
“Introduction to Small Business Management”.

: Entrepreneurs: The Driving Force Behind Small Business

Topic Objective:

At the end of this topic student would be able to:

 Define the role of the entrepreneur in the U.S. economy.

 Describe the entrepreneurial profile.

 Describe the benefits of owning a small business.

 Describe the potential drawbacks of owning a small business.

 Explain the forces that are driving the growth in entrepreneurship.

 Discuss the role of diversity in small business and entrepreneurship.

 Describe the contributions small businesses make to the U. S. economy.

 Explain how small business owners can avoid the major pitfalls of running a business.

Definition/Overview:

Entrepreneurs : Entrepreneurs have some common characteristics, including a desire for

responsibility, a preference for moderate risk, confidence in their ability to succeed, desire for

immediate feedback, a high energy level, a future orientation, skill at organizing, and a value of

achievement over money

Key Points:

1. Introduction

 The dramatic resurgence of the entrepreneurial spirit:

o Every year, entrepreneurs in the United States launch nearly 6 million

businesses.
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o Entrepreneurs come from diverse backgrounds and strive to realize the Great

American Dream of owning and operating their own businesses.

o They have introduced innovative products and services, pushed back

technological frontiers, created new jobs, and opened foreign markets.

o As a result, they sparked the U.S. economy into regaining its competitive edge

in the world.

o In 1969, entrepreneurs created 274,000 new corporations; today, the number of

new incorporations exceeds 600,000 per year.

o According to the Global Entrepreneurship Monitor (GEM), a study of

entrepreneurial activity across the globe, 15 percent of the U.S population aged 18

to 64 is engaged in entrepreneurial activity.

o The study also found that 12 percent of people in the 37 GEM countries

analyzed are involved in starting a new business

o Walid Mahmoud story.

o a) After Allied forces removed Saddam Hussein from power in Iraq in 2003,

Walid Mahmoud saw the opportunity to realize his dream of opening a pizza

shop. After learning to make pizza at a relative's shop in Jordan, Mahmoud

returned to Iraq after its liberation and opened his shop. Word about his business

spread quickly and soon was selling more than 200 pizzas a day, mainly to

Americans stationed in nearby compounds. The small pizza shop began earning

profits of $1,000 a week.

 Increase in launch of new business:

o Productivity gains in recent years have made it possible for companies to

accomplish more with fewer people. As a result, people who once saw launching

a business as being too risky now see it as the ideal way to create their own job

security.
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o Although launching a business is never easy, the resources available today

make the job much simpler today than ever before since thousands of colleges and

universities offer courses in entrepreneurship.

o Internet hosts a sea of information on launching a business including sources of

capital.

o Another significant shift in growth of small companies is due to significant

shifts in our nation's economic structure (rapidly moving away from an industrial

economy to a knowledge-based one).

o A knowledge-based economy favors small businesses because the costs are

very low for managing, transmitting knowledge, information, and computer- and

information-technology are driving these costs even lower.

2. Entrepreneur

 An entrepreneur is one who creates a new business in the face of risk and uncertainty for

the purpose of achieving profit and growth by identifying opportunities and assembling the

necessary resources to capitalize on those opportunities.

 Choosing entrepreneurship:

o Have been downsized or laid off 5%

o Wanted to fulfill lifelong goal 25%

o Tired of working for someone else 27%

o Wanted more control over future 36%

o Joined family business 41%

 Entrepreneurial profile

▪ Desire for responsibility.
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o They prefer to be in control of their resources and to use those resources to

achieve self-determined goals.

▪ Preference for moderate risk.

o Entrepreneurs are not wild risk-takers, but are instead calculating risk-takers.

▪ Confidence in their ability to succeed.

o They need to be optimistic about the chances for success.

▪ Self-reliance.

o Entrepreneurs do not shy away from the responsibility in making their

businesses succeed.

▪ Perseverance

o Even when things don't work out as they planned, entrepreneurs don't give up.

They simply keep trying.

▪ Desire for immediate feedback.

o Entrepreneurs like to know how they are doing and are constantly looking for

reinforcement.

▪ High level of energy.

o Entrepreneurs are more energetic than the average person. Typically, they work

long hours, often 60 to 80 hours a week.

▪ Competitiveness.

o They tend to exhibit competitive behavior, often early in life.

▪ Future orientation.

o Entrepreneurs tend to dream big and then formulate plans to transfer those

dreams into reality.
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▪ Skill at organizing.

o Entrepreneurs know how to put the right people and resources together to

accomplish a task.

▪ Value achievement over money.

o Achievements seems to be the primary motivating force behind entrepreneurs -

money is simply a way of keeping score off accomplishments.

 Other characteristics

▪ High degree of commitment.

o An entrepreneur's commitment to his or her business it spawns determines how

successful his or her company ultimately becomes.

▪ Tolerance for ambiguity.

o Entrepreneurs tend to have a high tolerance for ambiguous, ever-changing

situations.

▪ Flexibility.

o Entrepreneurs must be willing to adapt their businesses to meet new changes.

▪ Tenacity.

o Successful entrepreneurs have the willpower to conquer the barriers that stand

in the way of their success.

 Study of business owners by Yankelovich Partners for Pitney Bowes Inc. identified 5

different entrepreneurial personalities:

o Idealists.

▪ Idealists started their businesses because they had a great idea or wanted

to work on something special.
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▪ Idealists enjoy creative work but are impatient with performing

administrative tasks such as financial analysis or legal matters.

▪ This group of entrepreneurs and their businesses are most dependent on

computers.

o Optimizers.

▪ Optimizers (21% of all entrepreneurs) are the second largest category.

▪ The benefits of entrepreneurship are most important to them; they enjoy

the freedom and flexibility of owning a business and would not be willing

to work for someone else.

▪ They want their companies to grow, but their focus is on profits rather

than on revenues.

▪ These business owners are highly knowledgeable about financial issues

and use technology to keep costs down and productivity up.

▪ They worry less than other business owners because they see themselves

as maintaining control over their businesses.

▪ They also have learned the secrets of balancing their home and business

lives.

o Hard Workers.

▪ Hard workers make up 20% of the entrepreneurial population.

▪ They love their work and are more likely than any other group to put in

extra hours to achieve the targets.

▪ They tend to be detail-oriented and are the most growth-oriented

entrepreneurial group.

▪ They are financially aggressive and exercise broad control over the

details of running their businesses.
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▪ Hard workers typically have long-term business plans and stick to them.

o Jugglers.

▪ Jugglers also make up 20 percent of the entrepreneurial population.

▪ They have a difficult time delegating authority and responsibility.

▪ They prefer to do things themselves to make sure everything meets their

high standards.

▪ They are highly energetic people who are good at handling multiple

tasks simultaneously.

▪ They readily embrace technology in their companies and are always

looking for ways to improve their businesses.

▪ Jugglers feel pressure to maintain positive cash flow in their companies.

o Sustainers.

▪ Sustainers comprise 15 percent of all entrepreneurs.

▪ These entrepreneurs are more likely to have inherited or bought their

companies.

▪ They are the least comfortable with technology and prefer to put in more

time than to figure out how to apply technology to solve a particular

problem.

▪ Sustainers are the most conservative group and do not strive to achieve

significant levels of growth.

▪ Maintaining a good balance between business and home life is important

to them.
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3. Benefits and opportunities of small business ownership

 Opportunity to gain control over your own destiny

o Owning a business.

o Rewards of knowing they are the driving forces behind their businesses.

 Opportunity to make a difference

o Opportunity to do what is important to you.

o Example of Judy Wicks.

▪ "Judy Wicks, owner of the White Dog Caf in Philadelphia, uses her

business to support a variety of social causes that are important to her and

her customers, ranging from environmental issues to diversity in the

workplace."

 Opportunity to reach your full potential

o Escape from boring and unchallenging work.

o Entrepreneurship is a vehicle for self-expression.

 Opportunity to reap unlimited profits

o Money is not the primary motivator, but owning your own business is a great

way to create wealth.

o When a survey asked the wealthiest one percent of Americans to identify the

career path that offers young people the greatest potential for financial success,

the number one response (46 percent) was starting a business.

o Typical American millionaire is first-generation wealthy, owns a small business

and works 45-55 hours a week.

o Example of Marc Benioff.
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▪ As a teenager, Benioff made enough money designing computer games

to buy a car and to pay for his college education. After leaving Oracle, as

the youngest VP in the history of the company, he launched

Salesforce.com, a company that sells customer relationship management

(CRM) software over the Web. It has annual sales of more than $100

million and projections of $10 billion a year by 201 When the company

completes its initial public offering, Benioff's net worth will climb even

higher.

 Opportunity to contribute to society and be recognized for your efforts

o Often small business owners are among the most trusted and respected

members of their communities.

o Entrepreneurs enjoy the recognition they get from customers for doing a job

well.

 Opportunity to do what you enjoy doing

o Their work is not really work; it's their avocation turned into a vocation.

o Greg Martin story.

4. Potential drawbacks of entrepreneurship

 A. Uncertainty of income

o The regularity of income from working for someone is gone.

o "The entrepreneur is the last one to be paid."

 Risk of losing your entire invested capital

o 34% fail within 2 years.

o 50% shut down within 4 years.

o 60% fold within 6 years.

o Consider the risk-reward trade-off.
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▪ What is the worst thing that could happen if my business fails?

▪ How likely is it that the worst would happen?

▪ What can I do to lower the risk that my business will fail?

▪ What is my contingency plan for coping if my business fails?

 Long hours and hard work

o 10- to 12-hour days and six- or seven-day workweeks with no paid vacations.

o Owners experience intense, draining workdays.

 Lower quality of life until the business gets established

o The workload can take a toll on the entrepreneur's personal life and family.

o Most launch their business when they are between 25 and 34, just as their

families are starting.

o Anthony DeHart story.

 High levels of stress

o Running your own business is highly stressful.

o Failure can mean total financial ruin.

 Complete responsibility

o Entrepreneurs end up taking on issues with which they are not knowledgeable.

o The owner is the business.

 Discouragement

o Requires much dedication, discipline, and tenacity.

o Entrepreneurs will run headlong into many obstacles, some of which may

appear to be insurmountable.
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o Discouragement and disillusionment can set in.

5. Why the boom? The Fuel Feeding The Entrepreneurial Fire

 Entrepreneurs as heroes

o Americans have very positive attitudes towards entrepreneurs.

 Entrepreneurial education

o People with more education are more likely to start businesses than those with

less education

o More colleges and universities are offering courses. More students see

entrepreneurship as a career option.

o 1,600 colleges and universities offer more than 2,200 courses to students. Up

from just 16 in 1970!

 Demographic and economic factors

o Most start their businesses between ages 25 to 4

 Shift to a service economy

o By 2000, the service sector will produce 89 % of the jobs and 80 %of the GDP

in the U.S.

o The booming service sector has provided entrepreneurs with many business

opportunities.

o Stephanie Firchau story.

 Technological advancements

o Make it easier for entrepreneurs to start and run a business, faxes, computers,

voice mail, etc.

o Example of Scott Adams.
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▪ Scott Adams, creator of the Dilbert cartoon strip runs his entire business

from a home office with a custom-made desk and a host of high-tech

gadgetry.

 Independent lifestyles

o Entrepreneurship fits the American life, independence and self-sufficiency.

 The World Wide Web (WW)

o Experts expect worldwide e-commerce sales to climb from $8 trillion in 2004

to 18 billion in 200

o Mark Walerstein story.

▪ Mark Walerstein started GroomsOnline to tap into the market segment

that spends more time and more money online than any other: men.

GroomsOnline offers grooms advice on everything from selecting a

honeymoon location and planning a bachelor party to tips on wedding

toasts and choosing gifts for groomsmen, which the site happens to sell.

 International opportunities

o 95% of the world's population lives outside of U.S. borders.

o Small businesses account for 97 percent of all exporters; however, they account

for just 33 percent of total exports.

o Betsy and Dave Wilcox story.

▪ In 1955, Betsy and Dave Wilcox developed a recipe for a marinade they

used to spice up their meals. In 1978, they launched a business, Allegro

Fine Foods, and began selling their line of marinades. In 2000, the 25

employees of Allegro recognized the company's potential to expand into

global markets with the help of the U.S. Commercial Service. Bolstered by

its early accomplishments in reaching global markets, Allegro managers

are exploring export opportunities in Australia, New Zealand, and several

European countries.
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6. The Cultural Diversity of Entrepreneurship

 Young Entrepreneurs

o Generation X, people born between 1965 and 1980, is the most entrepreneurial

generation in history.

o Members of this generation are responsible for 70 percent of all business start-

ups!

o Recent surveys have found that 60 percent of 18-to 29-year-olds say they hope

to launch their own businesses.

o "Generation X" might be more appropriately called "Generation E."

o The Global Entrepreneurship Monitor reports that globally one in 6 young men

and one in 18 young women between the ages of 18 and 29 are involved in

starting or running a new business.

o Randy Eisenman story.

 Women Entrepreneurs

o Small business has been a leader in offering women opportunities for economic

expression through employment and entrepreneurship.

o Increasing numbers of women are discovering that the best way to break the

"glass ceiling" that prevents them from rising to the top of many organizations is

to start their own companies

o Women are opening businesses at a rate twice that of the national average

o Women are launching businesses in fields that traditionally have been male-

dominated.

o The 11 million women-owned companies across the United States employ 12

million workers, about one-seventh of the nation's workforce.
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o Women generate approximately $32 trillion in revenues each year.

o Taryn Rose story.

 Minority Enterprises

o Asians, Hispanics, and African-Americans, respectively, are most likely to

become entrepreneurs.

o Like women, minorities cite discrimination as a principal reason for their

limited access to the world of entrepreneurship.

o Studies show that the nation's minority entrepreneurs own 5 million businesses

that generate $600 billion in revenues and employ nearly 5 million workers.

 Immigrant Entrepreneurs

o Many are lured to the U.S. by its economic freedom.

o Come with few assets but lots of drive and dreams.

o Marty and Helen Shih from Taiwan.

o Chai Ling story.

▪ In 1992, Mik Kvitchko and Michael Markov, migrated from Russia to

the United States, started a business based on a program they had written

to help financial advisers evaluate the quality of investments. Today,

Markov Processes International generates more than $1 million in sales.

 Part-time Entrepreneurs

o Permits people to try it with low-risk.

o 16 million Americans are self-employed part-time.

o Use it to "test the waters."

 Home-based business owners

o 53% of all businesses are home-based, but about 80 percent of them are very

small with no employees.
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o Study reported more than 55,000 home-based businesses generating sales of

more than $1 million per year.

o The biggest advantage is the cost savings of not having to lease or buy an

external location.

o They also enjoy the benefits of flexible work and lifestyles.

o Studies suggest that the success rate for home-based businesses is high.

o Dorn Kennison story.

 Family Business Owners

o Of the 25 million businesses in the United States, 90% are family-owned and

managed.

o These companies account for 60 % of total employment in the United States

and generate more than 50% of the U.S. Gross Domestic Product (GDP).

o 37% of the Fortune 500 companies are family businesses.

o Only 33% of family businesses survive to the second generation; just 12%

make it to the third generation; and only 3% survive to the fourth generation and

beyond.

o Founders of family businesses should develop plans for management

succession long before retirement.

 Copreneurs.

o Entrepreneurial couples who work together as co-owners of their businesses.

o The National Federation of Independent Businesses (NFIB) estimates that more

than 2 million husband-and-wife teams are running companies in the United

States.

o Companies co-owned by spouses represent one of the fastest growing business

sectors.
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o Some of the characteristics they rely on include:

▪ Personalities that mesh.

▪ Mutual respect.

▪ Compatible goals.

▪ Equal partnership.

▪ Complementary business skills.

▪ Open communication.

▪ Clear division of roles and authority.

▪ Ability to encourage each other.

▪ Separate work spaces.

▪ Boundaries between work and personal life.

▪ A sense of humor.

▪ May not work with every couple.

▪ Terry and stella henry story.

 Corporate Castoffs

o As major U.S. companies have "trimmed their ranks," many of these displaced

workers have launched their own companies.

o 20% of these managers start their own companies.

o An entrepreneurial offense is the best defense to corporate layoffs.

o Peter Rinnig story.

▪ When Peter Rinnig was laid off as art director for Lycos, rather than risk

becoming a layoff statistic again, Rinnig decided to launch his own
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business. Rinnig started QRST's LLC, a five-person company in

Somerville, Massachusetts that produces screen-printed T-shirts for a wide

range of customers. Already, he has nearly matched his former Lycos

salary and, more importantly, enjoys the excitement and the independence

he has running his own business.

 Corporate Dropouts

o Downsizing has diminished employee loyalties.

o Many are striking out on their own for more opportunity, better income, and

more "job security."

o Kevin Green story.

7. The Contributions of Small Businesses

 Introduction

o 25 million businesses, 95% of all businesses in the U.S. would qualify as small

businesses.

o Small business employs more than 52% of the private sector work force.

o Virtually all job growth in 1990s came from small business, creating 78% of

new jobs.

o Small companies bear the heaviest load of training new workers.

o Small businesses produce 51% of the GDP and 47% of business sales.

o They also produce 13 to 14 times more patents per employee than do large

firms.

o Many important inventions trace their roots to an entrepreneur.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

17
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



8. Eleven Deadly Mistakes of Entrepreneurship

 Small businesses have a much higher failure rate than larger businesses.

o 50% will fail in four years.

Causes of small business failure

o limited resources, inexperienced management, and lack of financial stability.

 Managerial Incompetence.

o Management inexperience or poor decision making ability is the chief problem

of the failing enterprise.

o The owner-leader lacks the knowledge or ability needed.

o Andrew Kay story.

▪ Andrew Kay was a pioneer in the earliest days of the portable computer

with his Kaypro model. Unfortunately, he had no experience in running a

high-tech startup, and, despite the popularity of his computer, Kay made a

series of managerial blunders that ultimately forced the company into

bankruptcy.

 Lack of Experience.

o Small business managers need to have experience in the field they want to

enter.

o One West coast entrepreneur story

▪ a) One West Coast entrepreneur had always wanted to own a restaurant,

but he had no experience in the restaurant business. He invested $150,000

of his own money and found a partner to put up more capital and to help

manage the restaurant. They opened and immediately ran into trouble

because they knew nothing about running a restaurant. Eventually, the

restaurant closed, and the partners lost their original investments, their

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

18
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



homes, and their cars; they also spent the next several years paying off

back taxes.

 Forcing a Flawed Idea.

o Entrepreneurs launch businesses without identifying how they will reach their

customers efficiently and profitably.

o Louis Borders story.

 Undercapitalization.

o Any successful business venture requires proper financial control.

o Two pitfalls affecting small business's financial health are common:

undercapitalization and poor cash management.

o Entrepreneurs tend to be overly optimistic and often underestimate the financial

requirements of launching a business or the amount of time required for the

company to become self-sustaining.

o One key to success with a business startup is to begin with enough capital to

get the company to the point at which it can support itself with its own cash flow.

 Poor Cash Management.

o Insufficient cash flow due to poor cash management is a common cause of

business failure.

o Maintaining adequate cash flow to pay bills in a timely fashion is a constant

challenge for small companies.

o Poor credit and collection practices on accounts receivable, sloppy accounts

payable practices that exert undue pressure on a company's cash balance, and

uncontrolled spending are common to many small business bankruptcies.

o Boo.com story.

