
Learning Objectives
After studying this chapter, you should be able to

 1. Explain why small business is important.
 2. Discuss the ways government can support small business enterprises.
 3. Describe the personal qualities and training needed to be a successful 

entrepreneur, including the cases of women and minorities in small 
business.

 4. List and briefly define each of the essential components of a business 
plan.

 5. Compare the different small business organizational forms, including 
sole proprietorships, partnerships, corporations, and franchises.

 6.  Evaluate key small business management decisions, including hiring 
employees, ethics issues, family business benefits and costs, going pub-
lic versus staying private, and controlling internal and external business 
risks.
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114 Part 1 The Nature of Contemporary Business

Introduction
If you drive down a street in any city, you pass a large number and variety of businesses. 
Most of those stores, shops, service outlets, and producers are small business firms—the 
result of entrepreneurship on the part of people in the community. Undoubtedly, you will 
also see a smaller number of large businesses. Keep in mind that those large businesses 
were once small entrepreneurial enterprises. Their size is proof that they were successful 
endeavors that resulted in growth over time.

Small business firms, like Margaret Rodriguez’s construction business and Kevin 
Plank’s athletic apparel business, are essential to a healthy economy and nation. They are a 
major force for technological change, inventing and innovating new products and services. 
Also, small firms fill the gaps in services and products that large firms cannot possibly meet 
with so many customer demands by individuals, businesses, and government agencies.

In the United States, small businesses with fewer than 500 employees account for 
more than half of all workers and are a dominant source of job opportunities for countries 
around the world. The driving force behind the formation and development of small busi-
nesses is free enterprise, where businesses are subject to supply and demand forces in the 
marketplace, rather than government regulation and control. Of course, government plays 
a meaningful role in fostering the growth of the small business sector of the economy. For 
example, government can protect the rights of individuals to engage in free enterprise via 
a commercial legal system. The commercial legal system serves to advance the principles 
of individual liberty and equal rights among people so that everyone has access to owning 
and operating a small business.

What Is a Small Business?
A small business is a firm that employs fewer than 500 people. Such firms are typically 
owned and managed by a single person. Examples include computer service firms, local 
bread companies, construction companies, small manufacturing firms, and many farming 

small business A firm with 
fewer than 500 employees 
that is typically owned and 
managed by the same person 
and serves a niche market.

Making Dreams Come True: Two Real-Life Stories
Margaret Rodriguez started a construction business in Phoenix, Arizona. Her father, a 
Native American and former kindergarten teacher, had always wanted to start his own 
business, but never realized his dream. After observing economic development con-
struction in her community over the years, she decided to open a three-person con-
struction company. With no previous experience in construction other than watching 
her father build a one-room addition on their home, she sought information from the 
U.S. Small Business Administration on how to start the business. Although there were 
ups and downs in the business in its early years, she gradually increased the volume of 
commercial building projects. Ten years later Rodriguez’s company had a major break-
through; she landed a $1.9 million federal contract to renovate facilities at a nearby air 
force base. Nowadays, her business employs over 30 people and has multimillion dollar 
annual revenues. Rodriquez is proud to point out that “Our business was built because 
of relationships. I have surrounded myself with a good team. We have worked hard, have 
been up front and honest, and we do a good job.”

In 1996 Kevin Plank was an athlete who struggled with wet apparel from daily work-
outs. After some research on synthetic fabrics, he designed the Under Armour Heat-
Gear T-shirt in his grandmother’s basement. Composed of moisture-wicking fibers, his 
T-shirt helped athletes stay dry and cool during their rigorous practice sessions. He gen-
erated $17,000 in sales in 1996. Because he received support from the U.S. Small Busi-
ness Administration, he was able to grow the business. Today, Under Armour is a global 
multibillion dollar manufacturer of athletic apparel.
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operations. Small businesses are important to an economy in numerous ways (see Ex-
hibit 4.1). Some experts consider a very small business with fewer than five employees 
to be a microbusiness. Examples of microbusinesses are local restaurants, dry cleaners, 
repair shops, hair salons, doctor’s offices, and gas stations.

Small businesses are the result of entrepreneurship. An entrepreneur is anyone who 
starts, owns, or runs a small business. Entrepreneurs identify unmet needs and then take 
it on themselves to meet those needs. The combination of profit and personal motives 
makes the small business entrepreneur a dynamic source for change in the business world.

What Is the Role of Small Business Firms?
Small business contributes to the productivity of any country in a number of ways. Small 
firms stimulate change within the business sector—a process known as creative destruc-
tion. They are the seedbed of invention and innovation due to their ability to rapidly 
respond to new technology and competitive market conditions. They are major employ-
ers in most countries and open up many new job opportunities for workers. Due to the 
Internet and telecommunications, they are increasingly participating in the globalization 
of business enterprise.

Creative Destruction
Joseph Schumpeter coined the term creative destruction to describe the competitive pro-
cess of business success and failure.1 Small firms enter the marketplace to compete against 
existing larger firms. The emergence of these small firms is many times the result of new 
technological innovations. Inevitably, the increase in competition causes the failure of 
other businesses based on older technologies, some of which are large firms. Exhibit 4.2 
illustrates the process of creative destruction in which capitalism is a method of eco-
nomic change. In 2008 we saw the collapse of Circuit City, the second largest electronic 
retailer in the United States due to competition from online suppliers, Best Buy,  Apple 
Computer, and gaming companies. In 2011 the Borders bookselling chain collapsed. It 
had outsourced its online business to Amazon, which became a bookselling giant with 
its Kindle becoming widely popular. Borders failed as a result of its slow adoption of 
digital book and music media. Similarly, Toys “R” Us could not keep up with Amazon’s 
online toy business and filed for bankruptcy in 2017. It may reopen in the near future 
after some reorganization. Other examples of failed large businesses over the past two 
decades are WorldCom, Enron, Kmart, Arthur Andersen, Lehman Brothers, Bear Stearns, 
AIG, and Dynegy. The destruction of large firms can certainly be disrupting. However, 
these failures present opportunities for new firms to prosper and grow in the future. Also, 
some large firms that fail are reorganized in bankruptcy and return to become successful 
after substantial changes in their operations. Many economists believe that competition 

microbusiness A small 
business with fewer than five 
employees.

entrepreneur Anyone who 
starts, owns, or runs a small or 
large business.

LEARNING OBJECTIVE 1
Explain why small business is 
important.

creative destruction The 
competitive process of 
business success and failure, 
whereby small firms enter the 
marketplace to compete against 
existing larger firms and cause 
the failure of some of those 
existing firms.

EXHIBIT 4.1 Importance of Small Businesses

•	 The	28	million	small	businesses	in	America	account	for	54	percent	of	all	U.S.	sales.
•	 Small	businesses	provide	55	percent	of	all	jobs	and	66	percent	of	all	net	new	jobs	

since	the	1970s.
•	 The	600,000	plus	franchised	small	businesses	in	the	United	States	account	for	

40	percent	of	all	retail	sales	and	provide	jobs	for	8	million	people.
•	 The	small	business	sector	in	America	occupies	30–50	percent	of	all	commercial	

space,	an	estimated	20–34	billion	square	feet.
•	 The	number	of	small	businesses	in	the	United	States	has	increased	49	percent	

since	1982.
•	 Since	1990,	as	big	business	eliminated	4	million	jobs,	small	businesses	added	

8	million	new	jobs.

Source:	U.S.	Small	Business	Administration,	Office	of	Advocacy,	Washington,	DC,	2017.
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is healthy because it leads to technological innovation and change. In turn, competition 
enables the business sector to increase the quantity and quality of goods and services. If 
countries protected business firms from competition, creative destruction could not take 
place, and a vibrant, healthy economy could not flourish.

Invention and Innovation
A common argument against small business firms is that they are too small to produce 
goods and services as efficiently as large firms. We know that mass production reduces 
the cost per unit output; this is known as economies of scale. Since smaller firms are 
forced to produce the same products and services at a higher unit cost, some economists 
argue they cannot compete with larger firms, which can offer lower sales prices to cus-
tomers. The wisdom of this logic is evident in the preponderance of extremely large firms 
in many industries, such as automobiles (e.g., Ford), electronics (Samsung), fast food 
(McDonald’s), beverages (Coca-Cola and Pepsi), computer software (Microsoft), energy 
(Shell Oil), and so on. However, each of these industries is constantly experiencing the 
entry of new, smaller firms. According to the U.S. Census Bureau, firms with fewer than 
500 employees typically account for more than 99 percent of U.S. business firms. Also, 
small businesses play a vital role in the U.S. economy with substantial shares of gross 
domestic product (GDP) in various industries (see Exhibit 4.3).

Despite the possibility of inefficiency due to the loss 
of cost benefits from not achieving economies of scale, 
small firms do have some advantages over larger firms. 
Small firms can often react more rapidly to technolog-
ical changes than large firms; redirecting the efforts of 
5 or 10 employees is much easier than trying to do so 
with 5000 employees. The computer or telecommu-
nications industry, for example, features a myriad of 
small firms attempting to invent new technologies or to 
take existing technologies and adapt them to produce 
a new successful product or service. For example, 3D 
printing is allowing many small firms to manufacture 
three-dimensional products for sale using new printing 
technology. Larger firms tend to operate in established 
or traditional sectors of the economy, whereas small 
firms are well suited to excel in new technology areas.

economies of scale The 
reduction in cost per unit 
output that occurs as a firm 
mass-produces a product or 
service.
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EXHIBIT 4.2 Small Business and Creative Destruction
Technologically	innovative	new	businesses	destroy	old-technology	large	businesses.

Small	business	owner	of	a	computer	repair	store.
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Another advantage of small firms is that their size encourages experimentation. Large 
firms must focus on mass markets to cover high fixed operating costs of plant and equip-
ment. Small firms can operate with low production expenses. Their largest expense is 
often employee salaries. With lower cost pressures and with more human capital as a pro-
portion of their total assets than large firms, small businesses can more readily experiment 
with new ideas for products and services. Experimentation on a small scale is an effective 
way to test the market to find out what people want. You may have a great idea for a prod-
uct, but if no one wants it, there would be little or no profit in pursuing it. Small firms are 
constantly churning out and testing new products and services. Simply put, small firms 
are more dynamic than large firms. Able to more freely experiment, invent, and innovate 
new business ideas, they create diversity, competition, and change that are essential to a 
country. Indeed, for any country to have a healthy business sector and economy, it must 
have dynamic and prosperous small businesses.2

Of course, large businesses are the consequence of a successful small business. How 
can a large business retain the entrepreneurial spirit that is the hallmark of small firms? 
An intrapreneur is a person within a large corporation who has the responsibility to de-
velop a new product through innovation and risk taking. The intrapreneur’s compensation 

intrapreneur A person within 
a large corporation who takes 
the responsibility to develop 
a new product through 
innovation and risk taking.

EXHIBIT 4.3 Small Business Shares of Gross Domestic Product in Different 
U.S. Industries, 2010

Industry Group
Total Small Business 
Share (in percent)

Mining	and	manufacturing 28

Utilities 11

Construction 84

Trade 43

Transportation	and	warehousing 35

Information 12

Finance	and	insurance	 34

Real	estate,	rental,	and	leasing 75

Professional	and	technical	services 58

Administrative	and	waste	management	services 44

Educational	services 40

Health	and	social	services 51

Arts	and	entertainment	 69

Accommodation	and	food	services 53

Other	services 84

Total	private	nonfarm	industries 45

Source:	Kathryn	Kobe,	Economic	Consulting	Services	“Small	Business	GDP:	Update	2002–2010,”	report	no.	
SBAHQ-10-M-0258,	U.S.	Small	Business	Administration,	Office	of	Advocacy,	Washington,	DC,	2012.	http://
www.sba.gov/sites/default/files/rs390tot_0.pdf
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is linked to the success of the new product. Large companies need intrapreneurship to stay 
competitive and increase their chances of continued survival. Creative people within the 
organization can be lost to entrepreneurial opportunities that cause them to leave the firm. 
The benefits of staying with the firm are more security and more potential resources avail-
able through the firm than on their own as entrepreneurs. Intrapreneurship gives them a 
way to express their creativity within the firm.

