaurant west of tha Mississippi is located in Las Vagas,
Mevada. Intermationally, the company had 132 locations by the
beginning of 2015, including London, Moscow, and Dubai
The restaurants are so popular that people oftan line up for
miore than an hour in hopes of getting one of their famed
burgers and crinkle-cut fries.

THE CONTEMPORARY BUSINESS WORLD

—£ntrepreneurship and new ventures _

With an eye on axpanding from tha curmant 63 restaurants to
450 locations, the comipany had an initial public offering of stock
in January 2015, At the time of the PO, Danny Mayer ownad
21 percent of the company's stock, with two limited partnar-
ships, Green Eguity Invastors and Select Equity Group, owning
38.3 percent. Jonathan Sokoloff {a privata equity backer) ownad
26 parcent. Tha company offerad 5 million new shares of stock
for sale at a price of $21 per share. Through this IPQ, Shaka
Shack raised $105 million dollars to fual expansion. The com-
pany hopos to open at least 10 new restaurants each year. Days
after tha IPO, tha company's stock had more than doubled from
its issue price and Mayer's stock alone was worth mora than
$320 million. Select Egquity Group, one of the initial investors,
sold their interast of more than 4 million shares just days after
the [PO, realizing millions of dollars of retum on thair investment.
And all of this started with a hot dog cart in the park ®

John Angalibyl AY Newscom

the roles of sharcholders, directors, and other managers in corporate decision making
and accountability. In this secton, we discuss the principles of stock owmership and
stockholders® rights and describe the role of hoards of directors. We then examine some
special issues related to corporate ownership.

Corporate governance is established by the firm's bylaws and usually involves
three distinct bodies. Stockholders [or shareholders) are the owners of a corporation,
investors who buy ownership shares in the form of skock. The board of directors is a
group elected by stockholders o oversee corporate management. Corporate officers
are top managers hired by the board to run the corporation on a day-to-day basis.

Stockholder [or Shareholder) owner
off shares of stock in 8 corporation

Stock Ownership and Stockholders” Rights Corporations sell
shares, called stock, to investors who then become stockholders, or shareholders.
Profits are distributed among stockholders in the form of dividends, and corporate
managers serve at stockholders’ discretion. In a closely held corporation, only a few
people own stock. Shares of publicly held corporations are widely held.

Board of Directors: goverming bodly
of 8 corporation that meports fo its
sharshofders and delegstes powar fo
run its day-to-day operations whils
remaining responsite for susteining
its aesats

Beoards of Directors The governing body of a corporation is its board of
directors. Boards communicate with stockholders and other stakeholders through
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such channels as an annual report, a summary of a firm’s financial health. They also
set policy on dividends, major spending, and executive compensation. They are le-
gally responsible and accountable for corporate actions and are increasingly being
held personally liable for them.

Officers Although board members oversee operations, most do not participate in
day-to-day management. Rather, they hire a team of managers to run the firm. This
beam, called officers, is usually headed by the firm's chief executive officer (CEO),
who is responsible for overall performance. Other officers typically include a presi-
dent, who is responsible for internal management, and wice presidents, who oversee
various functional areas such as marketing and operations.

Special Issues in Corporate Ownership

In recent years, several issues have grown in importance in the area of corporake
ownership, including joint ventures amd strategic alliances, employer stock ownersiip
plans, and institutional ounership. Other important issues in contemporary corporabe
ownership involve mergers, acquisitions, divestitures, and spin-offs.

Joint Ventures and Strategic Alliances In a stratagic alliance,
bwo or more organizations collaborate on a project for mutual gain. When partners
share ownership of what is essentially a new enterprise, it is called a joint venture.
The number of strategic alliances has increased rapidly in recent years on both
domestic and international fronts. For example, General Motors and Ford recently
announced a new strategic alliance to jointly develop 10-speed transmissions for
automobiles.”® Ford also has joint ventures with Volkswagen (in South America)
and Mazda (in Japan).

Employee Stock Ownership Plans An employss stock ownership
plan (ES0P) allows employees to own a significant share of the corporation through
trusts establizshed on their behalf. Current estimates count about 11,500 ESOPs in the
United States. The growth rate in new ESOPs has slowed a bit in recent years, but
they stll are an important part of corporate ownership patterns in the United States.