▪ The founders of Boo.com, a highly publicized Internet clothing retailer,

failed to establish adequate financial controls in the business, and it
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ultimately caused the company to run out of cash and fold. Although the

company's sales reached $1 million per month, its expenses were running

ten times that amount! The company's cash drained away, and by that

time the company went into bankruptcy.

 Lack of Strategic Management.

o Too many small business managers neglect the process of strategic

management.

o Failure to plan, however, usually results in failure to survive.

o Clearly defined strategy is necessary for creating and maintaining a competitive

edge.

o Building a strategic plan forces an entrepreneur to assess realistically the

proposed business's potential.

 Weak Marketing Effort.

o Sometimes entrepreneurs believe that if they "build it," customers

automatically "will come."

o Stephen Mason and Alan Davis story.

▪ Stephen Mason and Alan Davis are cofounders of Catamount Brewery,

one of New England's first microbreweries. Early on, customers, intrigued

by the romance and mystique of microbreweries, flocked to Catamount's

unique beers. Within six years, Catamount's production had climbed from

3,500 barrels a year to 12,000 barrels a year. Unfortunately, its marketing

efforts did not keep pace. Sales slipped as customers drifted away, and the

company could not generate enough cash to repay the debt it took on to

expand its plant, forcing it into bankruptcy.

o One technique many small business owners find particularly valuable is

listening to their customers.

 Uncontrolled Growth.
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o They will outgrow their capital base with every 40 to 50% increase in sales.

o Ideally the business should expand on retained earnings.

o Growth also requires structural and other changes.

o The most important change occurs in managerial expertise.

o Lyle Bowin story.

▪ Lyle Bowin launched his Web-based bookstore, Positively You, his

home-based business. . Almost overnight, sales skyrocketed from $2,000

a month to more than $50,000 a month. Bowlin and his small staff were

overwhelmed by the sales volume, and the company lacked the capital

base and the cash flow to finance the unplanned growth. Even worse,

Bowlin's lack of experience in running a growing business left a

leadership void. "Nobody knew who was in charge or who answered to

whom," says one former employee. Within months, Positively You had

become just another business failure statistic.

 Poor Location.

o Location is part art and part science.

o Owners need to investigate before they locate.

▪ a) It's critical in retail.

o Keys to location.

▪ What it costs.

▪ What it generates in sales volume.

 Lack of Inventory Control.

o Inventory control is one of the most neglected areas in small business.

o Insufficient inventory levels result in shortages and stockouts causing

customers to become disillusioned and not return.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

21
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



o Has too much inventory or has too much of the wrong type of inventory.

 Inability to Make the "Entrepreneurial Transition."

o Many businesses fail when their founders are unable to make the transition

from entrepreneur to manager and are unwilling to bring in a professional

management team.

o Growth requires entrepreneurs to delegate authority.

o They should avoid micromanaging.

o Joe Kraus story.

▪ Joe Kraus launched the Internet portal Excite (now Excite at Home) and

became Excite's first chief executive officer. After the company grew, he

and his co founders decided that Excite needed experienced, professional

management to guide its rapid growth. Hiring an experienced manger

proved to be a wise move for Excite and for Kraus.

9. Putting Failure into Perspective

o It is a natural part of the process. The only way to not fail is to not do anything.

o Learn from failures and be more successful the next time. It's not mistake

avoidance but learning from mistakes that counts.

o Entrepreneurship requires persistence and resilience.

10 . How to Avoid Pitfalls.

 Know Your Business in Depth.

o Get the best education and experience before you start.

o Example of Stephanie Ann.
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 Prepare A Business Plan.

o Planning replaces "I think" with "I know."

o Most entrepreneurs don't have a solid plan.

o Entrepreneurs attempt to build businesses on faulty assumptions.

 Manage Financial Resources.

o Develop a practical information system and use it to make decisions.

o To have adequate startup capital.

o Estimate capital needed then double it.

o Cash is your most valuable resource.

 Understand Financial Statements.

o These documents are reliable indicators of the small business's health. Know

them.

o Know the financial danger signs to look for.

 Learn To Manage People Effectively.

o Your hires will determine where your company will go.

o Share information.

o Successful entrepreneurs value their employees and constantly find ways to

show it.

 Set your business apart from the competition

o Differentiate your company and products.

o Convince your customers that you are different from competitors.
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o For small companies, that basis often is customer service, convenience, speed,

quality, or whatever else is important to attracting and keeping happy customers.

 Keep in tune with yourself.

o Requires lots of energy and enthusiasm.

o Manage yourself.

o Keep a positive attitude.

o Keep your passion.

Example/Case Study:

In the Footsteps of an EntrepreneurNot Just Another "Lowly" Business

In 1992, Helene Stone started a computer supply company, Data-Link Associates, from the

basement of the Long Island, New York home she shared with her husband Bobby and their two

children. The company sold a wide variety of computer supplies, ranging from storage devices

to cleaning kits. Bobby wanted to join the home-based business after he was fired from a sales

job he had held for 14 years, but Data-Link Associates was generating only $162,300 in annual

sales and was incurring a loss.

Much of the company's growth is the result of the Stone's strategic use of the Internet as a

selling tool. Shortly after their son Steven joined the family business, the Stones turned him

loose to set up a company Web site and to learn the finer points of Web-based marketing,

including techniques to get Data-Link Associates' products listed in premier placement in key

search engines. The move paid off; 98 percent of the company's new business comes from the

Web, which enables the Stones to focus on selling - following up on leads from the Web site and

contacting existing customers via e-mail and fax using the 23,000 names in the company's

customer database.
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In 2002, Bobby learned that a Canadian manufacturer of high quality media storage cabinets was

looking for distributors in the United States. The cabinets fit perfectly with Data-Link

Associates' product line. The sales manager agreed to put Data-Link Associates on the list of

companies and set up an appointment.

Accustomed to dealing with businesses located in office buildings or industrial parks, the sales

manager was quite surprised when he stopped his rental car in front of the Stone's house in the

middle of a residential section. Helene answered the door, holding her three-year-old

granddaughter in her arms. "He was in shock," recalls Helene. "He kept looking at us like,

'What's going on here?' He couldn't believe the numbers we were churning out. It just blew him

away that we were running the business out of a basement with no sales force. He had a million

questions."

The Stones answered them all.

The sales manager said, "I'm choosing Data-Link as one of our five U.S. distributors."

Something about the Stones, the way they had explained their business strategy, and the passion

they had for their home-based business that convinced him that the relationship would be a

successful one. He was right: In the first year, Data-Link Associates outsold the other four

distributors the Canadian company had selected! Today, Data-Link Associates has six

employees, generates $6 million in sales, and is still located right where it began: in the basement

of the Stone's home on Long Island.

What benefits have the Stones realized by running their business out of their basement?

Answer: It demonstrated creativity and entrepreneurship. It demonstrated that contrary to

locations, the management knew what they were doing and were committed to their business.

What risks do entrepreneurs encounter when they operate a home-based business?
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Answer: Typically, the risk is that the customer or suppliers may feel that the business "lacks in

polish and panache." However, in most cases, the leadership of the management, demonstration

of business strategy and passion of running their own business overcomes the risks.

What implications does the World Wide Web have for home-based businesses?

Answer: It allows the businesses to run their business from any where in the world.

: Strategic Management And The Entrepreneur

Topic Objective:

At the end of this topic student would be able to:

 Understand the importance of strategic management to a small business.

 Explain why and how a small business must create a competitive advantage in the

market.

 Develop a strategic plan for a business using the ten steps in the strategic planning

process.

 Discuss the characteristics of three basic strategies: low-cost, differentiation, and focus.

 Understand the importance of controls such as the balanced scorecard in the planning

process.

Definition/Overview:

Entrepreneur: An entrepreneur is a person who has possession of an enterprise, or venture, and

assumes significant accountability for the inherent risks and the outcome. The term is a loanword

from French and was first defined by the Irish economist Richard Cantillon. Entrepreneur in
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English is a term applied to the type of personality who is willing to take upon herself or himself

a new venture or enterprise and accepts full responsibility for the outcome.

Strategic management : Strategic management is the art, science and craft of formulating,

implementing and evaluating cross-functional decisions that will enable an organization to

achieve its long-term objective. It is the process of specifying the organization's mission, vision

and objectives, developing policies and plans, often in terms of projects and programs, which are

designed to achieve these objectives, and then allocating resources to implement the policies and

plans, projects and programs. Strategic management seeks to coordinate and integrate the

activities of the various functional areas of a business in order to achieve long-term

organizational objectives.

Key Points:

1. Introduction

 Poor Location.

o Vital and often over-looked.

o Too often, entrepreneurs launch businesses destined for failure because their

founders never stop to define a workable strategy that sets them apart from their

competition.

o Entrepreneurs often find the process of developing a strategy dull and

unnecessary.

▪ Their tendency is to start a business, try several approaches, and see what

works.
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o Companies lacking clear strategies may achieve some success, but as

competition stiffens or an unanticipated threat arises, they usually "hit the wall"

and fold.

o Without a basis for differentiating itself, the best a company can hope for is

mediocrity.

 Poor Location

o Any business not thinking and acting strategically is extremely vulnerable.

o Every business is exposed to the forces of a rapidly changing competitive

environment, and in the future small business executives can expect even greater

uncertainty.

▪ Sweeping political changes.

▪ Technological advances.

▪ More intense competition and newly emerging global markets.

o The biggest change business owners face is unfolding now.

▪ The shift in the world's economy from a base of financial to intellectual

capital.

▪ "Knowledge is no longer just a factor of production," says futurist Alvin

Toffler. "It is the critical factor of production.''

o A companys intellectual capital is likely to be the source of its competitive

advantage in the marketplace.

▪ Intellectual capital is comprised of three components:

o human capital

▪ The talents, skills, and abilities of a companys workforce.

o Structural Capital
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▪ The Accumulated Knowledge and experience that a company possesses,

including forms such as processes, software, patents, copyrights.

o Customer Capital

▪ The Established Customer base, positive reputation, ongoing

relationships, and goodwill a company builds up over time with its

customers.

o The Knowledge Revolution will spell disaster for companies that are not

prepared for it, but it will spawn tremendous opportunities for entrepreneurs who

are equipped with the strategies to exploit it.

▪ The rules of the competitive game have been dramatically altered.

▪ To be successful, entrepreneurs can no longer do things in the way they

have always done them.

o Strategic management involves developing a game plan to guide the company

as it strives to accomplish its vision, mission, goals, and objectives and to keep it

from straying off its desired course.

▪ It is a blueprint for matching the company's strengths and weaknesses to

the opportunities and threats in the environment.

 Poor Location.

 o The goal of developing a strategic plan is to create for the small company a

competitive advantage.

▪ The aggregation of factors that sets the small business apart from its

competitors and gives it a unique position in the market.

o The key to business success is to develop a unique competitive advantage

▪ To create value for customers and is difficult for competitors to

duplicate.
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o One of the biggest pitfalls many entrepreneurs stumble into is failing to

differentiate their companies from the crowd of competitors.

▪ Entrepreneurs need to use creativity in order to set their business apart

from their larger, more powerful competitors (who can easily outspend

them).

▪ Example of In-N-Out Burger.

o A company gains a sustainable competitive advantage through its ability to

develop a set of core competencies

o Core competencies are a unique set of capabilities that a company develops in

key areas, such as superior quality, customer service, innovation, team-building,

flexibility, responsiveness, and others that allow it to vault past competitors.

▪ A company is likely to build core competences in no more than five or

six (sometimes fewer) areas.

▪ These core competences become the nucleus of a company's competitive

advantage.

▪ Markets, customers, and competitors may change, but a companys core

competencies are more durable, forming the building blocks for

everything a company does.

▪ To be effective, these competences should be difficult for competitors to

duplicate, and they must provide customers with some kind of perceived

benefit.

▪ Small companies' core competences often have to do with the advantages

of their size agility, speed, closeness to their customers, superior service,

ability to innovate.

o Their smallness is an advantage, allowing them to do things that their larger

rivals cannot.
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o The key to success is building these core competences (or identifying the ones

a company already has) and then concentrating them on providing superior

service and value for its target customers.

▪ Example of Fastenal Company.

o Small companies have a variety of natural advantages over their larger

competitors.

▪ Fewer product lines.

▪ A better-defined customer base.

▪ A specific geographic market area.

▪ Close contact with their markets, providing valuable knowledge on how

to best serve customers' needs and wants.

▪ Owners are in touch with employees daily, working side-by-side with

them.

o Consequently, strategic management may come more naturally to small

businesses than to larger companies.

o Strategic management can increase a small firm's effectiveness, but owners first

must have a procedure designed to meet their needs and their business's special

characteristics.

o The strategic management procedure for a small business should include:

▪ A relatively short planning horizon: two years or less for most small

companies.

▪ Informality and not overly structured; a shirtsleeve approach is ideal.

▪ Participation of employees and outside parties to improve the reliability

and creativity of the plan.
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▪ Not beginning with setting objectives; extensive objective setting early

on may interfere with the creative process.

▪ Strategic thinking, not just on planning, linking long-range goals to day-

to-day operations.

2. The Strategic Management Process

 Poor Location.

o Step Develop a clear vision and translate it into a meaningful mission

statement.

o Step Assess the company's strengths and weaknesses.

o Step Scan the environment for significant opportunities and threats facing the

business.

o Step Identify the key factors for success in the business.

o Step Analyze the competition.

o Step Create company goals and objectives.

o Step Formulate strategic options and select the appropriate strategies.

o Step Translate strategic plans into action plans.

o Step Establish accurate controls.

 Poor Location.

o Vision.

▪ Martin Luther King, Jr.'s speech I Have A Dream.

▪ To focus everyone's attention and efforts on the same target.
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▪ The vision touches everyone associated with the company employees,

investors, lenders, customers, and the community.

▪ It is an expression of what entrepreneurs believe in and the values on

which they build their businesses.

▪ A vision statement addresses the questions:

o What do we stand for?

o What do we want to become?

▪ Highly successful entrepreneurs are able to communicate their vision and

their enthusiasm about that vision to those around them.

▪ One study of more than 500 "hidden champions"--little known super-

performing companies that hold worldwide market shares of at least 50

percent--identified having a clear vision as an important factor in their

competitive edge.

▪ Vision is based on an entrepreneur's values.

▪ Successful entrepreneurs build their businesses around a set of three to

six core values.

o The best way to put values into action is to create a written mission statement

that communicates those values to everyone the company touches.

o Mission Statement.

▪ The mission statement addresses the first question of any business

venture: What business am I in?

▪ Establishing the purpose of the business in writing gives the company a

sense of direction.

▪ The mission makes clear "why we are here" and "where we are going."
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▪ It helps create an emotional bond between a company and its

stakeholders, especially its employees and its customers.

▪ Without it a small business risks wandering aimlessly in the marketplace.

▪ The mission statement essentially sets the tone for the entire company.

o Elements of a mission statement.

▪ What are the basic beliefs and values of the organization? What do we

stand for?

▪ Who are the company's target customers?

▪ What are our core products and services? What customer needs and

wants do they satisfy?

▪ How can we better satisfy those needs and wants?

▪ Why should customers do business with us rather than with the

competitor down the street (or across town, on the other coast, on the other

side of the globe)?

▪ What constitutes value to our customers? How can we offer them better

value?

▪ What is our competitive advantage? What is its source?

▪ In which markets (or market segments) will we choose to compete?

▪ Who are the key stakeholders in our company, and what effect do they

have on it?

▪ What benefits should we be providing our customers five years from

now?

▪ What business do we want to be in five years from now?
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o By answering these basic questions, the company will have a much clearer

picture of what it is and what it wants to be.

▪ The firm's mission statement may be its most essential and basic

communication.

o The mission statement expresses the firm's character, identity, and scope of

operations.

o The most difficult part is living that mission every day.

o That's how employees decide what really matters.

o To be effective, a mission statement must become a natural part of the

organization, embodied in the minds, habits, attitudes, and decisions of everyone

in the company every day.

o A company may have a powerful competitive advantage, but it is wasted

unless:

▪ the owner has communicated that advantage to workers, who, in turn, are

working hard to communicate it to customers and potential customers.

▪ customers are recommending the company to their friends because they

understand the benefits they are getting from it that they cannot get

elsewhere.

 Poor Location.

o Strengths are positive internal factors that contribute to the accomplishment of

a company's mission, goals, and objectives.

o Weaknesses are negative internal factors that inhibit the accomplishment of its

mission, goals, and objectives.

o Identifying strengths and weaknesses helps an entrepreneur understand her

business as it exists (or will exist).
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o An organization's strengths should originate in its core competencies.

▪ They are essential to its ability to remain competitive in each of the

market segments in which it competes.

▪ The key to building a successful strategy is using the company's

underlying strengths as its foundation and matching those strengths

against competitors' weaknesses.

o Strategic inventory.

▪ Prepare a balance sheet of the company's strengths and weaknesses.

o The positive side should reflect important skills, knowledge, or resources that

contribute to the firm's success.

o The negative side should record honestly any limitations that detract from the

company's ability to compete.

▪ This balance sheet should analyze all key performance areas of the

business:

o Personnel

o Finance

o Production

o Marketing

o Product development

o Organization, and others

▪ It should give owners a more realistic perspective of their business.

o Pointing out foundations on which they can build future strengths and obstacles

that they must remove.
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 Poor Location.

o Opportunities are positive external options that the firm could employ to

accomplish its objectives.

▪ The number of potential opportunities is limitless, so managers need

analyze only factors significant to the business.

▪ Entrepreneurs must pay close attention to new potential markets.

o Are competitors overlooking a niche in the market?

o Is there a better way to reach customers?

o Have environmental changes created new markets?

 Example of Emily Dalton, Jack Black, and Curran Dandurand.

 Poor Location.

▪ Threats to the business can take a variety of forms such as:

o New competitors entering the local market.

o A government mandate regulating a business activity.

o An economic recession.

o Rising interest rates.

o Technological advances making a company's product obsolete.

o Example of Patricia Potts, CEO of Harbison Brothers and Philip Druce, owner

of Newspaper Archives.

o Illustrates that opportunities and threats are products of the interactions of

forces, trends, and events outside the direct control of the business.

o These external forces will have direct impact upon the behavior of the markets

in which the business operates, the behavior of competitors, and the behavior of

customers.
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o By monitoring demographic trends as well as trends in their particular

industries, entrepreneurs can sharpen their ability to spot most opportunities and

threats well in advance, giving themselves time to prepare for them.

o Example of Christian Martin, sixth generation president of C.F. Martin and

Company.

 Poor Location.

o Key Success Factors.

▪ Every business is characterized by controllable variables that determine

the relative success of market participants.

▪ Identifying and manipulating these variables is how a small business

gains a competitive advantage.

▪ By focusing efforts to maximize their companies performance on these

key success factors, entrepreneurs can achieve dramatic market

advantages over their competitors.

▪ Companies that understand these key success factors tend to be leaders

of the pack, whereas those who fail to recognize them become also-rans.

▪ Key success factors are relationships between a controllable variable

(e.g., plant size, size of sales force, business location, distribution system,

product packaging) and a critical factor influencing the firm's ability to

compete in the market.

