Chapter 5   Options for Organizing Small and Large Businesses   

Part 2   Starting and Growing Your Business

chapter 5

options for organizing small and large businesses

Learning Goal 1:  Distinguish between small and large businesses and identify the industries in which most small firms are established.

Key Term:

Small business

Class Discussion Notes:

1. What is a small business?

a. Firms that are independently owned and operated, not dominant in their fields, and meet size standards.

b. Small Business Administration definitions:

i. Manufacturing firms must employ fewer than 500 workers.

ii. Wholesalers must employ fewer than 100 workers.

iii. Retailers can generate up to $5 million in annual revenue.

iv. An agricultural business cannot have annual sales of more than $500,000 to be considered small.

c. These standards determine eligibility for various federal and state programs designed to assist small businesses.

2. Typical small business ventures

a. The past 15 years have seen a steady erosion of small businesses in many industries.

i. One example is drugstores.

ii. The number of independent drugstores has dropped by around 30 percent in the last 10 years.

b. Business sectors most and least dominated by small firms (Table 5.1 and Figure 5.1).

c. Almost half of small businesses are home-based businesses.

d. Many small business start-ups are more competitive because of the Internet.

i. Three out of five small businesses have an online presence.

ii. The Internet doesn’t guarantee success, however.

e. American business history is filled with inspirational stores of great inventors who launched companies in barns, garages, warehouses, and attics (Apple Computer and HP are two examples).

Learning Goal 2:  Discuss the economic and social contributions of small business.

Class Discussion Notes:

1. Some facts about small business

a. Responsible for close to half of total U.S. sales.

b. Generates over half of GDP.

c. 90 percent of all businesses are small businesses.

d. Employs 53 percent of the nation’s private, nonfarm workforce.

2. Creating new jobs

a. 75 percent of all new jobs were created by small business over the past decade.

b. Small business also contribute to the economy by hiring workers who traditionally have had difficulty finding jobs at larger firms.

3. Creating new industries

a. Many of today’s most successful high-tech firms began as small businesses.

b. Small businesses provide new products and fuel local economies.

c. Small business also has the ability to provide needed services to the larger corporate community.

d. Sometimes small businesses might begin with a shift in consumer interests and preferences and then blossom into a whole new industry.

4. Attracting new industries

a. Successful revitalization programs have improved conditions in depressed areas by attracting new industries.

b. Businesses need more than government incentives; they also need access to the necessary resources.

Learning Goal 3:  Compare the advantages and disadvantages of small business.
Class Discussion Notes:

1. Advantages of small business

a. Innovation

i. To compete, small businesses often have to find new and creative ways of conducting business.

ii. In a typical year, small firms will develop twice as many product innovations per employee as larger firms.

b. Superior customer service

i. A small firm can operate with greater flexibility than a large corporation.

ii. This allows it to tailor its product line and the services it offers to the needs of its customers.

c. Low costs

i. Small firms may be able to provide goods and services that large corporations cannot match.

ii. Small firms try to minimize overhead costs.

iii. Another source of cost savings is the quantity and quality of the work performed by the business owner.

d. Filing isolated market niches

i. The growth prospects of market niches are too limited and the expenses involved in serving them too great to justify the time and effort of larger firms.

ii. Large firms often set minimum sizes for their target markets.

iii. Certain types of businesses prefer to work with small organizations.

2. Disadvantages of small businesses

a. Management shortcomings

i. Business founders often have great skills in some areas, but are weak in other important areas (especially finance).

ii. Founders frequently are over-optimistic and have a difficult time objectively evaluating information and making decisions.

b. Inadequate financing

i. Often business owners start up with the assumption that their firms will generate enough funds to finance continuing operations.

ii. Not uncommon for businesses to simply run out of funds.

iii. Uneven cash flows are another problem.

iv. Sources of financing for small business (Figure 5.4).

c. Government regulations

i. Small businesses spend billions of dollars annually complying with government regulations.

ii. Large businesses are better able to cope with government regulations.

iii. Congress will sometimes exempt small businesses from certain regulations.

iv. Taxes are another burdensome expense for a small business.