Job Opportunities
Perhaps the most compelling reason for the importance of small business firms is that 
they provide jobs that people want. Does being your own boss sound good to you? Tired 
of the job you are in and want to design your own job? Have a great idea for a business 
and want to reap the profit, rather than let someone else gain that profit? Want to work 
at home or in an environment that you find attractive? Is there a way to combine family 
and business in your life? Are your close friends interested in working together? Do 
you see unmet needs in your community and wish someone would do something about 
them? If you are a woman or member of a minority group, do you want to make your 
own future, rather than be subject to societal pressures that seem unfair to you? These 
questions express the motivations for many people who start, purchase, or join a small 
business.

The U.S. Small Business Administration estimates that approximately 63 percent of 
net new jobs from 1993 to 2016 were created by small businesses (see Exhibit 4.4). 
In its 2018 Small Business Profile report, it documented that small businesses created 
1.9 million net jobs with most of these gains in firms with fewer than 20 employees. Ap-
proximately 30.2 million small businesses in the United States employ 47.5 percent of the 
private workforce. The top three industries for small business employment in the United 
States are (1) health care and social assistance, (2) accommodation and food services, and 
(3) retail trade.

Computer and telecommunications technology is changing the way people work in 
small businesses, and its use in small business is growing. For parents taking care of chil-
dren, a home business can provide professional opportunities without sacrificing family 
values. Many larger firms are finding that they can plug into a network of small business 
professionals in their region without adding permanent employees to their payrolls. Dis-
abled persons are also finding that they can fit into this remote business model. No longer 
is there an absolute need to get to a physical location and be at a desk. E-mail, Internet 
chat rooms, video conferencing, computers, cell phones, and pagers are connecting peo-
ple to work on business problems without the necessity of everyone being at one place 
at one time. Also, these allow small niche businesses to rapidly adapt and change to the 
needs of society.

home business A small 
business that is operated out 
of a household address, rather 
than out of a business office or 
factory.

EXHIBIT 4.4 Percentages of New Jobs Created by Different-Sized Firms
Source: Quarterly Employment Bulletin,	U.S.	Small	Business	Administration,	Office	of	the	Advocacy,	
Washington,	DC.	http://www.sba.gov/sites/default/files/QEB_412013_1.pdf

Fewer than 500
employees
63%

500 or more
employees
37%
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Globalization
Another trend that is changing the role of small business is globalization. The 1990s 
witnessed unprecedented growth in international trade. While large business firms have 
surely been the main beneficiaries of increased trade between countries, small businesses 
are learning how to participate in this growing activity. One way for small firms to get 
involved is by becoming part of the supply chain of larger firms. As large firms expand 
their reach across national boundaries, they stretch their human and physical resources 
and increase their demand for the incremental contributions of small firms. Alternatively, 
small firms can link up with other small firms in the global marketplace. Networking is a 
popular way for small businesses to import and export goods and services. For example, 
a small candy retailer could start importing candies from small, foreign producers to ex-
pand their product line and increase sales. Also, many small e-businesses operating on the 
Internet can market their wares around the world nowadays. Only 25 years ago, this type 

Global Small Business and the Internet

CASE IN POINT

Over	 the	past	25	years,	 the	 Internet	has	 transformed	
how	we	access	information,	communicate,	buy	goods	
and	 services,	 manage	 money,	 and	 enjoy	 music	 and	
movies.	Small	businesses	use	the	Internet	to	improve	
communications,	 advertising,	 and	marketing.	 Follow-
ing	 are	 some	 good	 examples	 of	 how	 the	 Internet	 is	
changing	our	lives:

•	 Amazon.com	 and	 other	 online	 retailers	 offer	 good	
prices	and	broad	selections	of	products	and	services.

•	 eBay	and	other	auction	sites	let	people	sell	posses-
sions	and	even	run	businesses	out	of	their	homes.

•	 Monster.com,	USAJOBS,	and	other	sites	allow	on-
line	job	searches	and	employment	listings.

•	 Craigslist	 has	 free	 classified	 ads	 that	 are	 typically	
found	in	local	newspapers.

•	 YouTube	 enables	 video	 sharing	 on	 computers	 and	
cell	phones.

•	 Skype	taps	into	computer	and	Internet	access	to	de-
liver	video	phone	calls	around	the	world.

A	report	by	Columbia	Telecommunications	Corpo-
ration	to	the	U.S.	Small	Business	Administration	found	
that	Internet	access	for	small	businesses	is	as	impor-
tant	as	utilities	 (e.g.,	water,	sewer,	and	electricity).	 In-
deed,	many	small	businesses	would	not	exist	without	
the	Internet,	and	most	would	suffer	significant	income	
losses	 without	 access.	 The	 report	 noted	 that	 about	
90	percent	of	small	businesses	adopt	broadband	ac-
cess	 compared	 to	 74	percent	 of	 adults	 in	 homes.	 In	
this	 regard,	 there	 is	 no	 difference	 between	 rural	 and	
metro	 adoption	 rates.	 About	 one-third	 of	 businesses	
would	 like	 faster	broadband	speeds	 than	available	 in	
their	area.	And,	most	small	businesses	are	not	satisfied	
with	 the	 broadband	 choices	 available	 to	 them	 (e.g.,	
wireless,	cable	model,	and	fiber	optic)	and	the	number	
of	 providers	 from	which	 to	 select.	While	 tremendous	

progress	has	been	made	in	Internet	services,	more	in-
novation	is	needed	to	reach	its	full	potential.

From	a	business	perspective,	the	Internet	empow-
ers	 small	 businesses	 to	 grow	 both	 domestically	 and	
internationally	in	ways	only	dreamed	about	in	the	past.	
Importantly,	it	helps	to	break	down	barriers	to	entry	into	
markets	and	reach	out	to	customers	on	a	global	scale.	
Even	microbusinesses	can	afford	to	buy	computers	and	
Internet	access	these	days.	In	so	doing,	small	firms	can	
increase	 sales	 and	 profits	 as	well	 as	 lower	 business	
risks.	Of	course,	higher	profits	through	increasing	elec-
tronic	commerce	helps	to	finance	the	creation	of	new	
jobs.	 In	sum,	 the	 Internet	 is	a	window	through	which	
small	businesses	can	open	up	a	new	worldwide	fron-
tier,	 transform	 their	business	practices,	 increase	 their	
revenues	and	profits,	and	hire	new	employees.
Source:	U.S.	Small	Business	Administration,	Office	of	Advocacy,	
Columbia	Telecommunications	Corporation,	“The	Impact	of	
Broadband	Speed	and	Price	on	Small	Business,”	Washington,	DC,	
November	2010.	http://archive.sba.gov/advo/research/rs373tot.pdf

QUESTIONS
	1.	Imagine	you	owned	and	operated	a	small	business	

producing	a	product	that	could	be	sold	on	a	global	
basis.	 How	 could	 you	 use	 the	 Internet	 to	 reach	
customers	around	the	world?

	2.	If	globalizing	your	business	using	the	Internet	in-
creased	 the	 volume	 of	 orders	 for	 your	 product,	
what	 new	 computer	 and	 telecommunications	
needs	 would	 your	 growing	 business	 require,	 in	
your	opinion?

	3.	How	 would	 the	 preceding	 globalization	 of	 your	
business	operations	affect	 your	personal	educa-
tional	training	and	skills?	What	about	the	training	
and	skills	of	new	employees	that	you	might	hire?



120 Part 1 The Nature of Contemporary Business

of global reach was simply impossible for all but the largest firms in the world. Today, 
according to the U.S. Census Bureau, small businesses account for over 95 percent of all 
importers and exporters in the United States.

Government Support of Small Business
Government can play an important role in fostering and supporting small business cre-
ation and development by providing an environment in which entrepreneurship can flour-
ish. Some of the ways government can assist small business firms are

n Reduction of burdensome regulations
n Simplification of tax rules
n Improved access to financial resources

For example, the U.S. Small Business Administration3 is a federal agency that provides 
loan guarantees to banks making loans to small business firms. Since the loans are guar-
anteed by the government, if the small business does not pay back the loan, the bank can 
obtain its loaned funds from the government. With lower risk in making such loans, banks 
make more loans to small businesses and make loans at lower interest rates than if no 
guarantees were available. Small businesses benefit from the increased access to needed 
financing, banks gain from new customers that will hopefully grow over time and form 
long-term credit relationships, and the government serves society by sowing the seeds of 
future economic development in communities across the country. Another way in which 
government can support small business entrepreneurs is by providing essential informa-
tion. In the United States the following websites are designed by the federal government 
to help small businesses get the information they need to succeed:

n www.sba.gov/advocacy The Small Business Administration (SBA) Office 
of Advocacy provides one of the premier websites for small business firms. 
Regulations and sources of private and government financing are among the types 
of information that are available. The SBA was established by the government 
in 1976 to “counsel, assist, and protect small businesses” and works to bridge 
government and private groups in supporting small business.

n www.usa.gov/start-business Government agencies work together to provide 
a one-stop portal for information on how to start a new business. The website 
contains links to a wide variety of resources, training, contacts, and more.

n www.dol.gov/elaws The Department of Labor gives compliance assistance to 
small businesses using online legal services that can help answer questions about 
labor.

n www.export.gov The Department of Commerce helps small businesses export 
their products to foreign countries on this website.

The importance of public policy in the growth of small business is apparent in comparing 
the United States and Europe. Small business is commonly believed to be a hallmark of 
U.S. business innovation and growth. However, international economic data show that, as 
a proportion of total national employment, the United States has one of the smallest small 
business sectors in the world. A 2009 report by Schmitt and Lane4 finds that the United 
States is second lowest among 22 wealthy countries in terms of self-employment rates 
and third lowest in manufacturing employment in enterprises with fewer than 20 em-
ployees. The authors suggest that the United States may well learn from other advanced 
economies how to better promote and sustain small business employment. Clearly, U.S. 
policy needs to find out why small business is less prosperous here than in many Euro-
pean nations. Is the difference explained by lower taxes, higher regulatory barriers, less 
access to capital, negative societal attitudes, high health care costs, or other factors? Much 
can be learned by understanding the conditions under which small businesses can thrive 
and implementing policies that foster their growth and development.

✔ Reality Check
Do	you	know	of	a	new	small	
business	in	your	area	that	
recently	opened?	Why	is	this	
new	business	needed	or	why	
isn’t	it?

LEARNING OBJECTIVE 2
Discuss the ways government 
can support small business 
enterprises.