▪ Many of these sources of competitive advantages are based on cost

factors such as:

o Manufacturing cost per unit.

o Distribution cost per unit.

o Development cost per unit.
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▪ Some are less tangible and less obvious such as:

o Product quality.

o Offered.

o Store location.

o Customer credit.

o Example of restaurant owner identifying the key success factors for his

business.

▪ These controllable variables determine the ability of any restaurant in his

market segment to compete.

▪ Restaurants lacking these key success factors are not likely to survive,

whereas those who build their strategies with these factors in mind will

prosper.

▪ Entrepreneurs must analyze their businesses, their competitors, and their

industries.

▪ Must then determine how well their companies meet these criteria for

successfully competing in the market.

▪ Highly successful companies know and understand these relationships.

 Poor Location.

o Keeping tabs on rivals' movements through competitive intelligence programs

is a vital a strategic activity.

▪ The primary goals of a competitive intelligence program.

▪ Avoiding surprises from existing competitors' new strategies and tactics.

▪ Identifying potential new competitors.

▪ Improving reaction time to competitors' actions.
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▪ Anticipating rivals' next strategic moves.

o Many small companies fail to gather competitive intelligence because their

owners mistakenly assume that doing so is too costly or simply unnecessary.

o A study by Stanford University and UCLA found that nearly 80 percent of

business owners had no idea what their competitors were up to!

o Competitor Analysis: A competitive intelligence exercise enables entrepreneurs

to update their knowledge of competitors by answering the following questions:

▪ Who are your major competitors? Where are they located? (The Yellow

Pages is a great place to start.)

▪ What distinctive competencies have they developed?

▪ How do their cost structures compare with yours? Their financial

resources?

▪ How do they market their products and services?

▪ What do customers say about them? How do customers describe their

products or services; their way of doing business; the additional services

they supply?

▪ What are their key strategies?

▪ What are their strengths? How can your company surpass them?

▪ What are their primary weaknesses? How can your company capitalize

on them?

▪ Are new competitors entering the business?

 Poor Location.

▪ Read industry trade publications for announcements from competitors.

▪ Ask questions of customers and suppliers.
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▪ Talk to employees, especially sales representatives and purchasing

agents.

▪ Attend trade shows and collect the competitors' sales literature.

▪ Conducting patent searches for patents that competitors have filed.

▪ If appropriate, benchmark competitors' products against yours.

▪ Obtain credit reports from firms such as Dun & Bradstreet on each of

your major competitors to evaluate their financial condition.

▪ Check out the resources of your local library, including articles,

computerized databases, and on-line searches.

▪ Use the vast resources of the World Wide Web to learn more about your

competitors.

▪ Visit competing businesses periodically to observe their operations.

o A business owner can set up teams of managers and employees to evaluate

each competitor and to make recommendations on specific strategic actions that

will improve the firm's competitive position against each.

o The owner can construct a competitive profile matrix for each market segment.

o Knowledge Management: It is the practice of gathering, organizing, and

disseminating the collective wisdom and experience of a companys employees for

the purpose of strengthening its competitive position.

▪ Many small companies fail to gather competitive intelligence because

their owners mistakenly assume that it is too costly or unnecessary.

▪ The cost of collecting information about competitors and the competitive

environment typically is minimal.

▪ The key is learning how to manage the knowledge a company

accumulates.
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▪ Knowledge management enables companies to get more innovative

products to market faster, respond to customers needs faster, and solve (or

avoid altogether) problems more efficiently.

▪ Because of their size and simplicity, small businesses have an advantage

over large companies.

▪ Knowledge management requires that a small company identify:

▪ What its workers know

o Incorporate that knowledge into the business

o Distribute it where it is needed

o Leverage it into more useful knowledge

▪ In creating a knowledge management program, take an inventory of the

special knowledge a company possesses that gives it a competitive

advantage.

o This involves assessing the knowledge bank that employees have compiled

over time such as their customer databases, which can give insight into customers

likes, dislikes, and buying habits and patterns.

o Organize the essential knowledge and disseminate it throughout the company to

those who need it using high-tech solutions such as e-mail, computerized

databases, and software that allows many different employees to work on a

project simultaneously.

o Creating a knowledge management program is to continue to add to the

knowledge base the company has assembled.

▪ Example of Heather Hesketh, owner of hesketh.com, a Web-consulting

firm.

 Poor Location.
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o Business goals and objectives provide targets to aim for and provide a basis for

evaluating company's performance.

▪ Creating goals and objectives is an essential part of the strategic

management process.

 Poor Location.

▪ Goals are the broad, long-range attributes that a business seeks to

accomplish; they tend to be general and sometimes even abstract.

▪ Goals are not intended to be specific enough for a manager to act on, but

simply state the general level of accomplishment sought.

o Do you want to boost your market share?

o Does your cash balance need strengthening?

o Would you like to enter a new market or increase sales in a current one?

o What return on your investment do you seek?

 Poor Location.

o Objectives are specific targets of performance.

o Common objectives concern profitability, productivity, growth, efficiency,

markets, financial resources, physical facilities, organizational structure,

employee welfare, and social responsibility.

o Because some objectives might conflict with one another, the manager must

establish priorities.

o Well-written objectives.

▪ Are specific. Objectives should be quantifiable and precise. For example,

"to increase retail sales by 12 percent and wholesale by 10 percent in the

next fiscal year."
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▪ Are measurable. Managers should be able to plot the organization's

progress toward its objectives.

▪ Are assignable. Creating objectives without giving someone

responsibility for accomplishing them is futile.

▪ Are realistic yet challenging. Objectives must be within the reach of the

organization.

▪ Are timely. A time frame for achievement is important.

▪ Are written down. The manager should make the number of objectives

relatively small, from five to fifteen.

▪ The strategic planning process works best when managers and

employees are actively involved jointly in setting objectives.

 Poor Location.

o The next step is to evaluate strategic options and then prepare a game plan

designed to achieve the business's objectives.

o Strategy.

▪ A strategy is a road map of the actions the entrepreneur draws up to

fulfill the firm's mission, goals, and objectives.

o The mission, goals, and objectives spell out the ends.

o The strategy defines the means for reaching them.

▪ A strategy is the master plan that covers all of the major parts of the

organization and ties them together into a unified whole.

o The plan must be action-oriented.

o Uses the company's core competencies as the springboard to success.

▪ A successful strategy is comprehensive and well integrated.
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o Three Strategic Options.

▪ In his classic book Competitive Strategy, Michael Porter defines these

three strategies: cost leadership, differentiation, and focus.

 Poor Location.

▪ A company pursuing a cost leadership strategy strives to be the lowest-

cost producer relative to its competitors in the industry.

▪ Low-cost leaders have a competitive advantage in reaching buyers

whose primary purchase criterion is price, and they have the power to set

the industry's price floor.

o Such a strategy works well when buyers are sensitive to price changes.

o When competing firms sell the same commodity products.

o When companies can benefit from economies of scale.

o Example of Google, the well-known Web search engine that relies on a low-

cost strategy to stay on top in a fiercely competitive industry.

▪ The most successful cost leaders know where they have cost advantages

over their competitors, and they use these as the foundation for their

strategies.

▪ Dangers in following a cost leadership strategy.

o Sometimes, a company focuses exclusively on lower manufacturing costs

without considering the impact of purchasing, distribution, or overhead costs.

o Misunderstanding the firm's true cost drivers.

o A firm may pursue a low-cost leadership strategy so zealously that it essentially

locks itself out of other strategic choices.

 Poor Location.
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▪ A company following a differentiation strategy seeks to build customer

loyalty by positioning its goods or services in a unique or different

fashion.

▪ There are many ways to create a differentiation strategy, but the key

concept is to be special at something that is important to the customer.

o If a small company can improve the product's (or services) performance, reduce

the customer's cost and risk of purchasing it, or both, it has the potential to

differentiate.

o Example of John and Marianne Turton, copreneur founders of Audiophile

International, a Web-based vintage record business.

▪ The key to a successful differentiation strategy is to build it on a

distinctive competence, something the small company is uniquely good at

doing in comparison with its competitors.

o Common bases for differentiation include superior customer service, special

product features, complete product lines, a custom-tailored product or service,

instantaneous parts availability, absolute product reliability, supreme product

quality, extensive product knowledge, and the ability to build long-term, mutually

beneficial relationships with customers.

o To be successful, a differentiation strategy must create the perception of value

in the customer's eyes.

▪ There are risks in pursuing a differentiation strategy.

o One danger is trying to differentiate a product or service on the basis of

something that does not boost its performance or lower its cost to the buyer.

o Another pitfall is over differentiating and charging so much that the company

prices its products out of the market.
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o The final risk is focusing only on the physical characteristics of a product or

service and ignoring important psychological factors: status, prestige, image, and

style.

 Poor Location.

▪ The principal idea of this strategy is to select one or more segments,

identify customers' special needs, wants, and interests, and approach the

customers with a good or a service designed to excel in meeting those

needs, wants, and interests.

▪ Focus strategies build on differences among market segments.

▪ A successful focus strategy depends on a small company's ability to

identify the changing needs of its targeted customer group and to develop

the skills required to serve them.

o Rather than attempting to serve the total market, the focusing firm specializes

in serving a specific target segment or niche.

o A focus strategy is ideally suited to many small businesses, which often lack

the resources to reach a national market.

o Example of Wayne and Marty Scott, owners of Clown Shoes & Props who

make clown shoes.

▪ The most successful focusers build a competitive edge by concentrating

on specific market niches and serving them better than any other

competitor can.

o Essentially, this strategy depends on creating value for the customer either by

being the lowest-cost producer or by differentiating the product or service in a

unique fashion, but doing it in a narrow target segment.

▪ Pursuing a focus strategy is not without risk.
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o Companies sometimes must struggle to capture a large enough share of a small

market to be profitable.

o There is also the danger that larger competitors will enter the market and erode

market share.

o Sometimes a company with a successful niche strategy gets distracted by its

success and tries to branch out into other areas.

▪ An effective strategic plan identifies a complete set of success factors--

financial, operating, and marketing--that, taken together, produce a

competitive advantage for the small business.

 Poor Location.

o To make the plan workable, the business owner should divide the plan into

projects, carefully defining each one by the following:

▪ Purpose. What is the project designed to accomplish?

▪ Scope. Which areas of the company will be involved in the project?

▪ Contribution. How is the project related to other projects and to the

overall strategic plan?

▪ Resource requirements. What human and financial resources are needed

to complete the project successfully?

▪ Timing. Which schedules and deadlines will ensure project completion?

o Once managers assign priorities to these projects, they can begin to implement

the strategic plan by involving employees and delegating adequate authority to

them.

o Early involvement of the total workforce in the strategic management process

is a luxury that larger businesses cannot achieve.
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▪ It is important to remember that without committed, dedicated

employees, an organization's strategies usually fail.

 Poor Location.

▪ Responding quickly to customers' needs.

▪ Remaining flexible and willing to change.

▪ Continually searching for new emerging market segments.

▪ Building and defending market niches.

▪ Erecting "switching costs" through personal service and special attention.

▪ Remaining entrepreneurial and willing to take risks.

▪ Acting with lightning speed to move into and out of markets as they ebb

and flow.

▪ Constantly innovating.

 Poor Location.

o Rarely, if ever, will the company's actual performance match stated objectives.

o Hence the need to control actual results that deviate from plans.

o Controlling the Strategy.

▪ Planning without control has little operational value.

▪ The plans created in this process become the standards against which

actual performance is measured.

▪ It is important for everyone in the organization to understand--and to be

involved in--the planning and controlling process.

▪ The owner must identify and track key performance indicators.

 Poor Location.
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▪ Some companies are developing balanced scorecards--a set of

measurements unique to a company that includes both financial and

operational measures.

▪ The premise behind such a scorecard is that relying on any single

measure of company performance is dangerous.

▪ The complexity of managing a business demands that an entrepreneur be

able to see performance measures in several areas simultaneously.

o The balanced scorecard looks at a business from four important perspectives.

 Poor Location.

▪ Customers judge companies by at least four standards: time, quality,

performance, and service.

o Internal business perspective: what must we excel at?

▪ The internal factors that managers should focus on are those that have

the greatest impact on customer satisfaction and retention and on company

effectiveness and efficiency.

o Innovation and learning perspective: can we continue to improve and create

value?

▪ A company's ability to innovate, learn, and improve determines its

future.

o Financial perspective: how do we look to shareholders?

▪ These measures focus on such factors as profitability, growth, and

shareholder value.

▪ On balanced scorecards, companies often break their financial goals into

three categories: survival, success, and growth.
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o Example of John Garrett, co-president of Triad Distributing-Northwest Inc., a

building supplies wholesaler who hourly monitors the balanced scorecard his

company has developed.

o Although the balanced scorecard is a vital tool that helps managers keep their

companies on track, it is also an important tool for changing behavior in an

organization and for keeping everyone focused on what really matters.

o As conditions change, managers must make corrections in performances,

policies, strategies, and objectives to get performance back on track.

o A practical control system is also economical to operate.

 Poor Location.

o The strategic planning process is an ongoing procedure that the small business

owner must repeat.

o No small business should be burdened with an elaborate, detailed formal

planning process that it cannot easily use.

o What does this strategic planning process lead to?

▪ It teaches discipline that is important to his business's survival.

▪ It helps the small business owner in learning about his business, his

competitors, and, most importantly his customers.

o Although strategic planning cannot guarantee success, it does dramatically

increase the small firms chances of survival in a hostile business environment.

o A recent survey of family businesses by Arthur Andersen Consulting and Mass

Mutual Life Insurance Company found that just 30 percent of the companies had

a written strategic plan.
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Example/Case Study:

In the Footsteps of an EntrepreneurA Billion Dollars in Sales - 99 Cents at a Time

Dave Gold had an epiphany about a retail store in which every item sold for just 99 cents. After

retiring from the liquor business in 1982 at age 50, Gold decided to open his 99-cent store at the

encouragement of family and friends who had grown tired of hearing him talk about it. Gold

leased a building that had once housed a Mexican restaurant near the Los Angeles airport and

opened the first 99 Only store. As a low-cost, guerrilla marketing tactic, he offered the first 13

customers (The store opened on Friday the 13th) the chance to buy TVs for just 99 cents.

Customers flocked to the store, and within six months, Gold knew he had hit upon a successful

business idea. Over the next few years, he purchased or leased nine other retail sites from

businesses that were closing and began building a chain of stores.

Today, 99 Only Stores operates 147 stores, mainly in California, Nevada, and Arizona, and, true

to Golds original concept, everything sells for just 99 cents. Unlike many discount stores, 99

Only stores are clean, brightly-lit, organized, and large about the size of a small supermarket. At

least half of the brands the company stocks are well-known labels, such as Yoplait, Neutrogena,

Dole, Hagen-Daz and others; yet all are priced at 99 cents. The inventory mix changes

depending on the deals that Golds 12 buyers can find from suppliers with product overruns,

cancelled orders, or slow-moving items. On a typical day, customers can shop for tools and

cosmetics, kitchen gadgets and cleaners, personal care items and food (from shitake mushrooms

to wine), and many other items as well. Recently, an article in the Los Angeles Times mentioned

that 99 Only stores were selling a cabernet for 99 cents (its original retail price was $15),

customers poured in and bought 17,000 bottles in just two hours!

Although competition at the discount end of the market can be intense, the 99 Only Stores are

thriving by sticking to the strategy that Gold originally defined for the company. Gold pinches

pennies whenever he can. No one in the company has a secretary, and company headquarters is

located in Commerce City, California, where property values are lower than in Los Angeles.
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Even though the company made an initial public offering in 1996, the Gold family still owns 35

percent of the business. 99 Only Stores remains very much a family business; Dave Gold is the

CEO, his sons Howard and Jeff are senior vice-presidents, and son-in-law Eric Schiffer is

president. As 99 Only Stores begins a national expansion effort, it will run into stiff competition

from Dollar General, Dollar Tree, and Family Dollar stores. If the companys track record is any

indication of its future success, 99 Only Stores will compete successfully with its low cost

strategy. This is a penny business, says Schiffer, but those pennies add up to millions of dollars.

Describe the components of 99 Only Stores low-cost strategy.

Answer: By offering low-cost strategy, the company had to purchase its products at low cost.

The companys target market was based on customers on limited incomes.

What strategic advice can you offer Dave Gold to ensure 99 Only Stores future success?

Answer: Students answer may vary but key strategic advice could be based on understanding the

customers needs and be aware of competitors.

Instructions

In Section 2 of this course you will cover these topics:
Choosing A Form Of Ownership

Franchising And The Entrepreneur

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
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You can continue later as per your convenience and this course will be avalible in your
area to save and continue later.

: Choosing A Form Of Ownership

Topic Objective:

At the end of this topic student would be able to:

 Describe the advantages and disadvantages of the sole proprietorship.

 Describe the advantages and disadvantages of the partnership.

 Describe the advantages and disadvantages of the corporation.

 Describe the features of the alternative forms of ownership such as the S corporation, the

limited liability company, and the joint venture.

Definition/Overview:

Sole proprietorship: A sole proprietorship, or simply proprietorship (British English: sole

trader) is a type of business entity which legally has no separate existence from its owner. Hence,

the limitations of liability enjoyed by a corporation and limited liability partnerships do not apply

to sole proprietors. All debts of the business are debts of the owner. The person who sets up the

company has sole responsibility for the company's debts. It is a "sole" proprietorship in the sense

that the owner has no partners.
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Key Points:

1. Introduction

 Each form of ownership has its own unique set of advantages and disadvantages.

o The key to choosing the right form of ownership is the ability to understand the

characteristics of each and knowing how they affect an entrepreneurs business

and personal circumstances.

o The issues the entrepreneur should consider in the evaluation process:

▪ Tax considerations. Because of the graduated tax rates under each form

of ownership, the government's constant tinkering with the tax code, and

the year-to-year fluctuations in a company's income, an entrepreneur

should calculate the firm's tax bill under each ownership option every

year.

▪ Liability exposure. Certain forms of ownership offer business owners

greater protection from personal liability due to financial problems, faulty

products, and a host of other difficulties.

▪ Start-up and future capital requirements. Forms of ownership differ in

their ability to raise start-up capital.

▪ Control. Entrepreneurs must decide early on how much control they are

willing to sacrifice in exchange for help from other people in building a

successful business.

▪ Managerial ability. If an entrepreneur lacks skills or experience in certain

areas, he/she may need to select a form of ownership that allows him/her

to bring into the company people who possess those skills and experience.

▪ Business goals. How big and how profitable an entrepreneur plans for

the business to become will influence the form of ownership chosen.
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▪ Management succession plans. Some forms of ownership make this

transition much smoother than others. In other cases, when the owner dies,

so does the business.

▪ Cost of formation. Some forms of ownership are much more costly and

involved to create than others. Entrepreneurs must weigh carefully the

benefits and the costs of the particular form they choose.

o Business owners have traditionally had three major forms of ownership from

which to choose: the sole proprietorship, the partnership, and the corporation.

▪ In recent years, various hybrid forms of business ownership have

emerged; the S corporation, the limited liability company, and the joint

venture.

2. The Sole Proprietorship

 Defined

o The sole proprietorship is a business owned and managed by one individual.