Learning Goal 4:  Describe how the Small Business Administration assists small-business owners.

Key Terms:
Business plan
Small Business Administration (SBA)
Business incubator
Class Discussion Notes:

1. Increasing the likelihood of business success

a. Two recommendations from successful entrepreneurs:

i. Create a business plan.

ii. Use the resources provided by such agencies as the SBA, local business incubators, and other sources for advice, funding, and network opportunities.

b. A business plan

i. A business plan is a written document that provides an orderly statement of a company’s goals, the methods by which it intends to achieve the goals, and the standards by which it will measure achievements.

ii. Questions listed on p. 169 should be answered before a business plan is written.

iii. Most business plans consist of an executive summary, an introduction, separate financial and marketing sections, and resumes of the principals.

2. The Small Business Administration

a. The SBA is a federal agency that assists small businesses by providing management training and consulting, financial advice, and support in securing government contracts.

b. Financial assistance

i. The SBA seldom provides direct business loans.

ii. Its major financing contributions are the guarantees it provides for small business loans made by private lenders.

iii. The SBA also guarantees micro loans (loans of less than $25,000).

c. Other specialized assistance

i. Many government procurement programs specifically set aside portions of contracts for small companies.

ii. The SBA assists small firms in securing these contracts.

iii. Set-aside programs are also common in the private sector, particularly among major corporations.

3. Business incubators

a. Local communities across the country have established business incubators.

b. Business incubators are organizations that provide low-cost, shared facilities on a temporary basis to small start-up ventures.

c. Many colleges are involved in business incubators.  If your college is, the director might make an interesting guest speaker for your class.

4. Large corporations assisting small businesses

a. Corporate giants often devise special programs aimed at solving small-business problems.

b. Large companies recognize the size of the small-business market, its growth rate and buying power, and the financial rewards for firms that support small business.

c. Another way that small businesses get help from other companies is by forming alliances to achieve mutual goals.

d. Risks of teaming up with much larger partners:

i. Lose some of the control and potential rewards.

ii. Its partner’s reputation, good or bad, can reflect on the small business.

5. Small business opportunities for women and minorities

a. Women-owned businesses

i. More than 9 million women-owned businesses in the United States.

ii. Employ more than 28 million people.

iii. Almost forty percent of all U.S. businesses are owned by women (higher than in most other countries).

b. Minority-owned businesses

i. Business ownership provides an important opportunity for minorities.

ii. The growth in the number of businesses owned by minorities has far outpaced the growth in the number of U.S. businesses overall.

iii. Hispanics are the nation’s largest group of minority business owners.

iv. Minority entrepreneurs tend to start businesses on a smaller scale and have more difficulty finding investors than other entrepreneurs.

Learning Goal 5:  Explain how franchising can provide opportunities for both franchisors and franchisees.
Key Term:

Franchising

Class Discussion Notes:

1. The franchising sector

a. Franchising is a contractual agreement that specifies the methods by which a dealer can produce and market a supplier’s good or service.

i. A major factor in the growth of small business.

ii. Started just after the Civil War (Singer Co.).

iii. U.S. franchises generate sales in excess of $1 trillion annually and employ more than 8 million people.

b. Types of businesses involved in franchising (Figure 5.8).

i. Fitness is the largest industry; fast food is second.

ii. Subway is the number one franchise; Curves for Women is second.

iii. Firms owned by African-Americans and Asian-Americans are more likely to be franchises.

iv. Franchising overseas is a growing trend.

2. Franchising agreements

a. The franchisee is a small business owner who contracts to sell the good or service of the supplier (franchisor) is exchange for a series of payments.

b. The franchisee purchases both tangible and intangible assets from the franchisor.

c. Franchise agreements often specify that the franchisee will receive materials, equipment, and training from the franchisor.