✔ Reality Check
How	far	from	you	is	the	near-
est	Small	Business	Develop-
ment	Center	(SBDC),	which	is	
sponsored	by	the	U.S.	Small	
Business	Administration?	
What	does	this	office	offer	to	
small	businesses?
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Who Is an Entrepreneur?
Entrepreneurs are people who establish new businesses with the desire to meet market 
demands for goods or services. With the exception of not-for-profit organizations, profit 
is a major incentive that offsets the risks of starting a new enterprise. Unlike employees of 
established firms, who work for a salary or commission from their jobs and receive regu-
lar paychecks, entrepreneurs can pay themselves both a regular salary from the proceeds 
of sales revenues as well as extra income from the net profit of the firm, provided the firm 
makes a profit. Many people become entrepreneurs due to difficulty in either finding em-
ployment that fits their interests and skills or the sheer necessity to find work. Generally 
speaking, entrepreneurs enjoy the challenge of solving business problems, making their 
own successes, and reaping the rewards of those successes.

Personal Qualities
What makes someone successful as an entrepreneur? Due to the diversity of small busi-
ness firms, there is no doubt that all kinds of people can succeed. But entrepreneurs 
do have some common character traits. Probably the most important personal trait is a 
commitment to make the business profitable despite problems that inevitably arise. This 
commitment could be due to a lifelong passion for a particular product or service, or 
simply the stubbornness not to quit. Certainly, the personal commitment or drive of an 
entrepreneur to make a business a success is important in itself.

Another key trait is the desire for independence. Entrepreneurs find that working for 
themselves is more fulfilling than working for someone else as an employee. By being in-
dependent, they can directly reap the rewards of their labors, build personal relationships 
that they want most to pursue, and undertake tasks that they choose. Yet another personal 
trait common in entrepreneurs is self-confidence. They believe that their personal talents 
and resources are sufficient to run the business. In this respect, some entrepreneurs could 
be considered to be ambitious. They want to run their own business in order to more rap-
idly accumulate wealth from a profitable enterprise than if they worked for someone else 
as a salaried employee. Finally, entrepreneurs tend to be risk takers. Most small business 
people know the feeling of “taking the plunge” and starting their business. A lot of anxiety 
can naturally occur about the possible failure of the business and related personal guilt of 
letting down their family, employees, and themselves. Despite these fears, small business 
entrepreneurs forge ahead, all the while trying not only to make profits but also to reduce 
their risk of failure. The ability to control risk is an essential part of any successful busi-
ness. In this context, it is appropriate to consider entrepreneurs to be risk assessors.

Education and Training
Small business entrepreneurs have to deal with all aspects of a business enterprise. Some 
basic level of knowledge concerning their product or service, accounting and finance 
principles, marketing and management practices, production methods, technology, tax-
ation, and business law is necessary to succeed. Except for college graduates in busi-
ness studies, few people have these diverse skills. Even for those with business degrees, 
the specialized nature of a business will mean that further education and training are 
required.

Where can you get help in managing the many different areas of a small business? For-
tunately, most communities have organizations and trade groups that address small busi-
ness development. The over 900 Small Business Development Centers (SBDCs) operated 
by the U.S. Small Business Administration (SBA) are a good place to start. They offer 
free counseling, access to resources, contacts to organizations and individuals in the com-
munity, training materials, and more. The SCORE Association works as a resource part-
ner with the SBA in helping small businesses get professional counseling services. For 
example, Michael Stoff started a new business named Novi to build and sell Tune-Tote 
(a stereo system for bicycles). He was referred by the SBA to a local SCORE adviser and 

LEARNING OBJECTIVE 3
Describe the personal qualities 
and training needed to be 
a successful entrepreneur, 
including the cases of women 
and minorities in small 
business.
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obtained help in developing an international marketing 
plan, setting up communications with  customers and 
distributors, and arranging bank financing of interna-
tional transactions. Subsequently, he sold Tune-Totes 
and converted Novi to a manufacturer of wireless in-
tercom systems. Shane Beard worked with SCORE ad-
visers to overcome start-up problems in the purchase 
of a Fastsigns franchise. While the franchise organi-
zation offered him training and support, he found that 
the franchise could not help him with every problem 
that came up. SCORE worked with him to develop a 
small business plan that paid off in terms of attract-
ing bank financing, legal assistance, and accounting 
services. A sales tracking program revealed that most 
of his customers were due to referrals, rather than ads 
or direct-mail pieces. Information on these and other 
areas of business operations helped to smooth out the 
bumps that every new small business is bound to ex-

perience. When new small business owners come to his store to purchase signs, Shane is 
quick to refer them to local SCORE advisers.

Other sources of small business assistance are local government and community insti-
tutions. These local organizations can help entrepreneurs to meet many knowledgeable 
people who could be valuable to new businesses. Many times social and professional 
networks can be important as a support group. Also, the psychological benefits of talking 
with other small business entrepreneurs and sharing problems, discussions, and solutions 
are hard to measure but definitely worthwhile.

The Internet is another new and expanding source of information for new small busi-
ness firms. Searching for the name of your city or town and the words small business will 
no doubt yield a number of websites to explore. Information on your intended product 
or service can be gathered. Even data on the financial profitability and risks of related 
business activities can be obtained.

Most small business owners enjoy interacting with other small business people, shar-
ing stories and information resources, and increasing their own personal network of 
colleagues. Do you need legal assistance to get a patent or trademark? Help with tax 
questions? Recommendations on accounting software? Many of these questions can be 
answered by talking with other small business people. Communities typically have a 
local Chamber of Commerce that has networking services, events, and other activities to 
promote small businesses. Over time it is not uncommon for friendships and alliances to 
deepen and later result in mergers and acquisitions, as two or more small businesses join 
together to grow more rapidly and compete more effectively in the marketplace.

Women in Small Business
Women are playing a central role in U.S. small business (see Exhibit 4.5). Many women 
are choosing self-employment over working for wages as an employee of a business firm. 
This choice is made easier by the onset of the information age. Computers and telecom-
munications allow women to have home-based businesses, so many women are finding 
that it is possible to balance family demands and professional business careers.

Changes in laws under the Equal Credit Opportunity Act of 1975, Pregnancy Discrimi-
nation Act of 1978, Affirmative Action Act of 1986, and Equal Opportunity for Women in 
the Workplace Act of 1999 have increased women’s ability to enter small business enter-
prise. The latter act established a federal agency to address employment issues of women 
in the workplace. In general, these acts prohibit discriminating against any worker or job 
applicant on the basis of gender, in addition to race, color, religion, age, national origin, 
ability, or veteran status. These and other legal changes have enabled women to increase 
their role in communities at all levels of society. By becoming a more integral part of 

Happy	owners	of	a	café	showing	their	open	sign.
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communities and their leadership, women can network more effectively than in the past 
with business groups that assist small businesses, such as the chamber of commerce, char-
itable organizations, government agencies, and educational institutions. As their skills, 
contacts, and knowledge grow in the years to come, we can expect women to play a vital 
role in the dynamic small business world.

Women bring new perspectives and skills to the small business sector. An example 
is the unique enterprise Reflections on Vintage Clothing. Bernice Richard started this 
business in a small town in Massachusetts after personal problems left her with limited 
income. She began buying old clothes at local shops and charitable organizations and 
restoring them to like-new condition for her own use. When a neighbor remarked that 
she looked great in “vintage” clothing, she got the idea to begin a small business selling 
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refurbished clothing. Eventually, after spending many hours researching what it takes 
to start a business and working with the Small Business Administration, Bernice con-
verted her hobby into a career. She attributes much of her success to surrounding herself 
with other women small business owners, family, and local organizations to help solve 
business problems and gain personal support. Another example is Kathleen Delvin’s All 
About Home Care. Working out of a small home office, she received an SBA-guaranteed 
loan to buy office equipment and supplies that jump-started her enterprise. The company 
has grown into a 2,100-square-foot office with many full- and part-time employees. Also, 
Vera Moore used an SBA loan to launch her Vera Moore Cosmetics business for black 
hair salons. Vera’s cosmetics have widespread distribution in boutiques and retail outlets 
in the United States and international markets.

Ethnic and Immigrant Small Business
Ethnic-oriented small business is widespread. For example, Dr. Kou Vang in St. Paul, 
Minnesota, opened a dental practice to help people in his community who could not 
afford dental care. Due to his difficult past in Laos during the Vietnam war, Dr. Vang 
focuses on low-income (mostly minority) customers: “I like to serve the underserved . . . 
I never turn anybody down, no matter what they can or cannot pay.”

Over the past 200 years, many immigrants have clustered in U.S. communities in sec-
tions of rural areas, towns, or cities. These ethnic pockets laid the foundation for the devel-
opment of a spirit of entrepreneurship among minorities, as language and cultural barriers 
are typically lower for ethnic-oriented businesses in these communities. The upshot has 
been a rich source of innovation and dynamic change that creates jobs, new products and 
services, and human capital. Indeed, U.S.-produced goods and services could never have 
grown so fast without the determination and entrepreneurial spirit of newcomers. This is 
true not only of the past, but continues today as an American legacy.

Many countries around the world now recognize that ethnic diversity is an important 
ingredient in building a more prosperous small business sector. A country whose public 
policies favor the entry of skilled workers will attract people who are willing to move to 
a new country to seek better jobs. In this way, countries can acquire human capital, rather 
than be dependent on internal population trends for skilled labor.

Developing a Business Plan
An essential step to start a new enterprise (or expand an existing one) is developing a 
business plan. The business plan reflects the goals, strategies, and daily operations of a 
firm. Most business plans are made up of marketing, management, operations, and fi-
nancial plans (see Exhibit 4.6). In the event you want to start a new business, you should 
go to the Small Business Administration’s website (www.sba.gov) and select “Plan your 
business.” The SBA website has a Learning Center with online courses to help you start 
your business, including a “Young Entrepreneurs” course.

Essential Components
A vision, or mission, statement gives the main goals of an enterprise in such a way as to 
capture the imagination of employees within the firm, as well as customers and suppliers 
outside the firm. It gives inspiration and impetus to move forward with the business plan. 
A vision must be realistic and easily understood to focus attention on a central objective. 
For example, the vision of Dr. Vang’s dental practice is “to bridge the cultural gap by 
educating, nurturing and comforting my patients in a safe and professional environment.”

Goals are the aims that guide the future direction of the firm. Goals can include future 
sales, new job opportunities, greater market share, profits, and technological achieve-
ments. Goals inform employees in the firm what they are striving to achieve. For exam-
ple, a goal of initial sales of $200,000 in the first year, followed by, say, 10 percent growth 

✔ Reality Check
What	kind	of	small	business	
would	you	like	to	start	if	you	
had	the	chance?

LEARNING OBJECTIVE 4
List and briefly define each of 
the essential components of a 
business plan.

vision, or mission, statement A 
statement that illuminates the 
main goals of an enterprise.

goals The aims that guide the 
future direction of a firm.
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in sales for the next five years, lets the management team know what they are supposed 
to accomplish in the near future.

Strategies are more detailed descriptions of how a goal can be achieved. Strategies 
for advertising, sales promotions, pricing, target market, and so on can be specified. For 
example, to ensure strong sales in the first year, an advertising campaign in local news-
papers and on local radio stations could be implemented that would provide customers 
special discounts for trying out the firm’s new products or services.