This form of ownership is by far the most popular.

 Advantages of a Sole Proprietorship

o Simple to create. One attractive feature of a proprietorship is the ease and speed

of its formation. An entrepreneur can complete all of the necessary paperwork in a

single day.

▪ Least costly form of ownership to establish. It is generally the least

expensive form of ownership to establish, as there is no need to create and

file the legal documents that are recommended for partnerships and are

required for corporations.

▪ In many jurisdictions, entrepreneurs planning to conduct business under

a trade name are usually required to acquire a Certificate of Doing
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Business under an Assumed Name from the secretary of state and the fee

is usually nominal.

▪ In a proprietorship, the owner is the business.

▪ Example of Kenneth Wolf.

o Profit incentive. Once the owner has paid all of the company's expenses, she

can keep the remaining profits (less taxes, of course).

o Total decision-making authority. The sole proprietor is in total control of

operations and can respond quickly to changes. The ability to respond quickly is

an asset in a rapidly shifting market.

o No special legal restrictions. The proprietorship is the least regulated form of

business ownership.

o Easy to discontinue. If the entrepreneur decides to discontinue operations, he

can terminate the business quickly, even though he will still be liable for all of the

business's outstanding debts and obligations.

 Disadvantages of a Sole Proprietorship

o Unlimited personal liability. The sole proprietor is personally liable for all of

the business's debts. The reality: Failure of the business can ruin the sole

proprietor financially.

o Limited access to capital. Many proprietors have already put all they have into

their businesses and have used their personal resources as collateral on existing

loans, so it is difficult for them to borrow additional funds.

▪ The $750,000 cap on 7(a) small business loans could be lifted under a

new legislative proposal to add at least $3 billion in lending authority to

the Small Business Administration loan program in 200

▪ A decreased guaranty rate included in the same proposal would shut out

those seeking riskier loans by banks unwilling to assume the greater risk.
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▪ Example of Tammy Reger, owner of Thompson Brothers Greenhouse.

o Limited skills and abilities. A sole proprietor may not have the wide range of

skills running a successful business requires. Many business failures occur

because owners lack skills, knowledge, and experience in areas that are vital to

business success.

o Feelings of isolation. Running a business alone allows an entrepreneur

maximum flexibility, but it also creates feelings of isolation most small business

owners report that they sometimes feel alone and frightened when they must make

decisions knowing that they have nowhere to turn for advice or guidance.

▪ Example of Darren Hans Bobella, founder and co-owner of My Home

Tech.

o Lack of continuity for the business. If the proprietor dies, retires, or becomes

incapacitated, the business automatically terminates.

3. The Partnership

 Defined

o A partnership is an association of two or more people who co-own a business

for the purpose of making a profit. In a partnership the co-owners (partners) share

the business's assets, liabilities, and profits according to the terms of a previously

established partnership agreement.

o The law does not require a written partnership agreement (also known as the

articles of partnership), but it is wise to work with an attorney to develop one.

▪ The partnership agreement is a document that states in writing all of the

terms of operating the partnerships for the protection of each partner

involved.

▪ Every partnership should be based on a written agreement.
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o When no partnership agreement exists, the Uniform Partnership Act governs

the partnership, but its provisions may not be as favorable as a specific agreement

hammered out among the partners.

o Probably the most important feature of the partnership agreement is that it

addresses in advance sources of conflict that could result in partnership battles

and the dissolution of a business that could have been successful.

o The standard partnership agreement will likely include the following:

▪ Name of the partnership.

▪ Purpose of the business. What is the reason the partners created the

business?

▪ Domicile of the business. Where will the principle business be located?

▪ Duration of the partnership. How long will the partnership last?

▪ Names of the partners and their legal addresses.

▪ Contributions of each partner to the business, at the creation of the

partnership and later. This would include each partner's investment in the

business.

▪ Agreement on how the profits or losses will be distributed.

▪ Agreement on salaries or drawing rights against profits for each partner.

▪ Procedure for expansion through the addition of new partners.

▪ Distribution of the partnership's assets if the partners voluntarily dissolve

the partnership.

▪ Sale of partnership interest. How can partners sell their interests in the

business?

▪ Absence or disability of one of the partners.
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▪ Voting rights. In many partnerships, partners have unequal voting power.

The partners may base their voting fights on their financial or managerial

contributions to the business.

▪ Decision-making authority. When can partners make decisions on their

own, and when must other partners be involved?

▪ Financial authority. Which partners are authorized to sign checks, and

how many signatures are required to authorize bank transactions?

▪ Handling tax matters. The Internal Revenue Service requires

partnerships to designate one person to be responsible for handling the

partnership's tax matters.

▪ Alterations or modifications of the partnership agreement. As a business

grows and changes, partners often find it necessary to update their original

agreement.

 The Uniform Partnership Act

o The Uniform Partnership Act (UPA) codifies the body of law dealing with

partnerships in the United States.

o Under the UPA, the three key elements of any partnership are common

ownership interest in a business, sharing the business's profits and losses, and the

right to participate in managing the operation of the partnership.

o Under the act, each partner has the right to:

▪ Share in the management and operations of the business.

▪ Share in any profits the business might earn from operations.

▪ Receive interest on additional advances made to the business.

▪ Be compensated for expenses incurred in the name of the partnership.

▪ Have access to the business's books and records.
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▪ Receive a formal accounting of the partnership's business affairs.

o The UPA also sets forth the partners' general obligation. Each partner is

obligated to:

▪ Share in any losses sustained by the business.

▪ Work for the partnership without salary.

▪ Submit differences that may arise in the conduct of the business to

majority vote or arbitration.

▪ Give the other partner complete information about all business affairs.

▪ Give a formal accounting of the partnership's business affairs.

o A partnership is based above all else on mutual trust and respect.

 Rights and Duties of Partners

o Because of the power of any one partner to influence the financial viability of

the partnership, the law has established certain rights and duties. The following

are the rights that exist among partners:

▪ The right to participate in the management of the business. Unless there

is an agreement to the contrary, in a general partnership all partners have a

right to participate in the active management of the business.

▪ The right to an accounting. Because a partner does not, under law, have a

right to sue the partnership or other partner, the Uniform Partnership Act

provides any partner the right to bring an action for an accounting against

other partners. Business laws that deal with the behaviors of partners are

very specific regarding the duties of each partner and include the

following:

o Duty of Loyalty. Each partner has a fiduciary responsibility to the partnership

and, as such, must always place the interest of the partnership above their

personal interest.
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o Duty of Obedience. This duty requires each partner to adhere to the provision

of the partnership agreement and the decision made by the partnership.

o Duty of Care. Each partner is expected to behave in ways that demonstrate the

same level of care and skill that a reasonable manager in the same position would

use under the same circumstances. Failure to perform up to these duties is

considered negligence.

o Duty to Inform. All information relevant to the management of the business

must be made available to all partners.

 Advantages of the Partnership

o Easy to establish. Like the proprietorship, the partnership is easy and

inexpensive to establish. In most states, partners must file a Certificate for

Conducting Business As Partners if the business is run under a trade name.

o Complementary skills. In successful partnerships, the parties' skills and abilities

complement one another, strengthening the company's managerial foundation.

▪ Example of Santhana Krishnan and Yash Shah, partners at InteQ.

o Division of profits. The partnership agreement should articulate the nature of

each partner's contribution and proportional share of the profits. If the partners fail

to create an agreement, the UPA says that the partners share equally in the

partnership's profits, even if their original capital contributions are unequal.

o Larger pool of capital. The partnership form of ownership can significantly

broaden the pool of capital available to a business. Undercapitalization is a

common cause of business failures.

o Ability to attract limited partners. Every partnership must have at least one

general partner (although there is no limit on the number of general partners a

business can have).
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▪ General partners have unlimited personal liability for the companys

debts and obligations and are expected to take an active role in managing

the business.

▪ Limited partners, on the other hand, cannot take an active role in the

operation of the company. They have limited personal liability for the

company's debts and obligations. Essentially, limited partners are financial

investors who do not participate in the day-to-day affairs of the

partnership. Silent partners and dormant partners are special types of

limited partners. Silent partners are not active in a business but generally

are known to be members of the partnership. Dormant partners are neither

active nor generally known to be associated with the business.

o Little governmental regulation.

o Flexibility. Partnerships can generally react quickly to changing market

conditions.

o Taxation. The partnership itself is not subject to federal taxation. The

partnership, like the proprietorship, avoids the "double taxation'' disadvantage

associated with the corporate form of ownership.

 Disadvantages of the Partnership

o Unlimited liability of at least one partner. At least one member of every

partnership must be a general partner. The general partner has unlimited personal

liability, even though he is often the partner with the least personal resources.

o Capital accumulation. It is generally not as effective as the corporate form of

ownership, which can raise capital by selling shares of ownership to outside

investors.

o Difficulty in disposing of partnership interest without dissolving the

partnership. Often, a partner is required to sell his interest to the remaining

partner. Even if the original agreement contains such a requirement and clearly

delineates how the value of each partner's ownership will be determined, there is
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no guarantee that the other partners will have the financial resources to buy the

seller's interest.

o Lack of continuity. Partners can make provisions in the partnership agreement

to avoid dissolution due to death if all parties agree to accept as partners those

who inherit the deceased's interest.

o Potential for personality and authority conflicts. Being in a partnership is

much like being married. Making sure partners' work habits, goals, ethics, and

general business philosophy are compatible is an important step in avoiding a

nasty business divorce. The demise of many partnerships can often be traced to

interpersonal conflicts and the lack of a partnership agreement for resolving those

conflicts.

▪ Example of Aliza Sherman, author of Cybergrrl: A Woman's Guide to

the World Wide Web.

Partners are bound by the Law of Agency. A partner is like a spouse in that decisions made

by one, in the name of the partnership, bind all. Each partner is an agent for the business and can

legally bind the other partners to a business agreement.

 Dissolution and Termination of Partnership

o Partnership dissolution is not the same as partnership termination.

▪ Dissolution occurs when a general partner ceases to be associated with

the business.

▪ Termination is the final act of winding up the partnership as a business.

Termination occurs after the partners have expressed their intent to cease

operations and all affairs of the partnership have been concluded.

o Dissolution occurs as a result of one or more of the following events:

▪ Expiration of a time period or completion of the project undertaken as

delineated in the partnership agreement.
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▪ Expressed wish of any general partner to cease operation.

▪ Expulsion of a partner under the provisions of the agreement.

▪ Withdrawal, retirement, insanity, or death of a general partner (except

when the partnership agreement provides for a method of continuation).

▪ Bankruptcy of the partnership or of any general partner.

▪ Admission of a new partner resulting in the dissolution of the old

partnership and establishment of a new partnership.

▪ A judicial decree that a general partner is insane or permanently

incapacitated, making performance or responsibility under the partnership

agreement impossible.

▪ Mounting losses that make it impractical for the business to continue.

▪ Impropriety or improper behavior of any general partner that reflects

negatively on the business.

 Limited Partnerships

o A limited partnership, which is a modification of a general partnership, is

composed of at least one general partner and at least one limited partner.

o In a limited partnership the general partner is treated, under the law, exactly as

in a general partnership. Limited partners are treated as investors in the business

venture, and they have limited liability. They can lose only the amount they have

invested in the business.

o Most states have ratified the Revised Uniform Limited Partnership Act. To

form a limited partnership, the partners must file a Certificate of Limited

Partnership in the state in which the limited partnership plans to conduct business.

o The Certificate of Limited Partnership should include:

▪ The name of the limited partnership.
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▪ The general character of its business.

▪ The address of the office of the firm's agent authorized to receive

summonses or other legal notices.

▪ The name and business address of each partner, specifying which ones

are general partners and which are limited partners.

▪ The amount of cash contributions actually made, and agreed to be made

in the future, by each partner.

▪ A description of the value of noncash contributions made or to be made

by each partner.

▪ The times at which additional contributions are to be made by any of the

partners.

▪ Whether and under what conditions a limited partner has the right to

grant limited partner status to an assignee of his or her interest in the

partnership.

▪ If agreed upon, the time or the circumstances when a partner may

withdraw from the firm (unlike the withdrawal of a general partner, the

withdrawal of a limited partner does not automatically dissolve a limited

partnership).

▪ It agreed upon, the amount of, or the method of determining, the funds to

be received by a withdrawing partner.

▪ Any right of a partner to receive distributions of cash or other property

from the firm, and the times and circumstances for such distributions.

▪ The time or circumstances when the limited partnership is to be

dissolved.

▪ The rights of the remaining general partners to continue the business

after withdrawal of a general partner.
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▪ Any other matters the partners want to include.

Limited partners can make management suggestions to the general partners, inspect the

business, and make copies of business records.

A limited partner is, of course, entitled to a share of the business's profits as agreed on and

specified in the Certificate of Limited Partnership.

The primary disadvantage of limited partnerships is the complexity and the cost of

establishing them.

 Master Limited Partnerships

o A relatively new form of business structure, master limited partnerships

(MLPs), are just like regular limited partnerships, except their shares are traded on

stock exchanges.

o Congress originally allowed MLPs to be taxed as partnerships. In 1987, it

ruled that any MLP not involved in natural resources or real estate would be taxed

as a corporation, eliminating their ability to avoid the double taxation

disadvantage.

o They provide most of the same advantages to investors as a corporation--

including limited liability.

o Master limited partnership profits typically must be divided among thousands

of partners.

 Limited Liability Partnerships

o Many states now recognize limited liability partnerships (LLPs) in which all

partners in the business are limited partners, having only limited liability for the

debts and obligations of the partnership. Most states restrict LLPs to certain types

of professionals such as attorneys, physicians, dentists, accountants, and others.

Just as with any limited partnership, the partners must file a Certificate of Limited

Partnership in the state in which the partnership plans to conduct business. Also,
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like every partnership, an LLP does not pay taxes; its income is passed through to

the limited partners, who pay taxes on their shares of the companys net income.

4. The Corporation

 Definition

o The Supreme Court has defined a corporation as "an artificial being, invisible,

intangible, and existing only in contemplation of the law."

▪ It is the most complex of the three major forms of business ownership.

▪ Responsible for more than 87 percent of sales and 69 percent of the

income gained from the three major forms of ownership.

▪ It is a separate entity apart from its owners and may engage in business,

make contracts, sue and be sued, and pay taxes.

▪ Because the life of the corporation is independent of its owners, the

shareholders can sell their interest in the business without affecting its

continuation.

o Corporations (also known as C corporations) are creations of the state.

▪ When a corporation is founded, it accepts the regulations and restrictions

of the state in which it is incorporated and any other state in which it

chooses to do business.

▪ A corporation doing business in the state in which it is incorporated is a

domestic corporation.

▪ When a corporation conducts business in another state, that state

considers it to be a foreign corporation.

▪ Corporations that are formed in other countries but do business in the

United States are alien corporations.
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o Corporations have the power to raise large amounts of capital by selling

shares of ownership to outside investors, but many corporations have only a

handful of shareholders.

▪ Publicly held corporations are those that have a large number of

shareholders, and their stock is usually traded on one of the large stock

exchanges.

▪ Closely held corporations are those whose shares are in the control of a

relatively small number of people, often family members, relatives, or

friends. Their stock is not traded on any stock exchange.

o In general, a corporation must report annually its financial operations to its

home state's attorney general.

▪ There are substantially more reporting requirements for a corporation

than for the other forms of ownership.

 Requirements for Incorporation

o Most states allow entrepreneurs to incorporate without the assistance of an

attorney.

▪ In some states, the application process is complex, and the required

forms are confusing.

▪ The price for filing incorrectly can be high.

o Once the owners decide to form a corporation, they must choose the state in

which to incorporate.

▪ States differ--sometimes dramatically--in the requirements they place on

the corporations they charter and in how they treat corporations chartered

in other states.

o Every state requires a Certificate of Incorporation or charter to be filed with the

secretary of state.
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▪ The corporation's name. Different from any other firm in that state to

avoid confusion or deception and include a term such as corporation,

incorporated, company, or limited to notify the public that they are dealing

with a corporation.

▪ The corporation's statement of purpose. The incorporators must state in

general terms the intended nature of the business.

▪ The corporation's time horizon. Most corporations are formed with no

specific termination date; they are formed "for perpetuity." However, it is

possible to incorporate for a specific duration (e.g., 50 years).

▪ Names and addresses of the incorporators. The incorporators must be

identified in the articles of incorporation and are liable under the law to

attest that all information in the articles of incorporation is correct.

▪ Place of business. The post office address of the corporation's principal

office must be listed.

▪ Capital stock authorization. The articles of incorporation must include

the amount and class (or type) of capital stock the corporation wants to be

authorized to issue.

▪ Capital required at the time of incorporation. Some states require a newly

formed corporation to deposit in a bank a specific percentage of the stock's

par value before incorporating.

▪ Provisions for preemptive rights, if any, that are granted to stockholders.

▪ Restrictions on transferring share. Many closely held corporations

require shareholders interested in selling their stock to offer it first to the

corporation. (Shares the corporation itself owns are called treasury stock.)

▪ Names and addresses of the officers and directors of the corporation.
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▪ Rules under which the corporation will operate. Bylaws are the rules and

regulations the officers and directors establish for the corporation's

internal management and operation.

o Once incorporation is approved and the fees are paid, the approved articles of

incorporation become its charter.

▪ The next order of business is to hold an organizational meeting for the

stockholders to formally elect directors, who, in turn, will appoint the

corporate officers.

 Advantages of the Corporation

o Limited liability of stockholders. The primary reason most entrepreneurs

choose to incorporate is to gain the benefit of limited liability, which means that

investors can limit their liability to the total amount of their investment.

▪ This legal protection of personal assets beyond the business is of critical

concern to many potential investors.

▪ Courts are increasingly holding entrepreneurs personally liable for

environmental, pension, and legal claims against their corporations--much

to the surprise of the owners, who chose the corporate form of ownership

to shield themselves from such liability.

▪ Courts will pierce the corporate veil and hold owners liable for the

company's debts and obligations if the owners deliberately commit

criminal or negligent acts when handling corporate business.

▪ Corporate shareholders most commonly lose their liability protection,

however, because owners and officers have commingled corporate funds

with their personal funds.

▪ Positive steps that should be taken to avoid legal difficulties include the

following:
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o File all of the reports and pay all of the necessary fees required by the state in a

timely manner.

o Hold annual meetings to elect officers and directors.

o Keep minutes of every meeting of the officers and directors, even if it takes

place in the living room of the founders.

o Make sure that the corporations board of directors makes all major decisions.

o Make it clear that the business is a corporation by having all officers sign

contracts, loan agreements, purchase orders, and other legal documents in the

corporations name rather than their own names.

o Keep corporate assets and the personal assets of the owners separate.

o Ability to attract capital.

▪ Corporations have proved to be the most effective form of ownership for

accumulating large amounts of capital.

o Ability to continue indefinitely.

▪ Unless limited by its charter, a corporation is a separate legal entity and

can continue indefinitely.

o Transferable ownership.

▪ If stockholders so desire, they may transfer their shares through sale or

bequeath to someone else.

 Disadvantages of the Corporation

o Cost and time involved in the incorporation process. Creating a corporation can

cost between $500 and $3,000, typically averaging around $1,50
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o Double taxation. Because a corporation is a separate legal entity, it must pay

taxes on its net income to the federal, most state, and some local governments

before issuing any net income as dividends.