Institutional Ownership Most individual investors don't own enough
stock to exert influence on corporate managers. In recent years, however, more
stock has been purchased by institutional investors. Because they control enormous
resources, these investors—especially mutual and pension funds—can buy huge
blocks of stock. The national teachers’ retirement system (TLAA CREF) has assets
of more than %400 billion, much of it invested in stocks. Institutional investors own
almost 55 percent of all the stock issued in the United States.

Mergers, Acguisitions, Divestitures, and Spin-0Offs Another
important set of issues includes mergers, acquisitions, divestitures, and spin-offs.
Mergers and acquisiions involve the legal joining of two or more corporations.
A divestiture occurs when a corporation sells a business operation to another
corporation; with a spin-off, it creates a new operation.

MERGERS AND AcQuisiTions (M&As) A merger occurs when bwo fArms com-
bine to create a new company. For example, United Airlines and Continental merged
bo create one of the world's largest airlines. The new airline bears the United name
but retains the equipment design of Continental. Continental s CEQ assumed control
of the new company. The Arm took more than two years to integrate their respective
operations into a unified new firm. Even more recently, American Airlines and US
Airlines announced that they, too, were merging and as of this writing are Hnalizing
their integration plans.

In an acquisition, one Hrm buys another outright. Many deals that are loosely called
mergers are really acquisitions. Why? Because one of the two firms will usually control
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Divestiture strategy whenshy a firm
salfs one or more of its business enits

Spin-off strefegy of setting up one or

MHWE COFDOFELE UNITS 85 new, indepan-

dant corporations

the newly combined ownership. In general, when the two frms are roughly the same
size, the combination is usually called a merger even if one firm is taking control of the
other. When the acquiring firm is substantially larger than the acquired firm, the deal
is really an acquisition. So-called Mé&As are an important form of corporate strategy.
They let firms increase product lines, expand operations, go international, and create
new enterprises. Halliburton Corporation recently acquired Boots and Coots, an oil-
Held firefighting business, and more recently announced plans to buy Baker Hughes.

DIVESTITURES AND SPIN-OFF3 Sometimes, a corporation decides to sell a part of
its existing business operations or set it up as a new and independent corporation.
There may be several reasons for such a step. A firm might decide, for example, that
it should focus more specifically on its core businesses, and thus it will sell off unre-
lated or underperforming businesses. Such a sale is called a divestiture. When a firm
sells part of itself to raise capital, the strategy is known as a spin-off. A spin-off may
also mean that a firm deems a business unit more valuable as a separate company.
The Limited, for example, spun off three of its subsidiaries, Victoria's Secret, Bath
& Body Works, and White Barn Candle Co., to create a new frm, Indmate Brands,
which it then offered through an Initial Public Offering (IPO). The Limited retained
84 percent ownership of Intimate Brands while getting an infusion of new capital.
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summary of learning objectives

OBJECTIVE 3-1

Define small business, discuss its importance to the U8, economy,
and explain popular areas of small business. (pp. 74-T0)

A small business is independently owned and managed and has relatively little influence in its
market. Most ULS. businesses are small businesses and employ fewer than 20 people. Small
businesses are vitally important to the economy because of (1) job creation, (2} mnovation, and
(3) comfributions to big business. The most common types of small businesses are firms engaged
in {1} services, (2) retailing, and (3) comstruction. Services comprise the largest sector, in part
because most service businesses require relatively little capital to start. In contrast, there are
relatively fewer small businesses who manufacture products because the start-up costs are
often high.