The following components should be included in a written business plan:

n Title page. Company name, address, telephone numbers, website address, and logo 
are provided. It is also common to list the primary owners and lead executives of 
the firm.

n Table of contents. Sections in the report and their corresponding page numbers are 
listed.

n Executive summary. A one- to two-page synopsis of the business.
n Vision, or mission, statement. A concise and brief overview of the central concept 

or business idea.
n Overview of the company. History of when and how the firm was started, 

motivations for establishing the firm, major accomplishments, anticipated products 
and services, competitive environment, perceived strengths and weaknesses, 
employees, suppliers, and customers.

n Goals. Briefly stated overall firm objectives, as well as marketing, operations, and 
financial objectives.

n Products and services. Detailed descriptions and pictures of the firm’s outputs in 
addition to a discussion of their innovative aspects.

n Marketing plan. Research information about customer demand for the firm’s 
outputs and how the firm intends to attract customers and reach sales objectives.

n Management plan. Organizational structure, backgrounds of key managers, 
employee personnel needs, and leadership responsibilities.

n Operating plan. Production facilities, technology, quality control, raw materials, 
inventory, and distribution of products and services.

n Financial plan. Expected (or pro forma) accounting statements, cash earnings over 
time (or cash flows), sources of funds to produce outputs, and profit and share 
value goals in the near future.

n Appendices. Supporting documents, data, and other materials needed to 
supplement the previous sections of the report.

strategies More detailed 
descriptions of how a goal can 
be achieved.

EXHIBIT 4.6 Key Components of a Business Plan

Marketing
plan
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Operating
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The business plan is needed not only to give managers a document from which to work 
but also to attract investors and customers. Without a business plan, managers would be 
confused about their responsibilities and duties. Also, investors would not have critical 
information to evaluate potential risks and returns, and the firm would have difficulty 
raising funds needed to produce its products and services. Note that a business plan is 
not a static view of a firm. Most small firms are dynamic, fast-changing enterprises in 
their early years. Consequently, business plans are continually amended to accommodate 
change. Business plans are so important that business consultants are often hired to help 
develop and modify plans.

Business Ideas
Where can you find successful business ideas? Personal experiences are probably the 
most common source. For example, a business idea could emerge in your work as an em-
ployee for another firm: By accident you discover a new chemical compound unrelated 
to your employer’s firm. Or, you might be frustrated with a product or service that you 
regularly purchase and have an idea on how to make a better version. Some people go 
through repeated failures and by trial-and-error eventually get the business idea right. The 
active pursuit of new technology is another source of new business ideas. Sometimes it is 
a unique mix of personalities that through brainstorming and cooperation yields a good 
idea for a business. New ideas also result from discussions with friends, family members, 
or fellow employees.

Not every good idea is feasible. You and those around you may well believe that a 
business idea is a sure winner. However, the ultimate test is convincing the customer that 
this is true. Without sales, no business can survive. For this reason, market research is de-
sirable to gauge customer demand, complaints, possible improvements, and competition. 
Customer surveys and trials are used to collect data. Also, the potential size of the market 
is an important consideration. The key question is, Do customers really want your product 
or service?

Let’s consider some examples of how personal experiences led to business ideas:
n Donna Mae Montgomery always enjoyed photography, ceramics, sculpture, and 

painting, and some of her work is exhibited in New York’s Whitney Museum. In a 
museum bookstore she noticed a jewelry pin made out of shrink-it plastic. She got 
the idea to photocopy designs onto plastic and then form and bake the plastic to 
make jewelry pins.

n Edmund Scientific is a scientific equipment company that started when its founder 
noticed that damaged, chipped lenses could be sold in newspaper classified ads. 
Some buyers were willing to accept slightly damaged lenses at lower discounted 
prices. Today the company supplies surplus optics, telescopes, microscopes, 
science-themed toys, and other products through its mail-order catalog and factory 
store.

n Lillian Vernon is a mail-order business that initially sold monogrammed leather 
belts out of the owner’s kitchen. The owner had the idea that people liked to have 
some items personalized with their initials or name. Expanding over the year to 
toiletries and kitchen supplies, the Lillian Vernon Corporation became the first 
company publicly traded on the American Stock Exchange that was founded by a 
woman.

n King of Shaves sprang from the owner’s painful wet-shaving experience. Will 
King’s sensitive skin led his girlfriend to recommend using oil to protect his skin 
and provide a smoother shave. The result was the development of an oil-based 
solution that has become a world leader.

These examples demonstrate that some of the best ideas for a small business arise from 
the everyday lives of people.
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Seed Money
Most people have some personal savings to cover some of the start-up costs for a new 
business. But you have to think ahead to properly raise sufficient seed money to keep the 
business going for at least one or two years. Assume that you have enough savings to rent 
a property, pay for some raw materials, and cover labor expenses for a few months. Many 
customers want to pay later for your products and demand credit. Suppose that your new 
firm produced decorative pottery. Retail stores that purchase your pottery want to pay you 
back 60 days after you send them the pottery because they want to display and sell the 
pottery before they pay you. In the meantime, more orders for your pottery come in due 
to the word spreading about the quality and design of your pottery. Where can you get the 
money to keep production going?

At this early stage of a firm’s development, the most likely sources of seed money are 
outside investors, banks, and the government. Venture capitalists are investors seeking 
higher-risk and higher-return business opportunities (e.g., annual profit rates of 60 percent 
or more). These investors usually want part ownership of the firm. As such, they share the 
net profits of the firm with the original owner-manager(s). Some venture capitalists are 
wealthy individuals, or so-called angels, while others are institutional investors, such as 
investment companies. Some banks are entering the venture capital business also.

Alternatively, new firms can seek credit financing at local banks. Banks are the larg-
est financier of working capital, which finances raw materials, variable (as opposed to 
fixed) production costs, and labor needed to produce a product. In many countries, the 
government provides loan guarantee programs that assist small firms seeking bank loans. 
If the firm fails to pay the loan back to the bank, the government will pay it. Given the 
reduced risk of losing their money, banks will loan small firms more funds than they 
would otherwise.

Initial Production and Sales
If a person has little experience with a new product or service, how can she or he ensure 
the quality and quantity of production? After the fall of communism in the former Soviet 
Union, which did not allow free enterprise, many new firms emerged in Eastern Europe 
as well as Russia—bakery shops, clothes cleaners, repair services, neighborhood restau-
rants, and so on. One typical way of ensuring quality and quantity was to buy an exist-
ing property in cooperation with employees who had previous experience in producing 
similar products or services. Business properties can be located through the newspaper, 
local government, businesses, local business organizations, and word of mouth. However, 
at times it is necessary to develop new property. 
The decision to use new or old facilities depends 
on their relative costs and benefits. Generally 
speaking, acquiring new property is much more 
costly than using existing plant and equipment, 
and therefore, the potential benefits must be rela-
tively high to justify this choice.

Creating Value
Every business must create value for customers, 
employees, and investors. Customers demand 
quality products at competitive prices. Employees 
seek jobs with good salaries, working conditions, 
and benefits (e.g., health and insurance coverage 
and retirement plans). Investors want fair rates of 
return to compensate them for taking risks in giv-
ing their money to the firm. You can readily infer 

venture capitalists Investors 
in small business firms seeking 
higher-risk and higher-return 
business opportunities by 
purchasing equity ownership 
positions.

angels Venture capitalists who 
are wealthy individuals and 
who likely were previously 
successful small business 
people.

working capital Money 
needed to pay the short-run 
expenses of producing a 
product or service, including 
raw materials, variable 
production costs, and labor.

Shop	owners	in	their	clothing	store.
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that creating value is not easy to accomplish. Managers and employees must work together 
to achieve the firm’s business objectives and realize the firm’s vision for the future.

An illusive but crucial factor in creating value is leadership. In most small firms, the 
owner- manager is highly visible to employees, customers, investors, and others. Lead-
ership entails clearly communicating the firm’s vision, spreading enthusiasm and confi-
dence, providing decision making, and communicating effectively with others. It is not 
enough to have a great business idea; you must follow through with personal actions that 
motivate others to join in the vision of the firm. Leadership can spread throughout an orga-
nization, contributing to managers and employees taking personal responsibility for their 
actions. Leadership can transform a business from one person’s hopes, dreams, and energy 
to those of many people within the firm. In this way value can be created by the firm.

Forms of Small Business Organizations
Sole Proprietorships and Partnerships
The simplest form of business organization is the sole proprietorship—a business owned 
and operated by one person (see Exhibit 4.7). Most small firms begin as a sole proprietor-
ship. A key advantage of this business form is that the individual has total control over 
the enterprise. Many times proprietorships are family businesses that are later passed on 
to children and relatives.

Another early stage business form is a partnership made up of two or more individuals. 
The main reasons for establishing a partnership are that more start-up capital is needed, 
unique and different talents are essential, personal friendships or family ties come into 
play, and companionship is valuable as a lifestyle choice. While these benefits are cer-
tainly reasonable, it is well known that partnerships can suffer from a number of disad-
vantages. Disagreements can arise between the partners in almost any area of business 
management. Conflicts over the firm’s goals, strategy, financing, and so on are common 
over time. More than half of the partnerships run into such serious personal problems that 
the firm is either dissolved or one partner buys out the other partner.

✔ Reality Check
Ask	a	local	businessperson	
for	a	copy	of	his	or	her	firm’s	
business	plan	or	ask	your	lo-
cal	Small	Business	Develop-
ment	Center	for	an	example	
of	a	business	plan.

LEARNING OBJECTIVE 5
Compare the different small 
business organizational forms, 
including sole proprietorships, 
partnerships, corporations, and 
franchises.

EXHIBIT 4.7 Characteristics of Different Kinds of Business Organizations

A	sole	proprietorship
•	 Personal	taxation	of	business	income
•	 Total	control	of	the	enterprise
•	 Problem	of	managing	all	aspects	of	the	business
•	 Problem	of	personal	liability	for	bank	loans
•	 Availability	of	government	support	for	financing	needs

A	partnership	provides	greater	financial	and	human	resources.
•	 Problem	of	management	disagreements

A	C	corporation	is	registered	within	its	home	state.
•	 Corporate	taxation	as	an	individual	entity
•	 Ability	to	issue	common	stock	to	raise	new	equity	capital
•	 Limited	liability	of	managers	and	shareholders
•	 Problem	of	double	taxation	of	earnings	(but	S	corporations	taxed	as	

partnerships)
•	 Problem	of	dilution	of	ownership	control	with	many	shareholders
•	 Problem	of	loss	of	entrepreneurial	spirit

A	franchise	provides	training	and	brand-name	recognition	for	the	franchisee	from	the	
larger	franchisor.

•	 Problem	of	fees	and	royalty	payments
•	 Problem	of	loss	of	independence
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Corporations and Franchises
As small firms grow, it may be necessary to adopt the corporate form of business organi-
zation. A corporation is essentially an individual entity that exists only in legal terms and 
has no physical presence. A C corporation is the most common legal business form; it is 
chartered under state law. The corporate charter lists the name, location, type of business, 
owners, board of directors, and officers (or key managers) of the firm. A fictional individ-
ual, the corporation can live beyond the lifetimes of its current owners and managers. As 
such, its future survival is not dependent on the personal survival of individuals within the 
firm. A key advantage of corporate status is the limited liability of its owners and man-
agers. In the event of the failure of the firm, owners can only lose the investment capital 
that they have put into the firm. Managers can only lose their jobs. The personal assets of 
investors or managers are generally not liable to seizure by creditors.

Another major advantage of the corporate form is that the firm can issue common 
shares to raise capital to expand its assets and grow. Common shareholders not only have 
voting rights within the firm but can receive dividends paid by the firm from its prof-
its. Dividends are paid quarterly by the firm from net income after taxes. If there were 
100 shareholders, the firm had net profits of $10,000, and the firm was going to retain 
$5000 to invest in new equipment for producing its products, the dividend per share would 
be $5000 per 100 shares, or $50 per share. If you held 10 shares, you would be paid $500.