▪ Then, stockholders must pay taxes on the dividends they receive from

these same profits at the individual tax rate.

▪ Thus, a corporation's profits are taxed twice.

o Potential for diminished managerial incentives.

▪ Because they created their companies and often have most of their

personal wealth tied up in them, entrepreneurs have an intense interest in

ensuring their success and are willing to make sacrifices for their

businesses.

▪ Professional managers an entrepreneur brings in to help run the business

as it grows do not always have the same degree of interest in or loyalty to

the company.

o Legal requirements and regulatory red tape.

▪ Corporations are subject to more legal and financial requirements than

other forms of ownership. Managers may be required to submit some

major decisions to the stockholders for approval. Corporations that are

publicly held must file quarterly and annual reports with the Securities and

Exchange Commission (SEC).

o Potential loss of control by the founders.

▪ When entrepreneurs sell shares of ownership in their companies, they

relinquish some control, especially when they need large capital infusions

for start-up or growth.

 The Professional Corporation
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o A professional corporation is designed to offer professionals such as lawyers,

doctors, dentists, accountants, and others the advantage of the corporate form of

ownership.

o It is ideally suited for licensed professionals, who must always be concerned

about malpractice lawsuits, because it offers limited liability.

o They often are identified by the abbreviation P.C. (professional corporation),

P.A. (professional association), or S.C. (service corporation).

Alternative Forms of Ownership

 The S Corporation

o In 1954 the Internal Revenue Service Code created the Subchapter S corporation.

o In recent years the IRS has changed the title to S corporation and has made a few

modifications in its qualifications.

o An S corporation is a distinction that is made only for federal income tax purposes

and is, in terms of legal characteristics, no different from any other corporation.

o S corporation criteria.

▪ It must be a domestic (U.S.) corporation.

▪ It cannot have a nonresident alien as a shareholder.

▪ It can issue only one class of common stock, which means that all shares

must carry the same rights (e.g., the right to dividends or liquidation

rights). The exception is voting rights, which may differ. In other words,

an S corporation can issue voting and nonvoting common stock.

▪ It cannot have more than 75 shareholders (increased from 35).

o By increasing the number of shareholders allowed in S corporations to 75, the

new law makes succession planning easier for business owners.
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o The new law also permits them to sell shares of their stock to certain tax-

exempt organizations such as pension funds.

▪ Previous rules limited ownership strictly to individuals, estates, and

certain trusts.

o Violating any of the requirements for an S corporation automatically

terminates a company's S status.

▪ If a corporation satisfies the definition for an S corporation, the owners

must actually elect to be treated as one. Filing IRS Form 2553 (within the

first 75 days of the tax year) makes the election, and all shareholders must

consent.

o Advantages of an S Corporation.

▪ S corporations retain all of the advantages of a regular corporation, such

as continuity of existence, transferability of ownership, and limited

personal liability for its owners.

▪ It passes all of its profits or losses through to the individual shareholders,

and its income is taxed only once at the individual tax rate.

o Thus avoiding double taxation.

▪ Another advantage of the S corporation is that it avoids the tax C

corporations pay on assets that have appreciated in value and are sold.

o Also, owners of S corporations enjoy the ability to make year-end payouts to

themselves if profits are high.

o Disadvantages of an S Corporation.

▪ An S corporation would loose its attractiveness if either or both of the

following occurred:

o Personal income tax rates rose above those of C corporation rates, or;
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o C Corporation rates were lowered below personal income tax rates

▪ Entrepreneurs must consider the total impact of tax implications, the size

of company net profits, shareholder tax rates, etc., when choosing their

corporate form.

o When Is an S Corporation a Wise Choice?

▪ Choosing S Corporation status is usually beneficial to start-up companies

anticipating net losses and to highly profitable firms with substantial

dividends to pay out to shareholders.

o The owner can use the loss to offset other income or to remain in a lower tax

bracket than the corporation, thus saving money in the long run.

▪ Companies that plan to reinvest most of their earnings to finance growth

also find S corporation status favorable.

▪ Small business owners who intend to sell their companies in the near

future will prefer S over C status, because the taxable gains on the sale of

an S corporation are generally lower than those on the sale of a C

corporation.

▪ On the other hand, small companies with the following characteristics

are not likely to benefit from S corporation status:

o Highly profitable personal-service companies with large numbers of

shareholders, in which most of the profits are passed on to shareholders as

compensation or retirement benefits.

o Fast-growing companies that must retain most of their earnings to finance

growth and capital spending.

o Corporations in which the loss of fringe benefits to shareholders exceeds tax

savings.
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o Corporations in which the income before any compensation to shareholders

is less than $100,000 a year.

o Corporations with sizable net operating losses that cannot be used against S

corporation earning.

 The Limited Liability Company (LLC}

o A relatively new creation, it is a cross between a partnership and a corporation.

o The 1995 Uniform Limited Liability Company Act codified limited liability

company law.

▪ Combines benefits of the partnership and the corporate forms of

ownership but is not subject to many of the restrictions imposed on S

corporations.

▪ An LLC can have one owner but most have multiple owners (called

members).

▪ An LLC offers its owners limited liability without imposing any

requirements on their characteristics or any ceiling on their numbers.

▪ An LLC does not restrict its members' involvement in managing the

company.

▪ LLCs also avoid the double taxation imposed on C corporations.

▪ Like an S corporation, an LLC does not pay income taxes; its income

flows through to the members, who are responsible for paying income

taxes on their shares of the LLC's net income.

▪ LLCs offer entrepreneurs flexibility. Like a partnership, an LLC permits

its members to divide income (and thus tax liability) as they see fit.

▪ These advantages make the LLC an ideal form of ownership for small

companies in virtually any industry.
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▪ Creating an LLC

▪ Forming an LLC requires an entrepreneur to file two documents with the

secretary of state: the articles of organization and the operating agreement.

▪ The LLCs articles of organization, similar to the corporations articles of

incorporation, establish the company's name, its method of management

(board-managed or member-managed), its duration, and the names and

addresses of each organizer.

▪ In most states, the company's name must contain the words limited

liability company, limited company, or the letters L.L.C. or L.C.

▪ The same factors that would cause a partnership to dissolve would also

cause an LLC to dissolve before its charter expired.

▪ The operating agreement, similar to a corporation's bylaws, outlines the

provisions governing the way the LLC will conduct business.

▪ The operating agreement must create an LLC that has more

characteristics of a partnership than of a corporation to maintain this

favorable tax treatment.

▪ Specifically, an LLC cannot have any more than two of the following

four corporate characteristics:

o Limited liability. Limited liability exists if no member of the LLC is personally

liable for the debts or claims against the company.

o Continuity of life. To avoid continuity of life, any LLC member must have the

power to dissolve the company.

o Free transferability of interest. To avoid this characteristic, the operating

agreement must state that a recipient of a member's LLC stock cannot become a

substitute member without the consent of the remaining members.
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o Centralized management. To avoid this characteristic, the operating agreement

must state that the company elects to be "member-managed."

o LLC Disadvantages.

▪ It may pose problems for business owners who are considering

converting an existing business to an LLC.

 Joint Ventures and Syndicates

o A joint venture is very much like a partnership, except that it is formed for a

specific, limited purpose.

▪ Example. Suppose that you have a 500-acre tract of land 60 miles from

Chicago. This land has been cleared and is normally used for farming. One

of your friends has solid contacts among major musical groups and would

like to put on a concert. You expect prices for your agricultural products to

be low this summer, so you and your friend form a joint venture for the

specific purpose of staging a three-day concert. Your contribution will be

the exclusive use of the land for one month, and your friend will provide

all the performers as well as technicians, facilities, and equipment. All

costs will be paid out of receipts, and the net profits will be split, with you

receiving 20 percent for the use of your land. When the concert is over, the

facilities removed, and the accounting for all costs completed, you and

your friend will split the profits 20-80, and the joint venture will terminate.

o The "partners'' form a new joint venture for each new project they undertake.

The income derived from a joint venture is taxed as if it had arisen from a

partnership.

o In any endeavor in which neither party can effectively achieve the purpose

alone, a joint venture becomes a common form of ownership.

o Much like a joint venture, a syndicate is a private investment group that is

formed for the purpose of financing a large commercial project whose scope is

larger than the capacity of single investor to finance alone.
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: Franchising And The Entrepreneur

Topic Objective:

At the end of this topic student would be able to:

 Define the concept of franchising and describe the different types of franchises.

 Describe the benefits and limitations of buying a franchise.

 Describe the legal aspects of franchising, including the protection offered by the FTC's

Trade Regulation Rule.

 Explain the right way to buy a franchise.

 Describe a typical franchise contract and some of its provisions.

 Explain current trends shaping franchising

Definition/Overview:

Franchising : Franchising is a method of doing business involving a continuous relationship

between a franchiser and a franchisee. The franchiser retains control of the distribution system,

while the franchisee assumes all of the normal daily operating functions of the business.

Key Points:

1. Introduction

 The Growth of Franchising

o The growth of franchising in recent years has been phenomenal.

o Franchising has experienced exponential growth rates in the United States and

abroad.
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▪ A new franchise opens somewhere in the United States every eight

minutes and somewhere in the world every six-and-a-half minutes.

▪ Franchises account for 40 percent of all retail sales, totaling more than

$1 trillion, and they employ more than 8 million people in more than 100

major industries.

▪ Since 1994 almost half of all new franchise units sold by all U.S.

franchisers were outside in foreign lands.

2. What is Franchising?

 Described

o Franchising can be traced to Civil War times, when Isaac M. Singer devised a more

efficient, less expensive way to sell his Singer sewing machines through franchised

outlets.

o Retail outlets dominate franchising, accounting for about 85 percent of all franchise

sales, but increasing demand for consumer and business services is producing a boom

among service-oriented franchises.

o In franchising, semi-independent business owners (franchisees) pay fees and

royalties to a parent company (franchisor) in return for the right to sell its products or

services and often to use its business format and system.

▪ Franchisees buy a "success package" from the franchisor who shows

them how to use it.

▪ Franchisees, unlike independent business owners, do not have the

freedom to change the way they run their businesses.

o Successful franchisors claim that neglecting to follow the formula is one of the

chief reasons that franchisees fail.
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o Because franchisors develop the business systems their franchisees use and direct

their distribution methods, they maintain substantial control over their franchisees.

3. Types of Franchising

 Trade-Name Franchising

o Involves a brand name such as True Value Hardware or Western Auto.

o The franchisee buys the right to become identified with the franchisor's trade name

without distributing particular products exclusively under the manufacturer's name.

 Product Distribution Franchising

o Involves licensing the franchisee to sell specific products under the manufacturer's

brand name and trademark through a selective, limited distribution network.

o This system is commonly used to market automobiles, soft drinks, bicycles,

appliances, cosmetics, and other products.

 Pure (or comprehensive or business format) Franchising

o Involves providing the franchisee with a complete business format, including a

license for a trade name, the products or services to be sold, the physical plant, the

methods of operation, a marketing strategy plan, a quality control process, a two-way

communications system, and the necessary business services.

o The franchisee purchases the right to use all the elements of a fully integrated

business operation.

o Pure franchising is the most rapidly growing of all types of franchising and is

common among fast-food restaurants, hotels, business service firms, car rental

agencies, educational institutions, beauty aid retailers, and many others.
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4. The Benefits of Buying a Franchise

 Benefits

o In a franchising relationship, each party depends on the other for support.

o The ideal franchising relationship is a partnership based on trust and a willingness

to work together for mutual success. They know that their success depends on their

franchisees success.

o Franchisees get the opportunity to own a small business relatively quickly.

o Most new franchise outlets don't break even for at least six to eighteen months.

▪ Experience is the essence of what a franchisee is buying from a

franchiser.

o For franchisees, the ability to draw on the franchisers experience is like having a

safety net under them as they build their businesses.

o Franchisees also earn a great deal of satisfaction from their work.

▪ According to a Gallup survey of franchise owners, 71 percent of

franchisees said there franchises either met or exceeded their expectations.

▪ 65 percent said they would purchase their franchises again if given the

opportunity (compared to just 39 percent of Americans who say they

would choose the same job or business again).

o What can a franchise do for me that I cannot do for myself?

▪ A franchise can offer nothing that she could not do on her own; or, on

the other hand, it may turn out that the franchise is the key to success as a

business owner.

 Advantages of buying a franchise

o A business system.
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▪ One major benefit of joining a franchise is gaining access to a business

system with a proven track record.

▪ In many instances, franchisers provide their franchisees with turn-key

operations, allowing them to get their businesses up and running much

faster, more efficiently, and more effectively than if they launched their

own companies.

▪ Story of Lori Somley.

o Being a single mother trying to support her 4 children, Lori Somley was intrigued

with the idea of becoming an entrepreneur and decided to purchase Curves

International, one of the fastest-growing franchises in the nation. Having no business

experience, she knew she needed a franchise system that provided her with a solid

business system and managerial support. In her first year of operation, she was able to

double her salary and enjoys a more flexible personal schedule that enables her to

spend more time with her children.

o Management training and support.

▪ The leading cause of business failure is incompetent management.

▪ Many franchisors, especially the well-established ones, also provide

follow-up training and counseling services.

▪ Training programs often involve both classroom and on-site instruction

to teach franchisees the basic operations of the business--from producing

and selling the good or service to purchasing raw materials and

completing paperwork.

▪ Franchisers commonly provide field support to franchisees in customer

service, quality control, inventory management, and general management.

▪ Franchisers offer this support because they realize that their ultimate

success depends on the franchisees success.
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o Brand name appeal.

▪ A licensed franchisee purchases the right to use a nationally known and

advertised brand name for a product or service.

▪ Customers recognize the identifying trademark, the standard symbols,

the store design, and the products of an established franchise.

o Standardized quality of goods and services.

▪ The quality of the goods and services sold determines the franchisor's

reputation. To build a good reputation requires both high quality and

consistent quality delivery.

o National advertising programs.

▪ An effective advertising program is essential to the success of virtually

all franchise operations.

▪ A regional or national advertising program benefits all franchisees.

▪ Normally, such an advertising campaign is organized and controlled by

the franchisor and financed by each franchisee's contribution of a

percentage of monthly sales.

▪ Most franchisors also require franchisees to spend a minimum amount on

local advertising.

o Financial assistance.

▪ Because they rely on their franchisees' money to grow their businesses,

franchisors typically do not provide any extensive financial help for

franchisees.

▪ Franchisors rarely make loans to enable franchisees to pay the initial

franchise fee. However, once a franchisor locates a suitable prospective

franchisee, he may offer the qualified candidate direct financial assistance
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in specific areas, such as purchasing equipment, inventory, or even the

franchise fee.

▪ Example of Stanley Wong, owner of 23 IHOPs.

o Nearly three-fourths of the International Franchise Association's members indicate

that they offer some type of financial assistance to their franchisees; however, only

about 16 percent offer direct financial assistance.

o Proven products and business formats.

▪ What a franchisee essentially is purchasing is the franchisor's experience,

expertise, and products.

▪ Standardized procedures and operations greatly enhance the franchisee's

chances of success and avoid the most inefficient type of learning--trial

and error.

▪ A franchisee does not have to struggle for recognition in the local

marketplace as much as an independent owner might.

▪ Example of Stephen Adams and his wife, franchise owners of Pet Valu.

▪ Reputable franchisors also invest resources in researching and

developing new products and services (or improvements on existing ones)

and in tracking market trends that influence the success of its product line.

o Centralized buying power.

▪ A significant advantage is participation in the franchisor's centralized

and large-volume buying power.

▪ If franchisors sell goods and materials to franchisees, they may pass on

to franchisees any cost savings from quantity discounts they earn by

buying in volume.

o Site selection and territorial protection.
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▪ A proper location is critical to the success of any small business, and

franchises are no exception. In fact, franchise experts consider the three

most important factors in franchising to be location, location, and location.

▪ Many franchisors will make an extensive location analysis for each new

outlet (for a fee), including studies of traffic patterns, zoning ordinances,

accessibility, and population density.

▪ Franchisors also may offer a franchisee territorial protection, which gives

the franchisee the right to exclusive distribution of brand-name goods or

services within a particular geographic area.

▪ As the competition for top locations has escalated over the past decade,

the placement of new franchise outlets has become a source of friction

between franchisors and franchisees.

o Existing franchisees charge that franchisors are encroaching on their territories by

granting new franchises so close to them that their sales are diluted.

o Example of Vylene Enterprises.

o Greater chance for success.

▪ Investing in a franchise is not risk-free. Between 200 and 300 new

franchise companies enter the market each year, and not all of them

survive.

▪ But franchising is less risky than building a business from the ground up.

o Approximately 46 percent of new businesses fail by the third year of operation; in

contrast, only about 18 percent of all franchises will fail by the third year.

o The failure rate among franchisees of small franchise systems was 38 percent after

five years, compared to a five-year failure rate of 60 percent among independent

businesses.
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o These statistics must be interpreted carefully, however, because when a franchise is

in danger of failing, the franchisor often repurchases or relocates the outlet and does

not report it as a failure.

▪ The risk of purchasing a franchise is two-pronged.

o Success depends on the entrepreneur's managerial skills and motivation.

o And on the franchisor's business experience and system.

 Drawbacks of Buying a Franchise

o The franchisees must sacrifice some freedom to the franchisor.

▪ The prospective franchisee must explore other limitations of franchising

before undertaking this form of ownership.

o Franchise fees and profit sharing.

▪ Virtually all franchisors impose some type of fees and demand a share of

the franchisee's sales revenues in return for the use of the franchisor's

name, products or services, and business system.

▪ The Commerce Department reports that total investments for franchises

range from $1,000 for business services up to $10 million for hotel and

motel franchises.

▪ The average start-up cost for a franchise is about $200,00

▪ Start-up costs for franchises sometimes include numerous additional fees

not included in the franchise fee.

o Most franchises impose a franchise fee ranging from $5,000 to $50,000 up front for

the right to use the company name.
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▪ Additional start-up costs might include site purchase and preparation,

construction, signs, fixtures, equipment, management assistance, and

training.

▪ Franchisors also impose continuing royalty fees as profit-sharing

devices.

o The royalty usually involves a percentage of gross sales with a required minimum

or a flat fee levied on the franchise.

o Royalty fees typically range from 1 percent to 12 percent of sales (the average

royalty fee is between 3 and 7 percent) and can increase the franchisee's overhead

expenses significantly.

o Because franchisors' royalties and fees are calculated as a percentage of a

franchisee's sales, they get paid even if the franchisee fails to earn a profit.

o Strict adherence to standardized operations.

▪ The terms of the franchise agreement govern the franchisor/franchisee

relationship.

▪ That agreement requires franchisees to operate their outlets according to

the principles spelled out in the franchisor's operations manual.

o Typical topics covered in the manual include operating hours, dress standards,

operating policies and procedures, product or service specifications, and

confidentiality requirements.

▪ To protect its public image, the franchisor requires that the franchisee

maintain certain operating standards.

▪ If a franchise constantly fails to meet minimum standards established for

the business, the franchiser may terminate its license.

o Restrictions on purchasing.
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▪ In the interest of maintaining quality standards, franchisees may be

required to purchase products or special equipment from the franchisor,

and perhaps other items from an "approved" supplier.