3. Evaluating the franchising alternative

a. Franchises are more likely than independent businesses to succeed; some fail, however.

b. Advantages

i. A prior performance record.

ii. A recognizable company name.

iii. A business model that has proven successful in other locations.

iv. A tested management program.

v. Business training and possibly financial support.

c. Drawbacks and problems

i. Franchise fees and future payments can be quite high and increase the financial burden on the business owner.

ii. The franchisee is linked to the reputation and management of the franchise.

iii. Some people are more suited to the demands of operating a franchise than others.

4. Small business goes global

a. Small business plays a key role in international trade.

i. Over 95 percent of U.S. exporters are firms with fewer than 500 employees.

ii. Small business exports about 25 percent of exports (dollar value).

iii. Small businesses with Asian or Hispanic owners are the most likely to export.

b. Global environment for entrepreneurs

i. Mexico is the world leader in entrepreneurial activity.

ii. Australia, New Zealand, Korea, Brazil, and Ireland also rank high (the U.S. is ranked eighth).

c. Growth strategies for small businesses

i. The global reach of the Internet forces companies to recognize international markets quickly.

ii. Companies are finding that staying small in an overseas market is often more profitable.

iii. Producing more affordable products for local markets is a viable business approach.

Learning Goal 6:  Summarize the three basic forms of business ownership and the advantages and disadvantages of each form.

Key Terms:

Sole proprietorship
Partnership
Corporation

Class Discussion Notes:

1. Alternatives for organizing a business

a. Sole proprietorship

b. Partnership

c. Corporation

d. A comparison of the three major forms of private ownership is shown in Table 5.2 (p. 180)—you may want to display the table when describing each organizational form.

2. Sole proprietorship

a. A form of business organization in which the company is owned and operated by one person.

b. The most common form of business ownership (Figure 5.9).

c. Concentrated primarily among small businesses such as repair shops, small retail outlets, and service providers.

d. Advantages of sole proprietorships

i. Easy to form and dissolve.

ii. Management flexibility.

iii. The right to retain all profits (after personal income taxes).

e. Disadvantages

i. The major disadvantage of a sole proprietorship is the fact that the owner has unlimited liability for all of the debts of the business.

ii. Another disadvantage is the fact that the business must operate within the financial resources of the owner’s personal funds and the money the owner can borrow.

iii. Lacks long-term continuity.

f. The limitations of sole proprietorships can make potential customers nervous about buying major products from one.

3. Partnership

a. A form of business ownership in which the company is operated by two or more people who are co-owners by voluntary legal agreement.

b. The partnership was the traditional form of ownership for professionals offering services such as physicians and attorneys.

c. Advantages

i. Relatively easy to form.

ii. Offers expanded financial capabilities and increased access to borrowed funds.

iii. Opportunity for professionals to combine complementary skills and knowledge.

d. Drawbacks

i. More difficult to dissolve than sole proprietorships.

ii. Most partnerships have unlimited financial liability (though some risks can be minimized by organizing as a limited liability partnership).

iii. The death of a partner also threatens the survival of the partnership.

iv. Partnerships can be vulnerable to personal conflicts.

4. Corporations

a. A corporation is a legal organization with assets and liabilities separate from those of its owner(s).

b. Advantages of corporations

i. Owners have limited liability—the most that they can lose is the amount they invest.

ii. Protection also applies to legal risk.

iii. They can draw on the specialized skills of many employees.

iv. Corporations gain access to expanded financial capabilities based on the opportunity to offer direct outside investments such as stock sales.

c. Corporations are more difficult to form and are most closely regulated.

5. Choosing an organizational form

a. Some factors to consider:

i. Personal financial situation and the need for additional funds.

ii. Management skills and limitations.

iii. Management styles and the ability to work with others.

iv. Concerns about the exposure to personal liability.

b. The organizational form is not a permanent decision—many proprietorships and partnerships evolve into corporations as conditions change.