Shareholders can also earn money from an increase in the value of the common shares. 
If 10,000 shares were issued for $10 par value to raise capital, a total of $100,000 would 
then be available to the firm to invest in new assets. These common shares can be sold by 
shareholders to other parties. If the stock price rose to $20 and you owned 100 shares, you 
would make a $10 capital gain on each share sold, for a total profit of $1000. Capital gain 
must be reported on your personal income tax forms. The value, or price, of common shares 
rises (or falls) depending on the profitability and riskiness of the firm over time. Sharehold-
ers and potential shareholders focus on the future expected profits and risks of the business 
in determining the desirability of the common stock and hence its current price.

The corporate form of business is not without disadvantages. One problem is the dou-
ble taxation of earnings. The firm is taxed on its profits, and after the firm pays its taxes 
and disperses its net profits as dividends to shareholders, the dividends are taxed a second 
time as ordinary income paid to shareholders. This double taxation has been under debate 
in the United States for many years. Currently, shareholders pay personal taxes on divi-
dends in excess of $45, but this exemption could be increased in the future. The rationale 
is to increase the rewards to shareholders for investing their savings in firms and taking a 
risk that they might lose money if the firm is not profitable.

Another disadvantage of the corporate form is the dilution of ownership control as 
more and more shares are issued by the firm. Not only do dividends per share and earn-
ings per share decrease as new shares are issued by the firm, but at some point each share-
holder feels somewhat powerless to use her or his votes to exercise ownership control. 
If you held only 10 out of 100,000 shares, you might stop voting on important business 
decisions. In this case managers with administrative control increase in power due to the 
diminishing ownership control on the part of individual shareholders.

A final disadvantage of corporations that can occur is the potential loss of entrepre-
neurial spirit. Managers in firms with diluted ownership control do not have the profit 
incentives of owners to motivate them. In an effort to overcome this potential problem, 
many firms offer managers stock options to buy common shares at a predetermined price. 
If they do a good job, increase the firm’s profits, and stock prices rise, the managers can 
buy shares at the predetermined price and then sell them at the higher market price to earn 
capital gains. Another way to incentivize managers in corporations is to offer bonuses 
linked to performance. In this way managers can earn income above their base salary, 
depending on their achievements to help the firm succeed.

The S corporation (otherwise known as the Subchapter S corporation, due to this 
part of the federal income tax rules) is a hybrid form of company. The corporation has 

C corporation A legal entity 
that is chartered under state 
law.

dividends Quarterly payments 
by the firm from net income 
after taxes to corporation 
shareholders.

par value The initial value of 
stocks issued by a firm.

stock price The market value 
of a share of stock issued by a 
firm.

capital gain The difference 
between the price paid to 
purchase a share of stock and 
the money received when it is 
sold.

double taxation of earnings  
The taxation of a corporation’s 
profits plus the taxation of the 
dividends paid to shareholders 
from after-tax profits.

dilution of ownership control  
The loss of ownership 
control that occurs as 
more shareholders own 
stock, thereby reducing the 
percentage ownership of each 
individual shareholder.

stock options A type of 
compensation that gives 
managers the right to buy 
common shares of stock at a 
predetermined price.

S corporation A hybrid 
form of corporation that has 
limited liability but is taxed 
as a partnership and therefore 
avoids double taxation of 
earnings; also known as a 
Subchapter S corporation.
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limited liability but is taxed as a partnership and therefore avoids the double taxation of 
earnings. Earnings are not taxed on the corporate level; instead, they are passed through to 
shareholders as dividends and taxed only as their personal income. Only domestic firms 
with fewer than 75 shareholders are allowed to be S corporations in the United States, so 
S corporations tend to be fairly small in size.

Finally, the limited liability company (LLC) combines the corporate advantage of lim-
ited liability protection with only the personal taxation of a partnership or S corporation. 
LLCs are owned by their members, who are analogous to partners in a partnership or share-
holders in a corporation, depending on how the LLC is set up. However, if an LLC member 
participates in the firm’s management, profits become subject to self-employment tax.

The franchise is another form of business corporation. A corporation can offer fran-
chises to individuals that allow them to participate as an owner-manager in the firm. 
 McDonald’s Corporation, KFC (Kentucky Fried Chicken) Corporation, and SUBWAY 
have retail food franchises; Holiday Inn Worldwide and Best Western have hotel fran-
chises; and Ace Hardware Corporation, Jiffy Lube International, and Mail Boxes Etc. are 
other examples of franchise businesses. The corporation is the franchisor, and each indi-
vidual owner-manager is a franchisee. The franchise contract details the legal relationship 
between the franchisor and franchisee.

The key advantages of being a franchisee are training and brand-name recognition. 
McDonald’s is well known for its Hamburger University in Oak Brook, Illinois. Accord-
ing to McDonald’s, it is the largest training organization in the United States. Restaurant 
employees receive about 32 hours of training in their first month with McDonald’s. Both 
managers and employees can receive training at Hamburger University. Other franchi-
sors are also very active in providing training to their franchisees. The training helps to 
assure a uniform and high-quality product or service, regardless of the store location. 

limited liability company 
(LLC) A type of corporation 
that combines the corporate 
advantage of limited liability 
protection with the personal 
taxation of a partnership or S 
corporation.

franchise An authorization by 
a corporation to individuals 
that allows them to participate 
as an owner-manager of a 
branch entity of the corporate 
firm.

Franchising: A Way for Small Business and Large Business to Work Together

CASE IN POINT

Many	 small	 businesses	 are	 franchise	 members	 of	
larger	corporations.	Car	dealerships	are	highly	visible,	
small	 franchise	businesses	 in	most	 towns	and	cities.	
They	offer	a	way	for	small	 local	enterprises	to	partic-
ipate	within	a	 larger	corporate	 firm.	 Indeed,	most	car	
dealerships	 are	 owned	 and	 operated	 by	 local	 small	
businesspeople.

Consider	 the	 small	 business	 history	 of	 the	 Min-
uteman	Press	franchise	in	Kent,	Washington.	In	2018,	
Dawn	and	Jeff	Brown	wanted	a	family-owned	franchise	
supported	 by	 a	 larger	 company	 (see	 https://kent-wa 
.minutemanpress.com).	Minuteman	Press	International	
provides	a	positive	 team	culture	and	marketing.	As	a	
full	service	printing	and	marketing	design	company,	it	
offers	business	cards,	brochures,	flyers,	forms,	book-
lets,	and	specialized	printing	services.

Dawn	and	Jeff	not	only	want	 to	attract	new	cus-
tomers	but	also	 to	 form	relationships	with	 local	busi-
nesses	 that	 are	 lasting	 to	 build	 their	 customer	 base.	
They	help	other	businesses	grow	and	prosper,	which	is	
personally	gratifying.	They	formed	a	networking	group	
to	 help	 facilitate	 connections	 within	 their	 community	
for	 themselves	and	others.	Also,	 they	 like	 to	sponsor	
local	 events	 to	 promote	 their	 community	 as	 well	 as	
charitable	organizations.

The	 franchise	 organization	 is	 named	 Minuteman	
Press	International,	a	highly	rated	business	marketing	
and	printing	company.	It	provides	franchisees	training	
services	and	continuous	local	support.	Roy	Titus	and	
his	 son	 Bob	 started	 the	 firm	 in	 1973	 and	 expanded	
into	franchising	in	1975.	Now	the	business	has	about	
1,000	franchise	locations	in	the	United	States,	Austra-
lia,	 Canada,	 South	 Africa,	 and	 the	 United	 Kingdom.	
Based	on	owner	surveys,	the	company	was	named	by	
Franchise	Business	Review	to	its	2018	Top	Franchises,	
2018	Top	Franchise	Leaders,	and	2018	Top	Franchises	
for	Women.

QUESTIONS
1.	Choose	 a	 small	 business	 franchise	 in	 your	 area	

and	 write	 a	 two-page	 report	 that	 summarizes	
its	 founder(s),	 owner(s),	 business	 activities,	 and	
growth	over	time.

	2.	What	 are	 the	 main	 advantages	 of	 owning	 and	
managing	this	franchise	organization?

	3.	What	are	the	main	disadvantages	of	owning	and	
managing	this	franchise	organization?
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Brand-name recognition is important to advertising and consumer acceptance and helps 
to establish a regular customer base for the franchisee. At times franchisors offer financial 
assistance to their franchisees. While McDonald’s does not offer financial support, it is 
likely that bank credit is more readily obtained by franchisees who have been approved 
by the corporation. Thus, franchisor reputation is valuable in obtaining financing. The 
U.S. Small Business Administration has established the Franchise Registry, which allows 
banks and other lenders to verify franchisor information. Finally, franchisors have devel-
oped proven methods of business operation that are passed along to franchisees in the 
form of manuals and regular information updates on taxes, health, insurance, and so on.

There are some possible disadvantages of franchising. Franchisees pay an initial 
franchising fee ($45,000 for McDonald’s) and must come up with start-up cash (about 
$100,000 for McDonald’s). Royalty payments on gross monthly sales (about 4 percent for 
McDonald’s) are common. In some cases franchisors also charge 1 to 2 percent of sales 
to help cover corporate advertising costs. The franchisor seeks to standardize the prod-
uct or service by placing a variety of restrictions on franchisees, geographic area, store 
appearance, products and services sold, operating details, and so on. These restrictions 
tend to reduce entrepreneurial independence and opportunities to some extent. Franchise 
management is not for everyone. Nonetheless, franchisors do lower the chance of failure 
and increase the ability to earn a fair profit for franchisees. For all these reasons, they are 
a popular corporate form that enables franchisor firms to grow rapidly and tap into the 
dynamic entrepreneurship of the small business sector.

Another example of a franchise organization is Just-A-Buck. Eileen Caccavone and 
Jan Pitman were busy moms in the 1980s. They met each other through their husbands, 
who owned service stations in New York’s Hudson Valley region. Even though they had 
little or no previous business experience, together they founded Just-A-Buck stores in 
1988 and began franchising the concept to help raise capital and motivate entrepreneurs 
to expand their store’s footprint in New York and Connecticut. A number of stores are 
owned by recent immigrants from other countries who wanted to work for themselves and 
experience the American dream. Today there are almost 20 Just-A-Buck stores spanning 
six U.S. states. And Caccavone’s and Pitman’s husbands sold their service stations and 
now work for the business.

Small Business Management Decisions
Hiring Employees
All firms seek to hire the best employees. However, there are differences between the 
personnel needs of small business and those of large business. Small firms offer employ-
ees a chance to gain experience and to move into responsible positions at a faster pace 
of advancement than large firms. Each employee in a small business is relatively more 
important to the business and more expensive to train than in a large business. In a small 
business, the president and chief executive officer may well offer employees hands-on 
training sessions. This type of training would be unlikely in a large firm! Another differ-
ence is that small firms have higher failure rates than large firms. For this reason, small 
firms must be particularly careful in recruiting employees who can do the job and main-
tain quality expectations of customers.

Some employees are attracted to small business job opportunities not only by the 
chance to move up faster but also by the flexibility of working hours, recognition of 
their individual efforts, and possible monetary rewards. Salary structures can be readily 
adapted to employee productivity, using either changes in wages, commissions on sales, 
or stock options in the firm. Also, some employees aspire to reach managerial positions 
that might be more difficult to reach in a large firm. They might someday want to run their 
own small business or eventually take over a franchise of the existing firm.

There are many sources of potential job applicants. High schools, trade schools, col-
leges, and universities are good places to find young workers. State and local employment 
offices offer referrals of individuals seeking employment with specific job descriptions. 

✔ Reality Check
What	is	the	local	business	
franchise	in	your	area	that	
you	most	frequently	visit?	
Why	do	you	choose	to	go	
there	as	a	customer?