OBJECTIVE 3-2

Explairl entrepreneurship and describe some key characteristics
of entreprencurial personalities and activities. (pp. 70-80)

Entreprenenrs are people who assume the risk of business ownership. Some entrepreneurs
have a goal of independence and financial security, and others want to launch a new venture
that can be grown into a large business. Most successful entrepreneurs are resourceful and
concerned for customer relations. They have a strong desire to be their own bosses and can
handle ambiguity and surprises. Today's entrepreneur is often an open-minded leader who
relies on networks, business plans, and consensus and is just as likely to be female as male.
Finally, although successful entrepreneurs understand the role of risk, they do not necessarily

regard what they do as being risky.
OBJECTIVE 3-3

Describe distinctive competence, the business plan, and the start-up deci-
sions made by small businesses and identify sources of financial aid available to such
enterprises. (pp. 80-85)

A new business must first understand its potential distinctive competence, such as the ability
to identify a niche (or unmet need) in an established market. Another distinctive competence
is the ability to serve a new unexploited market. 5till another is the ability to move quickly to
take advantage of new opportunities, often called “first-mover advantage.”

After identifying a potential distinctive competence, the next step in entrepreneurship is de-
veloping a business plan. A business plan summarizes business strategy for the new venture and
shows how it will be implemented. The key elements of a business plan are setting goals and
objectives, sales forecasting, and financial planning, Business plans are increasingly important
because creditors and investors demand them as tools for deciding whether to finance or invest.

Entrepreneurs must also decide whether to buy an existing business, cperate a franchise, or
start from scratch. Entrepreneurs who choose to buy an existing business have better chances
for success compared to those who start from scratch because of existing relationships with
vendors and customers. Franchises provide considerable support in setup and operation, but
franchise costs can be high and severely cut into profits. Starting a business from scratch can
be the most risky, yet rewarding, way to start a new business.

To start a new business, it is essential to have money to finance the operation. Common
funding sources include personal funds, family and friends, savings, lenders, investors, and
governmental agencies. Lending institutions are more likely to finance an existing business
than a new business because the risks are better understood. Venture capital compamies are
groups of small investors seeking to make profits on companies with rapid growth potential.
Most of these = : : a—
partial owner
companies (SH
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OB.JJECTIVE 3-4

Discuss ihe trends in small business start-ups and identify the main
reasons for success and [ailure among small businesses. (pp. 85-89)

Five trends have helped facilitate the growth in new businesses started in the United States
every year. These trends are: (1) the emergence of e-commerce, (2) crossovers from big business,
{(3) incrensed opporfumnities for minorities and women, (4} new opportunities in globel enterprise,
and {5} improved rates of suroton] emony seall busmesses.

However, more than half of all small businesses fail. Four basic factors contribute to most
small business failure: {1} mamagerial fmcompetence or imexperience, (2) neglect, (3} weak control
systems, and (4) msufficient caprfal. Likewise, four basic factors explain most small business
success: (1) hard work, drive, and dedicetion, (2) market demand for the products or services being
provided, (3) mamagerid competence, and (4] luck.

OB JECTIVE 3-5
Explain sole Frnpria‘tnrs]'li'pu., parl:ne-ruﬁtpa., and conperatives and disenss
the advantages and disadvantages of each. {pp. 88-H)

A sole propritorship is a business that is owned by one person. The most significant advan-
tage to organizing as a sole proprietorship is the freedom to make decisions. In addition, it is
relatively easy to form and operate a sole proprietorship. There are tax benefits for new busi-
nesses that are likely to suffer losses in early stages because these losses can offset income from
another business or job on the tax return of a sole proprietor. A major drawback is unlinmted
Imabilty, which is the legal concept that makes the owners of a sole proprietorship personally
responsible for all its debts. Another disadvantage is that a sole proprietorship lacks continu-
ity; when the owner dies or leaves the business, it does not continue to exist. Finally, a sole
proprietorship depends on the resources of a single individual.

A general partnership is a sole proprietorship multiplied by the number of partner owners.
The biggest advantage is its ability to grow by adding new talent and money. Partners report
their share of the partnership’s income and it is taxed on their individual tax return. Like a
sole proprietorship, wnlimited labdity is a drawback. Partnerships may lack continuity, and
transferring ownership may be hard. No partner may sell out without the consent of the oth-
ers. There are also special forms of parinerships, most notably limited partnerships and master
limited partnerships.

Cooperatives combine the freedom of sole proprietorships with the financial power of cor-
porations. & cooperative is a group of sole proprietorships or partnerships working together
to gain greater production or marketing power.