▪ Under some conditions, these purchase arrangements may be challenged

in court as a violation of antitrust laws, but generally the franchisor has a

legal right to see that franchisees maintain acceptable quality standards.

▪ A franchisor can legally set the prices paid for such products but cannot

establish the retail prices to be charged on products sold by the franchisee.

A franchisor legally can suggest retail prices but cannot force the

franchisee to abide by them.

o Limited product line.

▪ In most cases, the franchise agreement stipulates that the franchise can

sell only those products approved by the franchisor.

▪ Some companies allow franchisees to modify their product or service

offerings to suit regional or local tastes, but only with the franchisor's

approval.

▪ A franchise may be required to carry an unpopular product or be

prevented from introducing a desirable one by the franchise agreement.

▪ A franchisee's freedom to adapt a product line to local market conditions

is restricted.

▪ Example of Herb Peterson, a McDonalds franchisee who created the Egg

McMuffin.

o Unsatisfactory training programs.

▪ Every would-be franchisee must be wary of the unscrupulous franchisor

who promises extensive services, advice, and assistance but delivers

nothing.
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o Market saturation.

▪ Some franchisors offer franchisees territorial protection, others do not.

▪ Territorial encroachment has become a hotly contested issue in

franchising as growth-seeking franchisors have exhausted most of the

prime locations and are now setting up new franchises close to existing

ones.

▪ The biggest challenge to the growth potential of franchising is the lack of

satisfactory locations.

▪ Increasingly, franchisers are setting up Web sites, which some

franchisees say are taking sales from them.

▪ Franchisees claim that franchisers Web site was cannibalizing sales of its

franchised outlets.

o Less freedom.

▪ When a franchisee signs a contract, he agrees to sell the franchisor's

product or service by following its prescribed formula.

▪ Franchisors want to ensure success and most monitor their franchisees'

performances closely.

▪ Strict uniformity is the rule rather than the exception.

5. Franchising and the Law

 Key Issues

o The explosion of legitimate franchises also ushered in with it several fly-by-night

franchisors who defrauded their franchisees.
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o In response to these specific incidents and to the potential for deception inherent in

a franchise relationship, California, in 1971, enacted the first Franchise Investment

Law.

▪ The law (and similar laws subsequently passed by 13 other states)

requires franchisors to register a Uniform Franchise Offering Circular

(UFOC) and deliver a copy to prospective franchisees before any offer or

sale of a franchise.

o In October 1979, the Federal Trade Commission (FTC) enacted the Trade

Regulation Rule, requiring all franchisors to disclose detailed information on their

operations at the first personal meeting or at least 10 days before a franchise contract

is signed or any money is paid.

▪ The FTC rule covers all franchisors, even those in the 36 states lacking

franchise disclosure laws.

o In 1993, the FTC modified the requirements for the UFOC, making more

information available to prospective franchisees and making the document easier to

read and understand.

 The Trade Regulation Rule

o Requires 23 major topics in its disclosure statement:

▪ Information identifying the franchisor and its affiliates and describing

their business experience and the franchises being sold.

▪ Information identifying and describing the business experience of each

of the franchisor's officers, directors, and management personnel

responsible for the franchise program.

▪ A description of the lawsuits in which the franchisor and its officers,

directors, and managers have been involved in the past 10 years.
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▪ Information about any bankruptcies in which the franchisor and its

officers, directors, and managers have been involved.

▪ Information about the initial franchise fee and other payments required to

obtain the franchise, including the intended use of the fees.

▪ A description of any other continuing payments franchisees are required

to make after start-up, including royalties, service fees, training fees, lease

payments, advertising charges, and others.

▪ A detailed description of the payments a franchisee must make to fulfill

the initial investment requirement and how and to whom they are made.

The categories covered are initial franchise fee, equipment, opening

inventory, initial advertising fee, signs, training, real estate, working

capital, legal, accounting, and utilities.

▪ Information about quality restrictions on goods and services used in the

franchise and where they may be purchased, including restricted purchases

from the franchises. Information covering requirements to purchase goods,

services, equipment, supplies, inventory, and other items from approved

suppliers (including the franchisor).

▪ A cross-reference chart that shows where the description of the

franchisees obligations under the contract is contained in the text of the

UFOC.

▪ A description of-any financial assistance available from the franchisor in

the purchase of the franchise.

▪ A description of all obligations the franchisor must fulfill in helping a

franchisee prepare to open and operate a unit. Plus, information covering

location selection methods and the training program provided to

franchisees.
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o A description of any territorial protection that will be granted to the franchise and a

statement as to whether the franchisor may locate a company-owned store or other

outlet in that territory.

▪ All relevant information about the franchisor's trademarks, service

marks, trade names, logos, and commercial symbols, including where they

are registered.

▪ Similar information on any patents and copyrights the franchisor owns

and the rights to these transferred to franchisees.

▪ A description of the extent to which franchisees must participate

personally in the operation of the franchise.

▪ A description of any restrictions on the goods or services franchises are

permitted to sell and with whom franchisees may deal.

▪ A description of the conditions under which the franchise may be

repurchased or refused renewal by the franchisor, transferred to a third

party by the franchisee, and terminated or modified by either party.

▪ A description of the involvement of celebrities and public figures in the

franchise.

▪ A complete statement of the basis for any earnings claims made to the

franchisee, including the percentage of existing franchises that have

actually achieved the results that are claimed. New rules put two

requirements on franchisors making earnings claims:

o Any earnings claim must be included in the UFOC, and

o The claim must "have a reasonable basis at the time it is made." However,

franchisors are not required to make any earnings claims at all; in fact, 80 percent of

franchisors don't make earnings claims in their circulars, primarily because of liability

concerns about committing such numbers to paper.
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▪ Statistical information about the present number of franchises; the

number of franchises projected for the future; the number of franchises

terminated; the number the franchisor has not renewed; the number

repurchased in the past; and a list of the names and addresses of other

franchises.

▪ The audited financial statements of the franchisors.

▪ A copy of all franchise and other contracts (leases, purchase agreements,

etc.) the franchisee will be required to sign.

▪ A standardized, detachable "receipt" to prove that the prospective

franchisee received a copy of the UFOC.

o The typical UFOC is about 100 pages long, but every potential franchisee should

take the time to read and understand it.

▪ The information contained in the UFOC does not fully protect a potential

franchise from deception, nor does it guarantee success.

▪ It does, however, provide enough information to begin a thorough

investigation of the franchisor and the franchise deal.

▪ Many experts recommend that potential franchisees have an experienced

franchise attorney or consultant review a company's UFOC before they

invest.

6. The Right Way to Buy a Franchise

 Clues that Should Arouse Suspicion

o The UFOC is a powerful tool designed to help potential franchisees avoid dishonest

franchisors.

o The best defenses a prospective entrepreneur has against unscrupulous franchisors

are preparation, common sense, and patience.
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o The following clues should arouse the suspicion of an entrepreneur about to invest

in a franchise:

▪ Claims that the franchise contract is a standard one and that "you don't

need to read it."

▪ A franchisor who fails to give you a copy of the required disclosure

document at your first face-to-face meeting.

▪ A marginally successful prototype store or no prototype at all.

▪ A poorly prepared operations manual outlining the franchise system or

no manual (or system) at all.

▪ Oral promises of future earnings without written documentation.

▪ A high franchisee turnover rate or a high termination rate.

▪ An unusual amount of litigation brought against the franchisor.

▪ Attempts to discourage you from allowing an attorney to evaluate the

franchise contract before you sign it.

▪ No written documentation to support claims and promises.

▪ A high-pressure sale: sign the contract now or lose the opportunity.

▪ Claiming to be exempt from federal laws requiring complete disclosure

of franchise details.

▪ "Get-rich-quick schemes," promises of huge profits with only minimum

effort.

▪ Reluctance to provide a list of present franchisees for you to interview.

▪ Evasive, vague answers to your questions about the franchise and its

operation.

o Not every franchise "horror story" is the result of dishonest franchisors.
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o More often than not, the problems that arise in franchising have more to do with

franchisees who buy legitimate franchises without proper research and analysis.

 Evaluate Yourself

o Before looking at any franchise, an entrepreneur should study her own personality,

experiences, likes, dislikes, goals, and expectations.

o Most franchise contracts run for 10 years or more, making it imperative that

prospective franchisees conduct a complete inventory of their interests, likes, dislikes,

and abilities before buying a franchise.

 Research the Market

o Before shopping for a franchise, an entrepreneur should research the market in the

area she plans to serve.

o Solid market research should tell a prospective franchisee whether a particular

franchise is merely a passing fad.

o Steering clear of fads and into long-term trends is a key to sustained success in

franchising.

o Focus not only on local market opportunities but also on the big picture.

 Consider Your Franchise Options

o Tracking down information on prospective franchise systems using The

International Franchise Association (publishes the Franchise Opportunities Guide).

▪ It lists its members and some basic information about them.

o Many cities host franchise trade shows throughout the year, where hundreds of

franchisers gather to sell their franchises.
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o Many business magazines such as Entrepreneur, Inc., Fortune Small Business, and

others devote at least one issue to franchising, where they often list hundreds of

franchises.

o Plus, most franchisers now publish information about their systems on the World

Wide Web.

 Get a Copy of the Franchisor's UFOC and Study it

o Contact each franchise and get a copy of its UFOC and then study it.

o When evaluating a franchise opportunity, look for the following characteristics

which make a franchise stand out:

▪ A unique concept or marketing approach.

▪ Profitability.

▪ A registered trademark.

▪ A business system that works.

▪ A solid training program.

▪ Affordability.

▪ A positive relationship with franchisees.

o The UFOC covers the 23 items and includes a copy of the company's franchise

agreement and any contracts accompanying it.

o Have an attorney experienced in franchising to review the UFOC.

o Franchise contracts typically are long-term; 50 percent run for 15 years or more.

o The franchisee turnover rate

▪ The rate at which franchisees leave the system
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▪ If the turnover rate is less than 5 percent, the franchise is probably sound

and a rate approaching 20 percent is a sign of serious, underlying

problems in a franchise.

 Talk to Existing Franchisees

o Perhaps the best way to evaluate the reputation of a franchisor is to interview (in

person) several franchise owners who have been in business at least one year about

the positive and the negative features of the agreement and whether the franchisor

delivered what it promised.

▪ Item 20 of the UFOC lists all of a company's franchisees and their

addresses by state, making it easy for potential franchisees to contact

them.

o Example of Todd Recknagel.

o It is also wise to interview past franchisees to get their perspectives on the

franchisor/franchisee relationship.

▪ Why did they leave?

 Ask the Franchisor Some Tough Questions

o Visit the franchisor's headquarters and ask plenty of questions about the company

and its relationship with its franchisees.

 Make Your Choice

o The first lesson in franchising is "Do your homework before you get out your

checkbook."

o Once you have done your research, you can make an informed choice about which

franchise is right for you.
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o Then it is time to put together a solid business plan that will serve as your road map

to success in the franchise you have selected.

7. Franchise Contracts

 Introduction

o A common source of much of this litigation is the interpretation of the franchise

contract's terms.

o Courts have relatively little statutory law and few precedents on which to base

decisions in franchise disputes, so there is minimal protection for franchisees.

o The contract summarizes the details that will govern the franchisor/franchisee

relationship over its life.

▪ It outlines exactly the rights and the obligations of each party and sets

the guidelines that govern the franchise relationship.

▪ The Federal Trade Commission requires that the franchisee be allowed to

hold the completed contract with all revisions for at least five business

days before having to sign it.

▪ Despite such protection, one study by the FTC suggests that 40 percent

of new franchisees sign contracts without reading them.

o Every potential franchisee should have an attorney evaluate the franchise contract

and review it with him before he signs anything.

o Most large, established franchisors are not willing to negotiate the franchise

contract's terms, many smaller franchises will, especially for highly qualified

candidates.

o Three terms are responsible for most franchiser-franchisee disputes: termination of

the contract, contract renewal, and transfer and buyback provisions.
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 Termination

o Probably the most litigated subject of a franchise agreement is the termination of

the contract by either party.

▪ Most contracts prohibit termination "without just cause."

o In general, the franchisor has the right to cancel a contract if a franchisee declares

bankruptcy, fails to make required payments on time, or fails to maintain quality

standards.

o Terminations usually are costly to both parties and are seldom conducted in an

atmosphere of goodwill.

 Renewal

o Franchisors usually retain the right to renew or refuse to renew franchisees'

contracts.

o When a franchisor grants renewal, the two parties must draw up a new contract.

▪ Frequently, the franchisee must pay a renewal fee and may be required to

fix any deficiencies of the outlet or to modernize and upgrade it.

▪ The FTC's Trade Regulation Rule requires the franchisor to disclose

these terms before any contracts are signed.

 Transfer and Buybacks

o At any given time, about 10 percent of the franchisees in a system have their outlets

up for sale.

o Under most franchise contracts, a franchisee cannot sell his franchise to a third

party or will it to a relative without the franchisor's approval.
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o Example of Jim Dickson.

o Most franchisors retain the right of first refusal in franchise transfers; the franchisee

must offer the franchise to the franchisor first.

8. Trends in Franchising

 Three Major Growth Waves

o The first wave occurred in the early 1970s when fast-food restaurants used the

concept to grow rapidly.

▪ The fast-food industry was one of the first to discover the power of

franchising, but other businesses soon took notice and adapted the

franchising concept to their industries.

o The second wave took place in the mid-1980s as our nation's economy shifted

heavily toward the service sector.

▪ Franchises followed suit, springing up in every service business

imaginable--from maid services and copy centers to mailing services and

real estate.

o The third wave began in the early 1990s and continues today.

▪ It is characterized by new, low-cost franchises that focus on specific

market niches. These companies feature start-up costs in the $2,000 to

$250,000 range and span a variety of industries, from leak detection in

homes to auto detailing to day care to tile glazing.

o Other significant trends affecting franchising include international opportunities,

nontraditional ways of locating and creating a franchise, and changing demographics.

 International Opportunities
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o Currently, the biggest trend in franchising is the globalization of U.S. franchise

systems.

o Increasingly, franchising is becoming a major export industry for the United States

because markets outside U.S. borders offer most franchisors the greatest potential for

growth.

o Canada is the primary market for U.S. franchisors, with Mexico, Japan, and Europe

following.

▪ These markets are most attractive to franchisors because they have

features similar to the U.S. market: rising personal incomes, strong

demand for consumer goods, growing service economies, and spreading

urbanization.

▪ For franchisors moving into foreign markets, adaptation is one key to

success. Although they keep their basic systems intact, franchises that are

successful in foreign markets quickly learn how to change their concepts

to adjust to local cultures and to appeal to local tastes.

 Smaller, Nontraditional Locations

o As the high cost of building full-scale locations continues to climb, more

franchisors are searching out nontraditional locations in which to build smaller, less

expensive outlets.

o Based on the principle of intercept marketing, the idea is to put a franchise's

products or services directly in the paths of potential customers, wherever they may

be.

o Franchises are putting scaled-down outlets on college campuses, in high school

cafeterias, in sports arenas, in hospitals, on airline flights, and in zoos.
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o Many franchisees have discovered that smaller outlets in these nontraditional

locations generate nearly the same sales volume as full-sized outlets at just a fraction

of the cost.

 Conversion Franchising

o Conversion franchising--owners of independent businesses become franchisees to

gain the advantage of name recognition.

o In a franchise conversion, the franchisor gets immediate entry into new markets and

experienced operators; franchisees get increased visibility and often a big sales boost.

o Example of Neal Dembo, former independent owner of Travel Discounters who

converted to a Carlson-Wagonlit franchise.

 Multiple-Unit Franchising

o Multiple-unit franchising (MUF) became extremely popular in the early 1990s, and

the trend has accelerated rapidly since then.

o In multiple-unit franchising, a franchisee opens more than one unit in a broad

territory within a specific time period.

o The typical multi-unit franchisee owns between three and six outlets, but some

franchisees own many more.

o For franchisors, multiple-unit franchising is an efficient way to expand into either

domestic or international markets quickly.

o Multiple-unit franchising is an extremely effective strategy for franchisors targeting

foreign markets, where having a local representative who knows the territory is

essential.

o For franchisees, multiple-unit franchising offers the opportunity for rapid growth

without leaving the safety net of the franchise.
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o Also, because franchisors usually offer discounts of about 25 percent off their

standard fees on multiple units, franchisees can get fast-growing companies for a

bargain.

 Master Franchising

o A master franchise (or sub franchise or area developer) gives a franchisee the right

to create a semi-independent organization in a particular territory to recruit, sell, and

support other franchisees.

o A master franchisee buys the right to develop sub franchises within a broad

geographic area or, sometimes, an entire country.

o Many franchisers use master franchising to open outlets in international markets

because the master franchisees understand local laws and the nuances of selling in

local markets.

 Piggybacking (or Combination Franchising)

o Some franchisors are teaming up with other franchisors selling complementary

products or services.

o A growing number of companies are piggybacking (or co-branding or combination

franchising) outlets: combining two or more distinct franchises under one roof.

o This "buddy system" approach works best when the two franchise ideas are

compatible and appeal to similar customers.

o Properly planned, piggybacked franchises can magnify many times over the sales

and profits of individual, self-standing outlets.

 Serving Aging Baby Boomers
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o Now that dual-career couples have become the norm, especially among baby

boomers, the market for franchises offering convenience and time-saving services is

booming.

o Customers are willing to pay for products and services that will save them time or

trouble, and franchises are ready to provide them.

o Segments in which franchising is experiencing rapid growth include home delivery

of meals, house-cleaning and repair services, continuing education, leisure activities,

products and services aimed at home-based businesses, and health.

9. Conclusion

 Franchising has proved its viability in the U.S. economy and has become a key part of the

small business sector, because it offers many would-be entrepreneurs the opportunity to own and

operate a business with a greater chance for success.

 Despite its impressive growth rate to date, the franchising industry still has a great deal of

room left to grow, especially globally. Describing the future of franchising, one expert says,

"Franchising has not yet come close to reaching its full potential in the American marketplace."

Example/Case Study:

In the Footsteps of an Entrepreneur

Better ButterBurgers

When he was a teenager, Craig Culver learned the restaurant business from the bottom up,

working in the A&W restaurant his parents owned in Sauk City, Wisconsin. In 1984, he

transformed that same business into the first Culvers restaurant, specializing in frozen custard

and ButterBurgers (modeled after the homemade ones his mother prepared with a dollop of
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butter on the top of each bun before toasting it). He lost money the first year, but within two

years, Culver was earning a healthy profit and began expanding. As the chain became

increasingly popular, Culver fielded many requests from loyal customers about franchising the

operation. In 1988, the company sold its first franchise and now has more than 200 locations,

most of which are in the Midwest and in Texas.