LEARNING OBJECTIVE 6
Evaluate key small business 
management decisions, 
including hiring employees, 
ethics issues, family business 
benefits and costs, going 
public versus staying private, 
and controlling internal and 
external business risks.



132 Part 1 The Nature of Contemporary Business

There are also private employment offices and executive search firms that can be used, 
especially if professional managers are needed. Small firms can advertise that they have 
job opportunities available in local newspaper want ads, on Internet websites specializing 
in posting job applicants’ resumes, and by word of mouth in their community.

Screening job candidates involves sifting through application forms in an attempt to 
find applicants that fit the job profile. Once a set of final candidates is identified, personal 
interviews are required to evaluate interpersonal skills, attitudes, and personality. It is im-
portant to carefully consider the diversity of the employee ranks. Today, more women and 
minorities are needed in the workplace than in the past to better meet the diverse customer 
base that most firms confront in the marketplace.

It is important to offer employees quality training to ensure that they are prepared 
to function competently in their jobs. New employees are less experienced in handling 
customer orders than more experienced employees. It is imperative that new employees 
receive assistance from the other employees, as well as continued training, to become 
 effective workers. Some existing employees may receive added compensation for train-
ing duties to motivate and reward them for excellent work.

Ethics in Entrepreneurship
Business ethics comprise moral values, standards of behavior, cultural norms, social cus-
toms, and legal systems. A small business manager needs to understand the laws that 
affect the firm’s activities and communicate them to the employees. Laws pertaining to 
discrimination, personal abuse, and human rights are especially relevant to ethical issues. 
People have rights as citizens that businesses must respect.

Organizational policies and procedures regarding interactions among workers, cus-
tomers, and other individuals and businesses are another level of ethical standards. Each 
business should create a written document that clearly states the entrepreneur’s guidelines 
for ethical business practices. Can employees use equipment, such as phones and com-
puters, for their personal needs? Which personal or family emergencies can be excused 
to allow employees to temporarily leave work? What are the privacy rights of employees 
in their use of e-mail messages and other forms of communication? Employees should 
receive a copy of the document and be advised that violation of policies and procedures 
with respect to ethical conduct can result in dismissal.

Another application of ethics in business is an entrepreneur’s personal philosophy 
about how people should be treated. It is difficult for laws as well as firm policies and 
procedures to cover all dimensions of such a complex concept as ethics. Sometimes a 
company credo or code is developed to highlight an ethical philosophy. What is the dif-
ference between right and wrong? What standard should be applied to ethical problems 
that inevitably arise in human interactions in a business firm? To which values should 
employees adhere in their work duties? A business philosophy can give guidance to peo-
ple within the firm about how to deal with ethical challenges. One way to operationalize 
a business philosophy is to set out a list of principles that are consistent with the philos-
ophy. Each principle of conduct should give a concrete example of how employees can 
apply the firm’s philosophy to their work. For example, a common business assumption 
is that customers are critical to the firm’s future success. As such, the principle that the 
“customer is king” implies that even if a customer seems unreasonable, she or he will be 
treated with all due respect and every effort will be made to satisfy the customer’s de-
mands. When an employee is not sure how to handle an ethical problem, the entrepreneur 
and employee should discuss the best course of action under the circumstances.

It is conceivable that a decent person will engage in an unethical act. The stresses of 
everyday life as well as competitive pressures facing the firm can cause employees to 
suffer lapses in ethical behavior. Also, sometimes people make mistakes because they 
do not foresee an ethical dilemma until it happens. These ethical blunders are bound to 
occur. Entrepreneurs need to be flexible and implement policies that accommodate ways 
of overcoming ethical mishaps. Naturally, an employee who repeatedly makes ethical 
mistakes should be counseled and may have to be released if counseling fails to correct 

company credo A business 
philosophy that provides an 
ethical standard for a firm, 
as well as its managers and 
employees.
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lapses. When employees are hired, it is essential to discuss ethical business practices in 
the interview process so that they know what is expected by the entrepreneur.

Finally, ethics in business encompasses social and environmental responsibility. To-
day, many educated customers want to buy products and services from firms that are 
sensitive to community social needs (poverty, homelessness, health care, human rights, 
etc.) and environmental concerns (pollution, forests, animal rights, recycling, wasteful 
resource use, etc.). Firms that do not demonstrate social and environmental responsibility 
to their customers can suffer lost sales.

Running a Family Business
Most small business firms are family owned and operated. When family and business are 
intertwined, there are costs and benefits that should be considered. Some of the costs are

n Conflicts between family members
n Management succession disagreements
n Arguments over money
n Differences in the vision and strategic planning for the firm
n Management control of family employees

Of these costs, management succession is the main reason why small firms go out of 
business. Accumulated wealth in a family business must at some point be transferred 
to the next generation. Siblings can end up in bitter battles for control of the firm and 
its management. Parents as founders must communicate to their children their wishes 
concerning who will own and manage the firm in the future. Sometimes it is necessary 
to select someone outside the family to assume the management reins. Obviously, man-
agement succession is an emotionally charged issue. Founders can increase the chances 
of a smooth succession by being fair, open, and respectful of all family members’ views 
in this regard.

The benefits of a family business are

n Spending more time with family members
n Helping family members succeed in their work
n Sharing common family values that are incorporated in the business
n Strengthening family bonds
n Developing trust and mutual cooperation

Family members who do not work in a family enterprise will often end up living and 
working in different locations, having different types of jobs, and having limited time on 
vacations and holidays to be with other family members. By contrast, family businesses 
tend to bring family members closer to one another. Family businesses have fewer em-
ployee problems in hiring, promotion, and reward compensation. Also, family members 
are likely more loyal and stable workers than other employees with no personal attach-
ment to the business.

There are many good examples of family businesses. The Duncan Coffee Company 
was established in 1918 by Herschel Mills Duncan in Houston, Texas. The company 
gained a reputation for special blends that were served in fine restaurants and hotels. 
After Duncan died in 1957, the company was sold to Coca-Cola. However, in 1997, 
great grandson H. Mills Duncan IV, 38 and a successful entrepreneur in commercial real 
estate, decided to reestablish the Duncan Coffee Company. Like his grandfather before 
him, he began marketing high-quality, fresh-roasted coffee beans to the best restaurant 
and hotel establishments in the Houston region. Because coffee beans lose their freshness 
after roasting, batches of beans were custom-roasted to order and promptly delivered to 
customers. The local success of the business attracted some offers to buy and expand the 
company, but Duncan has resisted these offers because he feels that the quality of the cof-
fee would suffer. Also, he would prefer that the small business stay in the family this time.
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Bob’s Valley Market has become a gathering place for locals in Helena, Montana. 
Pat Bartmess had over 35 years of retail experience before she and her husband Bob 
purchased a 900-square-foot country store and gas station. They obtained a Small Busi-
ness Administration loan to finance one of numerous remodeling projects. Their mission 
has been to “provide personal service to customers in a clean, friendly environment.” 
The family sought additional SBA, state, and bank financing to open an entirely new 
12,000-square-foot facility with a fuel area, deli, bakery, meat department, and produce 
section. The store offers groceries, gasoline and diesel fuel, fish and game licenses, lotto 
and lottery tickets, an instant cash machine, transport permits, a post office, and a notary 
service. The family-owned corporation has become a mini-supermarket that meets com-
munity needs not only for goods and services but also for community social interaction.

Owners Debbie and Hassan Hamedi started Electro-Connect, Inc. (ECI) in Menomonee 
Falls, Wisconsin, in their basement 25 years ago. Manufacturing complex medical and 
industrial electronic assemblies, they expanded their small business by founding an en-
gineering firm, D&H Global Enterprises. Classes for women and minority entrepreneurs 
offered by the SBA in cooperation with local business experts helped them to better man-
age government contracts, accounting and finance issues, and strategic planning.

Going Public Versus Staying Private
Small businesses have the choice of staying private or going public. Private firms have 
more direct control of the business and less outside interference than public firms. The 
stock of private firms is held primarily by the president or founder. For a number of rea-
sons, a private firm may seek to issue stock to the general public. One major reason is that 
new capital must be raised to finance growth. Demand for the firm’s products is strong 
enough to justify the expansion or upgrading of the firm’s physical facilities. Another 
reason is that the owner-manager can increase his or her personal wealth by issuing stock 
and allowing the market to set a price for the firm’s stock. Due to investor interest in the 
firm, it is possible that the market price will be higher than the accounting (or book) value 
of the stock. Suppose the stock value is $10 per share as listed in a firm’s accounting 
statements. This book value was determined at the time the stock was first issued. With 
a public sale, if investors were willing to pay $15 per share, the personal wealth of the 
owner-manager would rise $5 per share, or 50 percent.

If a firm decides to go public, there are two possible avenues. Most commonly, firms 
are bought by another firm in an acquisition. The firm may be totally absorbed into the 
acquiring firm (known as a merger), or it may become a component of the acquiring firm 
and remain intact for the most part. In the former case, the owner-manager likely exits the 
firm, whereas in the latter case, the owner-manager may well remain as the head of the new 
component or division of the acquiring firm. Another alternative is an initial public offer-
ing (IPO). In an IPO the owner-manager maintains the role of president and chief operat-
ing officer but sells shares of stock to people outside the firm. When going public, should 
the firm sell out or use an IPO? This decision is both a personal and a financial choice. 
Some entrepreneurs prefer the IPO to keep closer control of the firm. Other entrepreneurs 
choose to sell out if they no longer want to run the business. Also, when comparing a sell-
out versus an IPO, the price of the stock in these two situations should be compared.

Sometimes a venture capitalist or angel can influence decisions about going public 
or staying private. Venture capital firms and angels typically have owned and operated 
successful small businesses in the past. Venture capitalists obtain a high degree of control 
of the firm for a specified period of time. For example, a venture capitalist contributing 
$1,000,000 of equity capital to the firm could demand control of the firm for five years. 
The entrepreneur might after five years have the option to buy out the ownership shares 
of stock held by the venture capitalist. At that time the firm would revert back to the 
complete control of the entrepreneur. However, what if the entrepreneur did not have 
the capital to buy out the venture capitalist? In this case the venture capitalist could as-
sist the entrepreneur with contacts and advice regarding going public via a sellout or an 
IPO. With the profits from this sale of shares, the entrepreneur could buy back her or 

acquisition The purchase of 
one firm by another for a price 
that is paid to the purchased 
firm’s owner(s).

initial public offering (IPO)  
The first public sale by a firm 
of its common stock.
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his controlling interest in the firm. However, if the firm is sold to an acquiring firm, it 
is likely that the entrepreneur will have only a minority ownership interest in the larger 
combined firm made up of the acquired and the acquiring firms. Generally speaking, it is 
recommended that an entrepreneur seek legal and business counseling when considering 
sellouts and IPOs.

Controlling Business Risks
Small businesses have relatively high failure rates compared to larger firms, especially 
in their early years. Risks of losses that severely cripple the business or even cause 
bankruptcy are known as business risks. As shown in Exhibit 4.8, business risks can be 
internal or external in origin. Internal business risks include elements under the direct 
control of management, such as a poor business plan, bad leadership, too much debt, 
inexperienced management, and marketing problems. An example of bad leadership or 
inexperienced management is losses due to costs rising faster than revenues. Note that 
the firm may well be experiencing rising sales revenues and could have all the outward 
appearances of a successful business. However, rising wage costs, equipment and supply 
costs, overhead expenses for building space and land, and taxes could more than offset 
increasing revenues. Or, sales may suddenly slow down with the result that revenues fall; 
unfortunately, many operating expenses mentioned above may be fixed or can only be 
decreased gradually. Again, the firm’s profits could turn negative and trigger a bankruptcy 
if the firm cannot pay its bills on time.