OB.JECTIVE 3-8

Describe corporations, discuss their advantages and disadvantages,

and identify different kinds of corporations; explain the basic issues involved in
managing a corporation and discuss special issues related Lo corporate ownership.
(pp. &-86)

All covporations share certain characteristics: legal status as separate entities, property rights
and obligations, and indefinite life spans. They may sue and be sued; buy, hold, and sell prop-
erty; make and sell products; and commit crimes and be tried and punished for them. The
biggest advantage of incorporation is [imited lablity: Investor Liability is limited to one's per-
sonal investments in the corporation. Another advantage is continuity; a corporation can last
indefinitely and does not end with the death or withdrawal of an cwner. Finally, corporations
have advantages in raising money. By selling stock, they expand the number of investors and
the amount of available funds. Continuity and the ability to sell stock tend to make lenders
maore willing to grant loans.

e disadvantage is that a corporation can be taken over against the will of its manag-
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corporation and then taxed as dividends when distributed to the stockholders. Corporations

may be either private or public. A private, or closely held, corporation has only a small num-

ber of owners and shares of stock are not available to the general public. Public corporations

are able to sell their stock on the stock exchanges and have the ability to raise large amounts of

capital. Special forms of ownership, such as 5 corporations, LLCs, and professional corpora-

tions, combine limited lability of a corporation with tax treatment of partnerships.

Corporations sell shares, called stock, to investors who then become stockholders (or share-
haolders) and the real owners. Profits are distributed among stockholders in the form of divr-
dends, and managers serve at their discretion. The governing body of a corporation is its board
of directors. Most board members do not participate in day-to-day management but rather hire
a team of managers. This team, called officers, is usually headed by a chief executive officer (CEQ)
who is responsible for overall performance.

Several issues have grown in importance in the area of corporate ownership. In a strategic
alliance, two or more organizations collaborate on a project for mutual gain. When partners
share ownership of a new enterprise, the arrangement is called a joint pemture. An employee
stock owmership plan (ESOF) allows employees to own a significant share of the corporation
through trusts established on their behalf. More stock is now being purchased by institutional
muestors. A merger ooours when two firms combine to create a new company, and in an sofusi-
tior, one firm buys another outright. A divestiture oocurs when a corporation sells a part of its
existing business operaticns or sets it up as a new and independent corporation. When a firm
sells part of itself to raise capital, the strategy is known as a spin-off.
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ip. 85} franchise ip. &2) publicly held {or public) corporation

board of directors ip. 94

business plan (p. 1)

chief executive officer {CEQY) (p. 95)

dosely held (or private) corporation
ip. 97}

cooperative (p. W)

corporate governance (p. 934

corporation {p. 91)

divestiture ip. 96}

double taxation {p. 92

employee stock ownership plan {(ES0F)
{p. 95}

entrepreneur (p. 79)

entrepreneurship tp. 79

established market ip. 800

first-mover advantage ip. §1)

MyBizlLab ,

To complete the problems with the &3, go to EOC Discussion Questions in the MyLab.

QUESTIONS FOR REVIEW

&f 31 Why are small businesses important to the US

ECOnormy?

3-1. Which industries are easiest for a small business to enter?

Which are hardest? Why?

general {or active) partner (p. 900

general partnership (p. &%

institutional investor ip. 95)

Joint venture ip. 951

limited Eability (p. 92)

limited liability corporation {LLC)
ip. 93)

limited partner {p. 900

limited partnership (p. 800

master limited partnership (p. 90)

merger ip. 951

multinaticnal {or transnational)
corporation (p. 93)

niche (p. &0}

officers ip. 95

professional corporation ip. 93)

3-3. What are the primary reasons for new business failure
and success?

3-4. What are the basic forms of
ership? What are the key advantages and disadvantages
of each?

(p. 92}

S corporation ip. 921

small business (p. 74

Small Business Administration (SBA)
-[p_ 74}

Small Business Development Center
{SBDC) (p. 84)

small business investment company
(SBIC) ip. &0

sole proprietorship (p. 88

spin-off (p. %)

stockholder {or shareholder) (p. 94)

strategic alliance (p. 95}

tender offer (p. 92

unlimited liability ip. &%

venture capital company (p. 841

—

-ate business own-