Buying a Culvers franchise takes more than just money, however. Before becoming franchisees,

candidates must work for 60 hours without pay at one of the five company-owned restaurants to

become familiar with the Culver system. The next step is an intense four-month boot camp at

company headquarters in Wisconsin, all at the franchisees expense (an estimated $20,000). Six

days a week for 12 hours a day, franchisees learn everything they can about running a successful

restaurant how to handle the accounting software, mop the floors properly, fix the equipment,

work the front counter, and prepare the items on the menu, which includes everything from

ButterBurgers and Norwegian cod filet sandwiches to fried cheese curds and malted milk

shakes. A stickler for detail, Culver now spends half his time visiting his franchisees restaurants

(which now cover 12 states) and inspecting them much like a drill sergeant inspects his troops

barracks. Often arriving unannounced, he checks the condition of the counters and the carpet as

well as the cleanliness of the windows, doors, and parking lot.

Culvers rigorous franchisee screening and selection process mean that most candidates dont

make the cut. For those who do, however, the rewards can be significant. Most franchisees

become profitable within 12 to 24 months and on average recover their initial investments in

seven years.

Explain the advantages and disadvantages of opening and operating a franchise such as

Culvers.

Answer: Students answer may vary but the key points are: A Business System, Management

Training And Support , Brand Name Appeal, Standardized Quality Of Goods And Services,
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Financial Assistance, Proven Products And Business Formats, Centralized Buying Power,

Greater Chance For Success, Strict Adherence To Standardized Operations, Restrictions On

Purchasing, Limited Product Line, Unsatisfactory Training Programs, Market Saturation, Less

Freedom.

What steps does Culver take to ensure standardization and consistent quality? What

impact do these steps have on Culvers franchisees? On Culvers customers?

Answer: Through training, conferences, and franchisees follow up, the organization can ensure

consistency and standardization quality.

Would a Culvers franchise suit your personality, goals, and interests? Explain.

Answer: Students answer may vary.

Instructions

In Section 3 of this course you will cover these topics:
Buying An Existing Business

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Buying An Existing Business

Topic Objective:
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At the end of this topic student would be able to:

 Understand the advantages and disadvantages of buying an existing business.

 Conduct the detailed level of analysis necessary before buying a business.

 Describe the various methods used in the valuation of a business.

 Discuss the process of negotiating the deal.

Definition/Overview:

Advantages Of Buying : The advantages of buying an existing business include: A successful

business may continue to be successful; the business may already have the best location;

employees and suppliers are already established; equipment is installed and its productive

capacity known; inventory is in place and trade credit established; the owner hits the ground

running; the buyer can use the expertise of the previous owner; the business may be a bargain.

Disadvantages of buying: The disadvantages of buying an existing business include: An

existing business may be for sale because it is deteriorating; the previous owner may have

created ill will; employees inherited with the business may not be suitable; its location may have

become unsuitable; equipment and facilities may be obsolete; change and innovation are hard to

implement; inventory may be outdated; accounts receivable may be worth less than face value;

the business may be overpriced.

Buying : Buying a business can be a treacherous experience unless the buyer is well prepared.

The right way to buy a business is: analyze your skills, abilities, and interests to determine the

ideal business for you; prepare a list of potential candidates, including those that might be in the

hidden market; investigate and evaluate candidate businesses and evaluate the best one; explore

financing options before you actually need the money; and, finally, ensure a smooth transition.
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Key Points:

1. Introduction

 For many entrepreneurs the quickest way to enter a market is to purchase an existing

business.

 Buying an existing business requires a great deal of analysis and evaluation to ensure that

what you are purchasing really meets your needs.

 Be diligent if vital information such as audited financial statements and legal clearances

are not available.

 Be patient and do your homework before you even begin to negotiate a purchase price.

 Consider answering the following questions:

o Is this the type of business you would like to operate? Do you know the negative

aspects of this business?

o Is this the best market for this business?

o Do you know the critical factors that must exist for this business to be successful?

o Do you have the experience required to operate this type of business?

o Will you need to make any changes to the business or its operating procedures to be

successful, and, if so, at what expense? Does the present facility meet all state and

federal accessibility guidelines, and if not, what will it take to bring the facility up to

code?

o If the business is currently in a decline, do you have a plan to return the business to

profitability?

o If the business is profitable, why does the current owner(s) want to sell? Does their

reason given for selling the business make sense to you? If not, can you verify the

reason given?
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o Have you examined other similar businesses that are currently for sale or that have

sold recently to determine what a "fair market price should be?

2. Buying an Existing Business

 Advantages of Buying an Existing Business

o A successful business may continue to be successful.

▪ A business that has been profitable for some time may reflect an owner

who has established a solid customer base, developed successful

relationships with critical suppliers, and mastered the day-to-day

operational components of the business.

▪ It is important to make changes slowly and to take extra care to retain the

relationship with customers, suppliers, and staff that have made the

business a success.

o The New Owner Can Use the Experience of the Previous Owner.

▪ You may negotiate with the current owner to stay-on for a short time to

introduce you to the customers or clients, and the vendors or supplies.

▪ The previous owner can be very helpful in unmasking the unwritten rules

of business in the area.

▪ Hiring the previous owner as a consultant for the first few months can be

a valuable investment.

o The New Business Owner Hits the Ground Running.

▪ The entrepreneur who purchases an existing business saves the time,

costs, and energy required to plan and to launch a new business.

▪ The buyer gets a business that is already generating cash and sometimes

profits.
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▪ Example of Tom Gillis.

o An existing business may already have the best location.

▪ When the location of the business is critical to its success, it may be wise

to purchase a business that is already in the right place.

o Employees and suppliers are already in place.

▪ You already have experienced employees who can help the company

earn money while you learn the business.

▪ An existing business has an established set of suppliers with a history of

business dealings.

o Equipment is installed and productive capacity is known.

▪ Acquiring and installing new equipment exerts a tremendous strain on a

fledgling company's financial resources.

▪ In an existing business, a potential buyer can determine the condition of

the plant and equipment and its capacity before he buys.

o Inventories are in place and trade credit has been established.

▪ The proper amount of inventory is essential to both cost control and sales

volume.

▪ Previous owners also have established trade credit relationships of which

the new owner can take advantage.

▪ The business's proven track record gives the new owner leverage in

negotiating favorable trade credit terms.

o Finding financing usually is easier.

▪ Because the risk associated with buying an existing business is lower

than that of a start-up, financing for the purchase is easier.
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▪ Example of Bill Broocke.

o It's a bargain.

▪ If the current owners want to sell quickly, they may sell the business at a

low price.

▪ The more specialized the business is, the greater the likelihood is that a

buyer will find a bargain.

 Disadvantages of Buying an Existing Business

o It's a Loser.

▪ A business may be for sale because it has never been profitable.

▪ Such a situation may be disguised.

▪ The reason that a business is for sale will seldom be stated honestly.

▪ Although buying a money-losing business is risky, it is not necessarily

taboo. If your analysis of a company indicates that it is poorly managed or

suffering from neglect, you may be able to turn it around.

▪ Example of Ira Jackson Jr., owner of Perfect Image.

o The previous owner may have created ill will.

▪ Just as proper business dealings create goodwill, improper business

behavior or unethical practices creates ill will.

▪ The business may look great on the surface, but customers, suppliers,

creditors, or employees may have extremely negative feelings about it.

▪ The best way to avoid these problems is to investigate a prospective

purchase target thoroughly before closing a deal.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

113
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ Example of Norman Savage who purchased North American Equity

Corp.

o Employees inherited with the business may not be suitable.

▪ If the new owner plans to make changes in a business, the present

employees may not suit her needs.

▪ Some workers may have a difficult time adapting to the new owner's

management style and vision for the company.

▪ Bitter employees could result from a new management.

o The business location may have become unsatisfactory.

▪ What was once or is currently an ideal location may become obsolete as

market and demographic trends change.

o Equipment and facilities may be obsolete or inefficient.

▪ Potential buyers sometimes neglect to have an expert evaluate a

company's building and equipment before they purchase it.

▪ Modernizing equipment and facilities is seldom inexpensive.

o Change and innovation are difficult to implement.

▪ Methods and procedures the previous owner used created precedents that

can be difficult or awkward for a new owner to change.

▪ Implementing changes to reverse a downward sales trend in a turnaround

business can be just as difficult as eliminating unprofitable procedures.

o Inventory may be obsolete.

▪ Inventory is valuable only if it is salable.

▪ Too many owners make the mistake of trusting a company's balance

sheet to provide them with the value of its inventory.
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▪ It is the buyers responsibility to discover the real value of the assets

before negotiating a purchase price for the business.

o Accounts receivable may be worth substantially less than face value.

▪ Like inventory, accounts receivable rarely are worth their face value.

▪ The prospective buyer should age the accounts receivable to determine

their collectibles.

o The business may be overpriced.

3. The Analysis Necessary For Buying a Business

 A Method to the Purchase

o Although it may sound easy, purchasing an existing business is a time consuming

process, and often difficult.

o The process that is generally recommended includes the following steps:

▪ Analyze your skills, abilities, and interests to determine what kinds of

businesses you should consider.

▪ Develop a list of criteria that defines the "ideal business" for you.

▪ Prepare a list of potential candidates.

▪ Investigate those candidates and evaluate the best ones.

▪ Negotiate the deal.

▪ Explore financing options.

▪ Ensure a smooth transition.

 Self-Analysis of Skills, Abilities, and Interests
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o The first step in buying a business is conducting a self-audit:

▪ What business activities do you enjoy most? Least?

▪ Which industries interest you most? Least? Why?

▪ What kind of business do you want to buy?

▪ What kinds of businesses do you want to avoid?

▪ In what geographic area do you want to live and work?

▪ What do you expect to get out of the business?

▪ How much can you put into the business in both time and money?

▪ What business skills and experience do you have? Which ones do you

lack?

▪ How easily can you transfer your existing skills and experience to other

types of businesses? In what kinds of businesses would that transfer be

easiest?

▪ How much risk are you willing to take?

▪ What size company do you want to buy?

o Answering those and other questions beforehand will allow you to develop a list of

criteria that a company must meet before you will consider it to be a purchase

candidate.

 Develop a List of Criteria

o The next step is to develop a list of criteria that a potential business acquisition must

meet.

o The goal is to identify the characteristics of the "ideal business" for you.
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 Prepare a List of Potential Candidates

o Now begin your search.

o One technique is to start at the macro level and work down.

▪ Drawing on the resources in the library, the World Wide Web,

government publications, and industry trade associations and reports,

buyers can discover which industries are growing fastest and offer the

greatest potential in the future.

▪ For entrepreneurs with a well-defined idea of what they are looking for,

another effective approach is to begin searching in an industry in which

they have experience or one they understand well.

o Typical sources for identifying potential acquisition candidates include the

following:

▪ Business brokers.

▪ Bankers.

▪ Accountants.

▪ Investment bankers.

▪ Industry contacts: suppliers, distributors, customers, and others.

▪ Knocking on the doors of businesses you'd like to buy.

▪ Newspaper and trade journal listings of businesses for sale.

▪ Trade associations.

▪ The World Wide Web, where several sites include listings of companies

for sale.

▪ "Networking": social and business contact with friends and relatives.
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o Buyers should consider every business that meets their criteria, even those that may

not be listed for sale.

▪ The hidden market of companies that might be for sale but are not

advertised as such is one of the richest sources of top-quality businesses.

▪ By letting the word out that you are seeking a specific type of business,

you are often presented with opportunities that must be negotiated in

complete confidence.

▪ The existing owner may not wish anyone to know that they are

considering the sale of the business.

 Investigate and Evaluate Candidate Businesses and Determine the Value of the Best Ones

o This is known as due diligence.

o Due diligence involves studying, reviewing, and verifying all of the relevant

information concerning your top acquisition candidates.

o The goal is to discover exactly what you will be buying and to avoid any unpleasant

surprises after the deal is closed.

o Important questions to investigate include:

▪ What are the company's strengths? Weaknesses?

▪ What major threats is the company facing? Are there hidden threats you

don't yet know about?

▪ Is the company profitable? What is its overall financial condition?

▪ What growth rate can you expect from the company in the near future?

▪ What is its cash flow cycle?

▪ Who are its major competitors?
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▪ How large is the company's customer base? Is it growing or shrinking?

▪ Are the current employees suitable? Will they stay?

▪ Will the seller stay on as a consultant to help you make a smooth

transition?

▪ What is the physical condition of the business, its equipment, and its

inventory?

▪ What is the company's reputation in the community and among

customers and vendors?

o Conducting a thorough analysis of a potential acquisition candidate usually requires

an entrepreneur to assemble a team of advisers.

▪ Many entrepreneurs bring in an accountant, an attorney, an insurance

agent, a banker, and a business broker to serve as consultants during the

due diligence process.

 Negotiate the Deal

o The price paid for a company typically is not as crucial to its continued success as

the terms on which the purchase is made.

▪ The structure of the deal is more important than the actual price the seller

agrees to pay.

▪ The buyer's primary concern should be to make sure that the deal does

not endanger the company's financial future and that it preserves the

company's cash flow.

 Explore Financing Options
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o Traditional lenders often shy away from deals involving the purchase of an existing

business.

o Those that are willing to finance business purchases normally lend only a portion of

the value of the assets.

o An important source of financing built into the deal: the seller.

o Typically, a deal is structured so that the buyer makes a down payment to the seller,

who then finances a note for the balance.

o In most business sales, the seller is willing to finance 40 percent to 70 percent of the

purchase price over time, usually across 3 to l0 years.

 Ensure a Smooth Transition

o No matter how well planned the sale is, there are always surprises.

o Charged with emotion and uncertainty, the transition phase is always difficult and

frustrating--and sometimes painful.

o To avoid a bumpy transition, a business buyer should do the following:

▪ Concentrate on communicating with employees.

▪ Be honest with employees.

▪ Listen to employees.

▪ Devote time to selling your vision for the company to its key

stakeholders, including major customers, suppliers, bankers, and others.

▪ Consider asking the seller to serve as a consultant until the transition is

complete.
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4. Evaluating an Existing Business

 Five critical areas

o Why does the owner want to sell?

o What is the true nature of the firms assets?

o What is the potential for the company's products or services?

o What legal aspects are important?

o Is the business financially sound?

 Why does the Owner Want to Sell?

o A recent study by the Geneva Corporation found that the most common reasons that

owners of small and medium-sized businesses gave for selling were boredom and

burnout.

o Others decided to cash in their business investments and diversify into other types

of assets.

o Other less obvious reasons that a business owner might have for selling his venture

include a major competitor's moving into the market, highway rerouting, frequent

burglaries and robberies, expiring lease agreements, cash flow problems, and a

declining customer base.

o Some owners think ethical behavior requires only not making false or misleading

statements.

▪ Visiting local business owners may reveal general patterns about the area

and its overall vitality.

▪ The local chamber of commerce also may have useful information.

▪ Suppliers and competitors may be able to shed light on why the business

is up for sale.
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 What is the True Nature of the Firms Assets?

o A prospective buyer should evaluate the business's assets to determine their value.

o It may be necessary to hire a professional to evaluate the major components of the

building: its structure and its plumbing, electrical, and heating and cooling systems.

▪ Renovations are rarely inexpensive or simple.

o How fresh is the firm's inventory?

▪ A potential buyer may need to get an independent appraisal to determine

the value of the firm's inventory and other assets because the current

owner may have priced them far above their actual value.

▪ Book value is not the same as market value.

o Important factors that the potential buyer should investigate.

▪ Accounts receivable.

o If the sale includes accounts receivable, the buyer should check their quality before

purchasing them.

▪ Lease arrangements.

o Is the lease included in the sale? When does it expire?

o What restrictions does it have on renovation or expansion?

▪ Business records.

o Many business owners are sloppy record keepers.

o Consequently, the potential buyer and his team may have to reconstruct some

critical records.

▪ Intangible assets.
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o Does the sale include any intangible assets such as trademarks, patents, copyrights,

or goodwill?

o Example of Edward Karstetter, Director of Valuation Services at USBX.

▪ Location and appearance.

o The location and the overall appearance of the building are important.

o What kinds of businesses are in the area?

o Every buyer should consider the location's suitability several years into the future.

o The potential buyer should also check local zoning laws to ensure that any changes

he wants to make are legal.

 What is the potential for the company's products or services?

o A thorough market analysis can lead to an accurate and realistic sales forecast.

o Customer characteristics and composition.

▪ Discovering why customers buy from the business and developing a

profile of the entire customer base can help the buyer identify a company's

strengths and weaknesses.

▪ The entrepreneur should determine the answers to the following

questions:

o Who are my customers in terms of race, age, gender, and income level?

o What do the customers want the business to do for them?

o How often do customers buy? Do they buy in seasonal patterns?

o How loyal are present customers?

o Will it be practical to attract new customers?
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o Does the business have a well-defined customer base? Is it growing or shrinking?

Do these customers come from a large geographic area, or do they all live near the

business?

o Analyzing the answers to those questions can help the potential owner implement a

marketing plan.

o Competitor Analysis.

▪ In addition to analyzing direct competitors, the buyer should identify

businesses that compete indirectly.

▪ A potential buyer should also evaluate the trend in the competition. How

many similar businesses have entered the market in the past five years?

How many similar businesses have closed in the past five years? What

caused these failures? Has the market already reached the saturation point?

Being a latecomer in an already saturated market is not the path to long-

term success.

o When evaluating the competitive environment, the prospective buyer should answer

other questions:

▪ Which competitors have survived, and what characteristics have led to

the success of each?

▪ How do the competitors' sales volumes compare with those of the

business the entrepreneur is considering?

▪ What unique services do the competitors offer?

▪ How well organized and well coordinated are the marketing efforts of

competitors?

▪ What are the competitors' reputations?

▪ What are the strengths and weaknesses of the competitors?
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▪ How can you gain market share in this competitive environment?

 What Legal Aspects are Hidden Risks?

o Liens.

▪ The key legal issue in the sale of any asset is typically the proper transfer

of good title from seller to buyer.

▪ Some business assets may have liens (creditors' claims) against them,

and unless those liens are satisfied before the sale, the buyer must assume

them and become financially responsible for them.

▪ One way to reduce this potential problem is to include a clause in the

sales contract stating that any liability not shown on the balance sheet at

the time of sale remains the responsibility of the seller.

o Bulk transfers.

▪ A bulk transfer is a transaction in which a buyer purchases all or most of

a business's inventory (as in a business sale).

▪ To protect against surprise claims from the seller's creditors after

purchasing a business, the buyer should meet the requirements of a bulk

transfer under Section 6 of the Uniform Commercial Code.

▪ Without the protection of a bulk transfer, those creditors could make

claim (within six months) to the assets that the buyer purchased in order to

satisfy the previous owner's debts.

▪ To be effective, a bulk transfer must meet the following criteria:

o The seller must give the buyer a sworn list of existing creditors.

o The buyer and the seller must prepare a list of the property included in the sale.

o The buyer must keep the list of creditors and the list of property for six months.
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o The buyer must give notice of the sale to each creditor at least 10 days before he

takes possession of the goods or pays for them (whichever is first).

▪ State laws differ on the specific actions required to ensure free and clear

title to the assets so an attorney should review all aspects of the transaction

to ensure compliance with the law.

o Contract Assignments.

▪ A buyer must investigate the rights and the obligations he would assume

under existing contracts with suppliers, customers, employees, lessors, and

others.

▪ In general, the seller can assign any contractual right, unless the contract

specifically prohibits the assignment or the contract is personal in nature.