Another important internal business risk concerns the potential inability to pay debt. 
Suppose that a firm seeks debt financing at a local bank. It will have to submit accounting 
and other information as part of the loan application. The bank will use this information 
to determine the ability of the firm to pay its debt. Firms with higher levels of debt or 
with sales that fluctuate considerably over time tend to be more susceptible to failure or 
bankruptcy risk. Also, firms with high fixed operating expenses, due to maintenance costs 
of a manufacturing factory building and equipment, tend to have a higher failure risk than 
other firms. And, firms with little extra cash or financial assets to cover losses will be 
exposed to greater bankruptcy risk than those with more cash or financial assets.

Small business managers can overcome these internal business risks by working with an 
accountant or local banker on their financial condition. Accounting statements from quar-
ter to quarter are needed to examine operating revenues and costs over time and gain a bet-
ter understanding of internal business risks. Most internal business risks are controllable.

By contrast, most external business risks are uncontrollable. Any successful firm is 
bound to attract competition. Aware of the firm’s success, other firms act to make inroads 
into the firm’s market. The resulting loss of customers can cause sales to fall as compet-
itive pressures increase. Or the firm may have to cut its prices to discourage competitors 
from entering the market. The lower prices of products will lower sales revenues even if 
sales levels stay the same as before.

Customer tastes and trends can impact a firm. For example, a new product may capture 
initial customer interest simply because it is different from other products. However, as 

business risks Internal and 
external risks of losses that can 
severely cripple a business or 
even cause bankruptcy.

EXHIBIT 4.8  Sources of Business Risks: Reasons for Small Business 
Failures

Internal Business Risks External Business Risks

Poor	business	plan
Bad leadership
Too	much	debt
Inexperienced	management
Marketing	problems

Competitor	firms
Changes	in	customer	preferences
Economic	downturn
Catastrophic	losses	from	property	
damage,	personal	liabilities,	and	legal	
problems
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the newness wears off, sales could drop as some customers seek out newer products or 
return to their old product purchases.

The business sector in free market economies is prone to cycles. Business cycles al-
ternate between economic expansions and later economic contractions called recessions. 
Economists define recessions as two consecutive three-month periods (or quarters) in 
which the output of goods and services decline. Normally, economic expansions last five 
to eight years, while recessions are fairly brief at less than one year. Longer, more severe 
recessions are termed depressions, which can last for as long as five to ten years. Over 
the past 200 years, there have been only a few full-blown depressions in the United States. 
Small businesses are adversely affected by recessions and depressions due to the fall in 
consumer demand in these periods. Economic slowdowns cause business sales to fall, 
layoffs of workers by business firms, and an increased number of bankruptcies. What can 
a small business do to survive a recession? Foremost, it can stay informed about the state 
of the economy. Newspapers, radio and TV, and the Internet regularly give data and opin-
ions on the economy. If this information points to an economic slowdown, small busi-
nesses can take defensive actions by cutting back inventories, reducing debt expenses, 
lowering fixed and other expenses, slowing down salary raises, and working harder to 
make sales. It is true that laying off workers can reduce expenses also. But this reduction 
may be implemented by not replacing workers moving to other jobs or retiring. These 
defensive actions will enable the firm to build its cash in hand and increase the chances 
that it can keep paying its day-to-day bills as the economy moves into a recession.

Lastly, small businesses need to carefully evaluate unexpected losses from property 
damage, personal liabilities, and legal problems. These sources of external business risk 
can be managed by purchasing insurance. Property losses due to fire, water and wind 
damage, lightning, and crime are often covered by insurance. Property insurance on 
cars, buildings, equipment, and other valuable physical assets is a way to transfer these 
risks to an insurance company. An insurance premium must be paid to the insurance 
company on a monthly or periodic basis to obtain coverage.

Liability insurance covers payments to employees under worker compensation laws 
that require employers to pay health and disability costs to injured employees. Another 
area of liability loss is court decisions against the firm. One type of court decision is the 
violation of a contract with a supplier or customer. Another type is negligence lawsuits 
that claim the firm did not exercise reasonable care in protecting the safety of employees 
and others. Examples are a customer getting hurt by slipping on a loose stairway step, a 
defective product that injures a customer, and improper installation of a product. Court 
cases are expensive, and regardless of who wins a court decision, they can absorb consid-
erable work hours, and result in lawyer fees and other costs of litigation.

Personal losses include expenses attributable to health problems and death. Health 
 insurance is necessary to protect against the high costs of medical treatment, such as 
doctor and dentist visits, vision care, prescription drugs, and major medical procedures. 
Group plans can be purchased by a firm for all its employees under a single policy to 
lower the premium cost per individual. Disability insurance can be purchased to cover 
longer-term expenses resulting from a chronic medical condition that prevents a person 
from continuing to work. Life insurance is intended to pay a death benefit to a bene-
ficiary (e.g., a family member or friend). For small businesses, the death of the owner- 
manager can be devastating not only to the firm but also to the spouse and heirs. An estate 
plan seeks to reduce taxes on the family level and to provide for an orderly transfer of 
wealth as specified in the owner-manager’s will. It also can name the future leaders of the 
firm and, therefore, help in the problem of leadership succession. Small businesses should 
work with their accountant, lawyer, and insurance agent to draft an estate plan and will 
or testament, in addition to reviewing their external business risks and related insurance 
needs. The adage “penny-wise and pound-foolish” certainly applies to ignoring insurable 
external business risks to cut operating costs.

Exhibit 4.9 shows that most firms voluntarily close their doors or fail. Voluntary firm 
closures occur when the owners sell their firm, quit due to inadequate profits, retire and 

recessions Relatively brief 
slowdowns, or contractions, 
in economic activity within a 
business cycle.

depressions Long, severe 
economic downturns that are 
particularly damaging to a 
business economy.

property insurance Protection 
purchased from an insurance 
company against property 
losses due to fire, water and 
wind damage, lightning, crime, 
and so on.

insurance premium A 
payment to an insurance 
company on a monthly or 
periodic basis for insurance 
coverage.

liability insurance Insurance 
coverage of employees under 
worker compensation laws 
that require employers to pay 
health and disability costs to 
injured employees and liability 
losses in court decisions 
against a firm.

health insurance Protection 
offered by insurance 
companies against the high 
costs of medical treatment, 
such as doctor and dentist 
visits, vision care, prescription 
drugs, and major medical 
procedures.

disability insurance Protection 
offered by insurance 
companies against longer-
term expenses resulting from 
a chronic medical condition 
that prevents a person from 
continuing to work.

life insurance Protection 
offered by insurance 
companies intended to pay a 
death benefit to a beneficiary 
(e.g., a family member or 
friend).

estate plan A plan that seeks 
to reduce taxes on the family 
level and provide for an 
orderly transfer of wealth and 
leadership within a firm.
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liquidate the firm, or simply lose interest in the firm. Bankruptcy is triggered by the 
failure to pay bills on time. If the firm cannot pay its bills, then it can be forcibly closed 
by creditors, suppliers, and others who have unpaid bills outstanding. It is difficult to 
determine the exact rates of voluntary and bankruptcy closures of small businesses due 
to differences between various kinds of businesses. Roughly speaking, according to the 
Small Business Administration, about 30 percent of new small businesses close within 
two years of start-up. And, about 50 percent of small businesses close within five years. 
About one-third survive ten years or more. Most closures are voluntary as opposed to 
forced under bankruptcy. These statistics make clear that small businesses have much 
more failure risk than large firms. What can small businesses do to increase their chances 
of success? First, it is important to recognize the internal and external business risks fac-
ing the firm. Second, managers need to take steps to control or offset these risks in order 
to lower the probability of failure. Third, it is useful to review typical mistakes that lead 
to business failures (see Exhibit 4.10).

Careers in Small Business
So many small business opportunities exist out there that it can be difficult to decide on the 
best choice for you. The U.S. Department of Labor has established a comprehensive data-
base named the Occupational Information Network (O*NET OnLine) at whose website, 

✔ Reality Check
Is	it	ethical	for	a	business	to	
maximize	its	profits	at	costs	
to	its	employees,	customers,	
community	citizens,	and	
other	parties	with	which	it	
interacts?
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EXHIBIT 4.9 Average Cumulative Survival Rates for Establishments 
by Birth Year
Source:	U.S.	Small	Business	Administration,	Bureau	of	Labor	Statistics.

EXHIBIT 4.10 Common Causes of Small Business Failure

•	 Choosing	a	business	that	is	not	very	profitable
•	 Inadequate	cash	on	hand	to	carry	the	business	through	the	first	six	months	or	so	before	it	starts	making	money
•	 Failure	to	clearly	define	and	understand	the	business’s	market,	customers,	and	customers’	buying	habits
•	 Failure	to	price	the	business’s	product	or	service	correctly
•	 Failure	to	adequately	anticipate	cash	flow	in	terms	of	expenses	for	inventory	and	later	receipts	on	sales
•	 Failure	to	anticipate	or	react	to	competition,	technology,	or	other	changes	in	the	marketplace
•	 Trying	to	do	everything	for	everyone,	which	leads	to	spreading	the	business	too	thin	and	so	diminishes	quality
•	 Overdependence	on	a	single	customer
•	 Uncontrolled	growth,	as	going	after	all	possible	opportunities	drains	the	business’s	cash	and	actually	reduces	

overall	profitability
•	 Managers	believing	they	can	do	everything	themselves,	instead	of	delegating	authority	to	others
•	 Inadequate	management,	which	commonly	occurs	as	a	company	grows	and	individuals’	abilities	to	manage	

and	plan	become	ill	suited	to	the	new	situation

Source:	U.S.	Small	Business	Administration,	Office	of	Advocacy,	Washington,	DC,	2003	(http://www.sba.gov/).
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Summary n
LEARNING OBJECTIVE 1
Explain why small business is important.
Small businesses are vital to any country as catalysts for 
dynamic change in the business sector. New firms arise in 
a competitive business environment to replace old, out-
dated firms in the process of creative destruction. Small 
firms play a central role in the invention and innovation 
of new products and services demanded by customers. 
What they give up in efficient production due to a lack of 
scale economies compared to large firms, small firms gain 
back in terms of experimentation, flexibility, diversity, 
and change, which enable them to thrive in market niches. 
The small business sector is large in most developed coun-
tries, accounting for over 50 percent of employment in the 
United States as well as most new job creation. Technol-
ogy and globalization of the business world are lending 
themselves to more family businesses, greater market ac-
cess, and increased networking of small firms.
LEARNING OBJECTIVE 2
Discuss the ways government can support small business 
enterprises.
In recognition of the importance of the small business 
to national business development, governments in many 
countries offer a variety of forms of assistance to entre-
preneurs. Information on how to start a business, business 
plans, financing, and so on is available on a number of 
government websites and at local government offices in 
many communities.
LEARNING OBJECTIVE 3
Describe the personal qualities and training needed to be 
a successful entrepreneur, including the cases of women 
and minorities in small business.
Entrepreneurs can be anyone with a business idea about 
something people want. Rather than working for an estab-
lished firm for a regular wage, entrepreneurs set out to own 
and operate their own business. Some advantages are be-
ing your own boss, directly receiving the rewards of your 

labor, working at home or in a family business, and life-
style benefits. Entrepreneurs tend to be people who have 
a commitment to make the business profitable, desire in-
dependence, have self-confidence in their personal ability, 
and are risk takers to some degree. Education and training 
are important in reducing the risk of failure. Interestingly, 
women and ethnic groups hold a prominent place in the 
small business sector due to the fact that diversity is a key 
ingredient to building a prosperous small business sector.