Learning Goal 7:  Identify the levels of corporate management.
Key Terms:

Stockholder
Board of directors

Class Discussion Notes:

1. Organizing and operating a corporation

a. Types of corporations

i. A firm is considered a domestic corporation in the state where it is incorporated.

ii. A firm is considered a foreign corporation if it operates in other states.

iii. A firm incorporated in one country is considered an alien corporation if it operates in another corporation.

iv. A privately corporation is one whose stock is not publicly traded; a publicly held corporation is one whose stock is publicly traded.

b. The incorporation process

i. Where to incorporate (Delaware is a popular choice).

ii. The corporate charter (the legal document that formally establishes the corporation).

2. Corporate management (Figure 5.11)

a. Stock ownership and stockholder rights

i. Stockholders acquire ownership shares in a corporation.

ii. Preferred shareholders have limited voting rights but a higher claim on a firm’s assets (point out that not all corporations have preferred stock).

iii. Common shareholders have voting rights but only residual claims on the firm’s assets.

b. Board of directors

i. Elected by the shareholders.

ii. Sets overall policy, authorizes major transactions, and hires the chief executive officer (CEO).

iii. Boards usually contain both inside and outside directors (inside directors are directors that also hold management positions in the firm).

iv. As we’ll discuss in Chapter 18, corporate boards have come under a great deal of scrutiny lately and the NYSE recently established new requirements for the composition of listed company boards.

c. Corporate officers and managers

i. Top management consists of the CEO, the chief financial officer, the chief information officer and other senior executives.

ii. Middle management consists of branch and plant managers, and division heads.

iii. Supervisory management consists of department heads and supervisors.

3. Employee-owned corporations

a. Workers buy shares of stock in the company that employs them.

b. The corporate organization stays the same but most of the stockholders are also employees.

c. The popularity of this form of corporation is growing.

4. Not-for-profit corporations

a. Firms pursuing objectives other than returning profits to owners.

b. About 1.5 million not-for-profit corporations operate in the U.S.

c. Most states have laws that set out separate provisions dealing with the organizational structures and operations of not-for-profit corporations.

Learning Goal 8:  Describe recent trends in mergers and acquisitions.

Key Terms:

Merger
Acquisition

Class Discussion Notes:

1. Mergers and acquisitions

a. Merger:  combination of two or more firms to form one new company.

b. Acquisition:  procedure in which one firm purchases the assets and assumes the obligations of another.

c. Types of mergers (give examples of each)

i. Vertical:  combines firms operating at different levels of the production and marketing process.

ii. Horizontal:  combines firms in the same industry.

iii. Conglomerate:  combines unrelated firms.

2. Joint ventures

a. A partnership between companies formed for a specific undertaking.

b. Each partner shares the operation’s costs, risks, management, and profit.

c. Many drug companies form joint ventures when developing major new drugs.

3. Answers to concept check questions (p. 188)

a. Question 1:  A merger is a combination of two or more firms into one new firm; an acquisition is one firm buying another.

b. Question 2:  A joint venture is a partnership between companies formed for a specific undertaking.

Learning Goal 9:  Differentiate among private ownership, public ownership, and collective ownership

1. Public ownership (Make sure students understand the difference between a public corporation and a publicly held corporation.)

a. A unit or agency of government owns and operates an organization.

b. Many public utilities, especially water utilities, are owned by local governments.

2. Reasons for public ownership

a. Public ownership often results when investors are unwilling to invest in what they consider a high-risk project.

b. Public ownership sometimes replaces private ownership of failed organizations.

c. Certain functions may be considered too important to the public welfare.

3. Cooperatives

a. Customer-owned businesses.

b. Owners join forces to collectively operate all or part of the functions in their industry.

c. Cooperatives are common in agriculture; a credit union is another example of a cooperative.
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