LEARNING OBJECTIVE 4
List and briefly define each of the essential components of 
a business plan.
Developing a business plan is a crucial step in starting a new 
enterprise. Some of the components of this plan are the vi-
sion statement, goals, strategies, and products and services, 
as well as marketing, management, operating, and financial 
plans. Business ideas should be backed up with marketing 
research to gauge customer demand. Seed money is needed 
to begin initial production and keep the firm going for one to 
two years. Venture capitalists (including angels), banks, and 
the government are common sources of start-up funding. 
To create value, a business must contribute to its customers, 
employees, and investors. Leadership by the owner-man-
ager is a necessary factor in creating value in any firm.

LEARNING OBJECTIVE 5
Compare the different small business organizational forms, 
including sole proprietorships, partnerships, corporations, 
and franchises.
Different forms of business organizations exist. The sole 
proprietorship and partnership are most often used at the 
early stage of a firm’s development. As firms grow, they 
should consider the corporate and franchise forms of orga-
nization. These forms allow greater access to capital and 
faster growth. Each form has its advantages and disadvan-
tages, which should be evaluated by the small business en-
trepreneur. Differences among these organizational forms 
are evident with respect to direct versus indirect control, 

https://www.onetonline.org/, job seekers can learn about the skills required for particular 
occupations. Links to other valuable Internet resources are provided, including wage and 
occupational trend information and job accommodations for those with disabilities.

According to then-Assistant Secretary Emily Stover DeRocco, head of the depart-
ment’s Employment and Training Administration, “This tool identifies the requirements 
of the twenty-first century workplace so that employers and job seekers can speak the 
same language about job opportunities. Hiring better-suited workers increases the job 
satisfaction of workers and retention of employers.” Not sure about what occupations are 
right for you? O*NET has Career Exploration Tools that allow you to review opportuni-
ties on the basis of your personal qualities and preferences.

Another good source of information on careers is the website at www.careers.org. You 
can get career advice, distribute your resume, and check available jobs listed there. The 
website also has detailed profiles of colleges and universities around the world.
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manager versus firm liability, personal versus corporate 
taxation, and the book value versus the market value of 
stock.

LEARNING OBJECTIVE 6
Evaluate key small business management decisions, in-
cluding hiring employees, ethics issues, family business 
benefits and costs, going public versus staying private, 
and controlling internal and external business risks.
Key small business management decisions must be made 
about hiring employees, ethics in entrepreneurship, run-
ning a family business, going public versus staying pri-
vate, and controlling business risks. In small firms each 
employee is relatively more important and more expensive 
to train than in large firms. Small firms offer employees a 
chance to gain experience and get promoted to a higher 
position at a faster rate than large firms. Ethical issues 
abound in the business environment of small firms. Legal 
issues, organizational policies and procedures, and a busi-

ness philosophy (i.e., company credo or code) are impor-
tant to communicate to all employees. Many small firms 
are family businesses that have their own unique set of 
costs and benefits. At some point a small firm may decide 
to go public by selling out or doing an initial public offer-
ing (IPO) of its stock. This decision involves how much 
control is desired by the owner-manager and financial 
wealth implications. Issuing common stock diminishes 
control of the firm (as shareholders can vote on major firm 
decisions) but can increase the wealth of the original busi-
ness owners by selling the stock for an attractive price. 
Finally, business risks can arise from both internal and ex-
ternal sources. Internal risks are directly under the control 
of management and relate to the firm’s revenues and costs. 
External risks are not under the control of the firm—for 
example, competition from other firms and catastrophic 
losses from property damage and legal problems. Small 
firms should work with their accountant, insurance agent, 
and lawyer to manage external business risks.

Chapter Questions n
 1.  How does small business affect employment in a 

country?
 2. What is creative destruction, and what role do small 

firms play in this process?
 3. How can small firms compete with large firms that 

have the advantage of economies of scale?
 4.  What is a home business, and why do some people opt 

for this type of small business?
 5. List three things that government can do to support 

small business development in a country.
 6. Are entrepreneurs different from other people? How? 

What is an intrapreneur? Why would someone prefer 
to be an intrapreneur rather than an entrepreneur?

 7. What kind of education and training would help to 
prepare a person to run a small business?

 8. Why are women and minorities important to main-
taining a vibrant small business sector?

 9. In a business plan, what are the vision, or mission, 
statement, goals, and strategies? Why are these im-
portant for small business firms?

 10. Form groups of four people in the class. Students will 
meet in these groups for 30 minutes. Each group is 
required to propose an idea for a new business based 
on group members’ personal experiences, and explain 
why they believe their idea will be successful. (Note: 
This assignment can be completed either in class or 
outside of class at the discretion of the instructor.)

 11. What other key components, in addition to those men-
tioned in question 9, should be in a good business plan?
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 12. Who are venture capitalists? Angels? What role do 
they play in the early stages of development of a 
growing small business?

 13. How can firms create value? What is a crucial factor 
in successfully creating value?

 14. Compare the sole proprietorship and the partnership 
forms of business organizations.

 15. Why would a firm opt to become a C corporation? S 
corporation?

 16. What are the advantages and disadvantages of the 
franchise form of corporation?

 17. Form groups of four people in the class. Each group 
is responsible to visit a local franchise, meet with its 

manager or owner, and write a report on the strengths 
and weaknesses of the operation of the franchise.

 18. What is small business ethics? Discuss legal criteria, 
organizational policies and procedures, and personal 
philosophy as dimensions of small business ethics.

 19. Give two ways for a private small business firm to go 
public. How could a venture capitalist influence this 
decision?

 20. What are internal versus external business risks? What 
can small businesses do to help control these risks?

Interpreting Business News n
 1. In the newspaper you read that “Creative destruc-

tion among business firms has been led by dynamic 
changes taking place in the small business sector.” 
How would such changes eventually result in both 
increased employment and increased profitability of 
business firms in the future?

 2. A firm issues new shares of its common stock. How 
might this determine who controls the firm?

 3. A company’s credo or code is to produce the highest 
quality products without cutting corners and without 
damaging the environment and community in the sur-
rounding area. What kind of ethical values does this 
credo suggest?

Web Assignments n
 1. Go to the Small Business Administration’s website 

(www.sba.gov) and look for a reference to starting 
your business. From the information there, put to-
gether a start-up checklist.

 2. What kind of assistance can small business firms 
obtain to export their products to other countries at 
the U.S. Department of Commerce’s website, www 
.export.gov? Use the Search box on the website to 
find three examples of such support.

 3. Use an Internet browser to explore small business 
support groups in your area. What kinds of organi-
zations did you find? What kinds of support do they 
offer to foster the success of small businesses in your 
community?

 4. What kind of career fits you? Go to the U.S. Depart-
ment of Labor’s O*NET website, http://www.onet 
center.org, and explore occupations based on your 
personal skills and characteristics.

Portfolio Projects n
Exploring Your Own Case in Point
This chapter examines principles of small business plan-
ning and development. However, many of these princi-
ples are applicable to firms of all sizes. For your selected 
company, some key questions to answer in this area are as 
follows.

 1. Does your selected firm have franchises? If not, why 
do you think that they are not used by the firm?

 2. What is your company’s credo or business philos-
ophy? How does the firm implement this credo in 
practice?

 3. Go to your firm’s website and find its accounting and 
financial information. If there is no website for your 
firm, go to http://finance.yahoo.com/ and search for 

your company’s name there. What kind of data can 
you find? Also search for stock price information 
about your company. How has your company’s stock 
been doing?

Starting Your Own Business
After reading this chapter, your business plan should con-
tain answers to the following questions.

 1. How is your new business related to your own per-
sonal experiences and life?

 2. What is your vision for the new business?
 3. Provide detailed descriptions of the firm’s products or 

services in addition to discussing their innovative or 
new aspects.



 Chapter 4 Small Business and Entrepreneurship 141

TEST PREPPER

You’ve read the chapter, studied the key terms, and the exam is any day now. Think you are ready to ace it? 
Take this sample test to gauge your comprehension of chapter material. You can check your answers at the 
back of the book.

True/False Questions
Please indicate if the following statements are true or false:

_____  1.  The competitive process of business success 
and failure proposed by Joseph Schumpeter is 
known as creative destruction.

_____  2.  Computer and telecommunications technology 
is increasing the number of home businesses 
and opening up new working opportunities for 
disabled persons.

_____  3.  Entrepreneurs can earn a salary from running 
a small business but are not allowed to earn 
extra income from the net profits of the firm.

_____  4.  SCORE is an organization made up of retired 
executives that seeks to help small businesses 
get professional counseling services.

_____  5.  Ethnic diversity is an important ingredient in 
building a more prosperous small business 
sector.

_____  6.  Seed money is the net profit earned by a small 
business firm.

_____  7.  A company credo or code is important as a 
marketing jingle or catchy phrase to attract 
customers.

_____  8.  Risks of losses that severely cripple the busi-
ness or even cause bankruptcy are known as 
business risks.

_____  9.  Disability insurance can be purchased to cover 
longer-term expenses resulting from a chronic 
medical condition that prevents a person from 
continuing to work.

_____ 10. A severe recession is known as a depression.

Multiple-Choice Questions
Choose the best answer.

 1. Some experts consider a small business with fewer 
than five employees to be a

 a. partnership.
 b. microbusiness.
 c. sole proprietorship.
 d. C corporation.
 e. S corporation.

 2. A person within a large corporation who takes respon-
sibility to develop a new product through innovation 
and risk taking is referred to as a(an)

 a. entrepreneur.
 b. small business owner.
 c. intrapreneur.
 d. inventor.
 e. innovator.
 3. Government can support small business by
 a. reducing the number of government websites.
 b. making more complex tax rules.
 c. diminishing access to financial resources.
 d. decreasing access to important information.
 e. reducing burdensome regulation.
 4. Which of the following is not a personal quality of an 

entrepreneur?
 a. Commitment to make the business profitable
 b. Enjoying working for her- or himself
 c. Self-confidence to be able to run the business
 d. Fear of failure
 e. Risk taker willing to take the plunge and start a 

small business
 5. Which of the following is not an essential component 

of a small business plan?
 a. Common stock
 b. Vision, or mission, statement
 c. Goals
 d. Strategies
 e. Overview of the company
 6. Leadership entails
 a. avoiding enthusiasm and confidence.
 b. reducing decision making.
 c. decreasing effective communication with others.
 d. getting all other people to do the work.
 e. motivating others to join in the vision of the firm.
 7. If you bought a share of common stock for $10 and its 

price rose to $15, you would earn a ______________
of $5.

 a. capital gain
 b. dividend
 c. payment of interest
 d. value in exchange
 e. total value

F
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 8. A franchise has the disadvantage of
 a. training of employees and managers.
 b. brand-name recognition.
 c. payment of an initial franchising fee.
 d. franchisor reputation.
 e. financial assistance from the franchisor.
 9. Which of the following is an internal (as opposed to 

external) business risk?
 a. Competitor firms
 b. Downturn in the general economy
 c. Catastrophic losses from property damage
 d. Sudden changes in customer preferences and 

demand
 e. Large amounts of debt within the firm

 10. Which of the following types of insurance pays a 
death benefit to a beneficiary?

 a. Life insurance
 b. Health insurance
 c. Liability insurance
 d. Property insurance
 e. Credit insurance