▪ The prospective buyer also should evaluate the terms of any other

contracts.

o Patent, trademark, or copyright registrations

o Exclusive agent or distributor contracts

o Real estate leases

o Insurance contracts

o Financing and loan arrangements

o Union contracts

o Covenants not to compete.

▪ One of the most important and most often overlooked legal

considerations for a prospective buyer.
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▪ Under a restrictive covenant, the seller agrees not to open a new

competing store within a specific time period and geographic area of the

existing one. (The covenant should be negotiated with the owner, not the

corporation, because if the corporation signs the agreement, the owner

may not be bound.)

▪ However, the covenant must be a part of a business sale and must be

reasonable in scope in order to be enforceable.

o Ongoing legal liabilities.

▪ These typically arise from three sources: (1) physical premises, (2)

product liability claims, and (3) labor relations.

▪ First, the buyer must examine the physical premises for safety.

▪ Second, the buyer must consider whether the product contains defects

that could result in product liability lawsuits, which claim that a company

is liable for damages and injuries caused by the products or services it

sells.

▪ Third, what is the relationship between management and employees?

o The existence of such liabilities does not necessarily eliminate the business from

consideration.

▪ Insurance coverage can shift such risks from the potential buyer, but the

buyer should check to see whether the insurance covers lawsuits resulting

from actions taken before the purchase.

▪ Despite conducting a thorough search, a buyer may purchase a business

only to discover later the presence of hidden liabilities, such as unpaid

back taxes or delinquents bills, unpaid pension fund contributions,

undisclosed lawsuits, or others.
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o Including a clause in the purchase agreement that imposes the responsibility for

such hidden liabilities on the seller can protect a buyer from unpleasant surprises after

the sale.

 Is the Business Financially Sound?

o The prospective buyer must analyze the financial records of the business to

determine its health.

▪ Current profits can be inflated by changes in the accounting procedure or

in the method for recording sales.

▪ For the buyer, the most dependable financial records are audited

statements, those prepared by a certified public accountant in accordance

with generally accepted accounting principles (GAAP).

o A buyer also must remember that he is purchasing the future profit potential of an

existing business.

▪ To evaluate the firm's profit potential, a buyer should review past sales,

operating expenses, and profits as well as the assets used to generate those

profits.

o Financial records that a potential buyer should examine.

▪ Income statements and balance sheets for the past three to five years.

o It is important to review data from several years because creative accounting

techniques can distort financial data in any single year.

▪ Income tax returns for the past three to five years.

o Comparing basic financial statements with tax returns can reveal discrepancies of

which the buyer should beware.
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o Some small business owners "skim" from their businesses; that is, they take money

from sales without reporting it as income.

▪ Owner's compensation (and that of relatives).

o The smaller the company is, the more important this will be.

o Buyers must consider the impact of fringe benefits--company cars, insurance

contracts, country club memberships, and the like.

▪ Cash flow.

o Few buyers recognize the need to analyze its cash flow.

▪ They assume that if profits are adequate, there will be sufficient cash to

pay all of the bills and to fund an adequate salary for themselves.

o Before closing any deal, a buyer should sit down with an accountant and convert the

target company's financial statements into a cash flow forecast.

o A potential buyer must look for suspicious deviations from the average (in either

direction) for sales, expenses, profits, assets, and liabilities.

o This financial information gives the buyer the opportunity to verify the seller's

claims about the business's performance.

▪ Finally, a potential buyer should always be wary of purchasing a

business if the present owner refuses to disclose his financial records.

o Methods for Determining the Value of a Business

 The Art and Science of Business Valuation

o What makes establishing a reasonable price for a privately owned business so

difficult is the wide variety of factors that influence its value.

▪ The nature of the business itself.

▪ Its position in the market or industry.
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▪ The outlook for the market or industry.

▪ The company's financial status and stability.

▪ Its earning capacity.

▪ Any intangible assets it may own (e.g., patents, trademarks, and

copyrights).

▪ The value of other similar companies that are publicly owned.

▪ And many other factors.

o Computing the value of the company's tangible assets normally poses no major

problem, but assigning a price to the intangibles, such as goodwill, almost always

creates controversy.

o There are few hard-and-fast rules in establishing the value of a business, but the

following guidelines can help.

▪ There is no single best method for determining a business's worth,

because each business sale is unique.

▪ The deal must be financially feasible for both parties.

▪ Both the buyer and the seller should have access to the business records.

▪ Valuations should be based on facts, not fiction.

▪ No surprise is the best surprise.

o The main reason that buyers purchase existing businesses is to get their future

earnings potential.

o The second most common reason is to obtain an established asset base.

▪ It is often much easier to buy assets than to build them.
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o The best rule of thumb to use when valuing businesses is "Don't use rules of thumb

to value businesses.''

 Balance Sheet Method: Net Worth = Assets - Liabilities

o Balance sheet technique.

▪ It is not highly recommended, because it oversimplifies the valuation

process.

▪ This method computes the book value of company's net worth, or

owner's equity (net worth = assets - liabilities) and uses this figure as the

value.

▪ The problem with this technique is that it fails to recognize reality. Most

small businesses have market values that exceed their reported book

values.

▪ The first step is to determine which assets are included in the sale.

o In most cases, the owner has some personal assets that he does not want to sell.

o Net worth on a financial statement will likely differ significantly from actual net

worth in the market.

o Variation: Adjusted balance sheet technique.

▪ A more realistic method for determining a company's value.

▪ Typical assets in a business sale include notes and accounts receivable,

inventories, supplies, and fixtures.

▪ If a buyer purchases notes and accounts receivable, he should estimate

the likelihood of their collection and adjust their value accordingly.

▪ In manufacturing, wholesale, and retail businesses, inventory is usually

the largest single asset in the sale.
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o The sale may include three types of inventory, each having its own method of

valuation: raw materials, work-in-process, and finished goods.

▪ The buyer and the seller must arrive at a method for evaluating the

inventory.

▪ First-in-first-out (FIFO), last-in-first-out (LIFO), and average costing are

three frequently used techniques, but the most common methods use the

cost of last purchase and the replacement value of the inventory.

▪ Before accepting any inventory value, the buyer should evaluate the

condition of the goods.

▪ Some buyers insist on having a knowledgeable representative on an

inventory team to count the inventory and check its condition.

▪ Fixed assets transferred in a sale might include land, buildings,

equipment, and fixtures.

o Appraisals of these assets on insurance policies are helpful guidelines for

establishing market value.

o Business evaluations based on balance sheet methods suffer one major drawback:

▪ They do not consider the future earnings potential of the business.

 Earnings Approach

o The earnings approach is more refined than the balance sheet method, because it

considers the future income potential of the business.

o Variation 1: Excess earnings method.

▪ This method combines both the value of the firm's existing assets (over

its liabilities) and an estimate of its future earnings potential to determine a

business's selling price.
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▪ One advantage of the excess earnings method is that it offers an estimate

of goodwill.

o Goodwill is an intangible asset that often creates problems in a business sale.

o In essence, goodwill is the difference between an established, successful business

and one that has yet to prove itself.

o It is based on the company's reputation and its ability to attract customers.

o The excess earnings method provides a fairly consistent and realistic approach for

determining the value of goodwill.

▪ Step Compute adjusted tangible net worth.

▪ Step Calculate the opportunity costs of investing in the business.

o Opportunity costs represent the cost of forgoing a choice.

o There are three components in the rate of return used to value a business.

▪ The basic, risk-free return.

▪ An inflation premium.

▪ The risk allowance for investing in the particular business.

o A normal-risk business typically indicates a 25 percent rate of return.

o The second part of the buyer's opportunity cost is the salary that she could have

earned working for someone else.

▪ Step Project net earnings.

o The buyer must estimate the company's net earnings for the upcoming year before

subtracting the owner's salary.

o Averages can be misleading, so the buyer must be sure to investigate the trend of

net earnings.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

133
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ Step Compute extra earning power.

o A company's extra earning power is the difference between forecasted earnings

(step 3) and total opportunity costs (step 2).

▪ Step Estimate the value of intangibles.

o The owner can use the business's extra earning power to estimate the value of its

intangible assets, that is, its goodwill.

o Multiplying the extra earning power by a years-of-profit figure yields an estimate of

the intangible assets value.

o The years-of-profit figure for a normal-risk business ranges from three to four.

▪ Step Determine the value of the business.

o To determine the value of the business, the buyer simply adds together the adjusted

tangible net worth (step 1) and the value of the intangibles (step 5).

▪ Both the buyer and seller should consider the tax implications of

transferring goodwill.

o The amount that the seller receives for goodwill is taxed as ordinary income.

▪ The success of this approach depends on the accuracy of the buyer's

estimates of net earnings and risk, but it does offer a systematic method

for assigning a value to goodwill.

o Variation 2: Capitalized earnings approach.

▪ Another earnings approach capitalizes expected net profits to determine

the value of a business.

▪ The buyer should prepare his own pro forma income statement and

should ask the seller to prepare one also.
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▪ The greater the perceived risk, the higher the return the buyer will

require.

▪ The capitalized earnings approach divides estimated net earnings (after

subtracting the owner's reasonable salary) by the rate of return that reflects

the risk level.

▪ Clearly, firms with lower risk factors are more valuable than are those

with higher risk factors.

o Variation Discounted future earnings approach.

▪ This variation of the earnings approach assumes that a dollar earned in

the future will be worth less than that same dollar today.

▪ Present value represents the cost of the buyers' giving up the opportunity

to earn a reasonable rate of return by receiving income in the future

instead of today.

o To visualize the importance of the time value of money, consider two $1 million

sweepstakes winners. Rob wins $1 million in a sweepstakes, and he receives it in

$50,000 installments over 20 years.

o If Rob invests every installment at 15 percent interest, he will have accumulated

$5,890,5098 at the end of 20 years.

o Lisa wins $1 million in another sweepstakes, but she collects her winnings in one

lump sum.

o If Lisa invests her $1 million today at 15 percent, she will have accumulated

$16,366,5339 at the end of 20 years.

o The difference in their wealth is the result of the time value of money.

o The discounted future earnings approach has five steps:

▪ Step Project earnings for five years into the future.
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o (The buyer must remember that the further into the future he forecasts, the less

reliable the estimates will be.

▪ Step Discount these future earnings using the appropriate present value

factor.

o (1) The appropriate present value factor can be found by looking in published

present value tables, by using modem calculators or computers, or by solving the

equation I/(1 + k)t, where k = rate of return and t = time (year 1, 2, 3 ..... n).

▪ Step Estimate the income stream beyond five years.

o One technique suggests multiplying the fifth-year income by l/(rate of return).

▪ Step Discount the income estimate beyond five years using the present

value factor for the sixth year.

▪ Step Estimate the value of intangibles.

▪ Step Determine the value of the business.

o The primary advantage of this technique is that it evaluates a business solely on the

basis of its future earnings potential, but its reliability depends on making forecasts of

future earnings and on choosing a realistic present value factor.

o The discounted future earnings approach is especially well suited for valuing

service businesses (whose asset bases are often small) and for companies

experiencing high growth rates.

 Market Approach

o The market (or price/earnings) approach uses the price/earnings ratios of similar

businesses to establish the value of a company.

▪ The buyer must use businesses whose stocks are publicly traded in order

to get a meaningful comparison.
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▪ A company's price/earnings ratio (or P/E ratio) is the price of one share

of its common stock in the market divided by its earnings per share (after

deducting preferred stock dividends).

o To compute the company's value, the buyer multiplies the average price/earnings

ratio by the private company's estimated earnings.

o The biggest advantage of the market approach is its simplicity.

o Disadvantages.

▪ Necessary comparisons between publicly traded and privately owned

companies.

▪ Unrepresentative earnings estimates.

▪ Finding similar companies for comparison.

▪ Applying the after-tax earnings of a private company to determine its

value.

o Despite its drawbacks, the market approach is useful as a general guideline to

establishing a company's value.

 The Best Method

o Which of these methods is best for determining the value of a small business?

o Simply stated, there is no single best method.

5. Negotiating the Deal

 Steps in the Acquisition Process

o The structure of the deal is more important than the actual price the seller agrees to

pay.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

137
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



o The buyers primary concern should be to make sure that the deal does not endanger

the companys financial future and that it preserves the companys cash flow.

▪ Approach the candidate company. If a business is advertised for sale, the

proper approach is through the channel defined in the ad.

▪ Sign a nondisclosure document. The nondisclosure document is a legally

binding contract that ensures the secrecy of the parties negotiations.

▪ Sign a letter of intent. The letter of intent is a nonbinding document that

says that the buyer and the seller have reached a sufficient meeting of the

minds to justify the time and expense of negotiating a final agreement.

The letter should state clearly that it is nonbinding, giving either party the

right to walk away from the deal. It should also contain a clause calling for

good-faith negotiations between the parties. It addresses terms such as

price, payment terms, categories of assets to be sold, and a deadline for

closing the final deal.

▪ Conduct buyers due diligence. The buyer should obtain an independent

valuation of the business and conduct a detailed review of all company

records, employment agreements, leases, pending litigation, and even

current or past compliance with federal, state, and local regulations.

▪ Draft the purchase agreement. Typical purchase agreement provisions

include:

o Definitions for terms in the agreement.

o Description of assets property and timing of payment.

o Purchase price.

o Special conditions that the parties must satisfy to close the deal.

o Allocation of purchase price to specific assets.

o Whether the purchaser assumes any liabilities, and, if so~ which ones.
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o Lease transfers and their terms.

o Warranties, representations, and agreements.

o A clause addressing bulk transfer provisions, if appropriate.

o Conduct of the business between the date of the purchase agreement and the closing

date.

o Conditions necessary to close the deal.

o Provisions specifying procedures for resolving post-closing disputes and breaches

of sellers warranties and representations.

o Covenants restricting competition.

o Miscellaneous matters regarding escrows, payment of broker commissions, and

various legal and regulatory provisions.

o Time and place of closing.

▪ Close the final deal. Once the parties have drafted the purchase

agreement, all that remains to make the deal official is the closing. Both

buyer and seller sign the necessary documents to make the sale final. The

buyer delivers the required money, and the seller turns the company over

to the buyer.

▪ Begin the transition. For the buyer, the real challenge now begins:

Making the transition to a successful business owner!

 The Negotiation Process

o On the surface, the negotiation process appears to be strictly adversarial.

o The negotiation process will go much more smoothly and much faster if the two

parties work to establish a cooperative relationship based on honesty and trust from

the outset.
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o A successful deal requires both parties to examine and to articulate their respective

positions while trying to understand the other party's position.

o Negotiating tips that can help parties reach a mutually satisfying deal.

▪ Know what you want to have when you walk away from the table.

▪ Develop a negotiation strategy.

▪ Recognize the other party's needs.

▪ Be an empathetic listener.

▪ Focus on the problem, not on the person.

▪ Avoid seeing the other side as "the enemy."

▪ Educate; don't intimidate.

▪ Be patient.

▪ Remember that "no deal" is an option.

▪ Be flexible and creative.

 Factors Affecting the Negotiation Process

o Before beginning negotiations, a buyer should take stock of some basic issues.

▪ How strong is the seller's desire to sell?

▪ Is the seller willing to finance part of the purchase price?

▪ What terms does the buyer suggest? Which ones are most important to

him?

▪ Is it urgent that the seller close the deal quickly?

▪ What deal structure best suits your needs?
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▪ What are the tax consequences for both parties?

▪ Will the seller sign a restrictive covenant?

▪ Is the seller willing to stay on with the company for a time as a

consultant?

▪ What general economic conditions exist in the industry at the time of the

sale?

o Sellers tend to have the upper hand in good economic times.

o Buyers will have an advantage during recessionary periods in an industry.

6. Understanding the Seller's Side

 Introduction

o Few events are more anticipated--and emotional--than selling your business.

o Many entrepreneurs who sell out experience a tremendous void in their lives.

o Letting go is not easy, and putting a price on what they have worked most of their

lives to build is even more difficult.

o The sale of a business generally produces a feeling that the enterprise is very

valuable.

▪ The entrepreneur has an unrealistically high expectation of the value of

the business.

▪ Negotiations may take some time to complete.

 The Seller is Looking To

o Get the highest price possible for the company.
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o Sever all responsibility for the company's liabilities.

o Avoid unreasonable contract terms-that might limit her future opportunities.

o Maximize the cash she gets from the deal.

o Minimize the tax burden from the sale.

o Make sure the buyer will make all future payments.

 The Buyer Seeks To

o Get the business at the lowest price possible.

o Negotiate favorable payment terms, preferably over time.

o Get assurances that he is buying the business he thinks he is getting.

o Avoid enabling the seller to open a competing business.

o Minimize the amount of cash paid up front.

 For The Seller, Timing of the Sale is Important

o Too often, business owners put off the selling process until the last minute: at

retirement age or when a business crisis looms.

o Advance planning and maintaining accurate financial records is key to a successful

sale.

o Important questions before selling a business.

▪ Do I want to continue my involvement with the business if the new

owner asks me to stay on?

▪ If I decide to stay on to help in the transition, how involved do I wish to

be, especially if the new owner has plans to make significant change?
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▪ Before I sell this business and loose my source of income, how much

must this business sell for to earn me a comparable income?

▪ Before I sell to an outside individual, are there internal candidates who

both want to purchase the business and can afford to do so?

▪ What professional (attorneys, accountants, business brokers, etc.) do I

need to assemble as a team to help me sell the business?

▪ What financial terms and conditions do I prefer or are unacceptable?

▪ Do I feel any pressure to sell in a specific time frame?

 The Art of the Deal

o Both buyers and sellers must recognize that no one benefits without an agreement.

o Both parties must work to achieve their goals while making concessions to keep the

negotiations alive.

▪ The buyer would like to purchase the business for $900,000, but would

not pay more than $1,300,00

▪ The seller would like to get $1,500,000 for the business, but would not

take less than $1,000,00

▪ If the seller insists on getting, $1,500,000, the business will not be sold

to this buyer.

▪ Likewise, if the buyer stand firm on an offer of $1,500,000, there will be

no deal and lead both parties to the bargaining zone.

▪ The bargaining zone is the area within which an agreement can be

reached. It extends from above the lowest price the seller is willing to take

to below the maximum price the buyer is willing to pay.

 Guidelines To Follow
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o Establish the proper mindset.

o Recognize the rules of successful negotiations.

▪ Everything is negotiable.

▪ Take nothing for granted.

▪ Ask for as much as possible.

▪ Consider the other partys perspective.

▪ Explore a variety of options.

▪ Seek solutions that are mutually beneficial.

▪ Develop a negotiating strategy.

o Be creative.

o Keep temper in check.

o Be patient.

o Dont become a victim.

 Structure the Deal

o Now the focus shifts to structuring the most beneficial deal.

o Planning the structure of the deal is the most important decision a seller can make

after the choice of buyer.

▪ Entrepreneurs who sell their companies without considering the tax

implications of the deal can wind up paying as much as 70 percent of the

proceeds in the form of capital gains and other taxes.

o Straight business sale.
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▪ A recent study of small business sales in 60 categories found that 94

percent were asset sales; the remaining 6 percent involved the sale of

stock.

▪ About 22 percent were for cash, and 75 percent included a down

payment with a note carried by the seller. The remaining 3 percent relied

on a note from the seller with no down payment.

▪ When the deal included a down payment, it averaged 33 percent of the

purchase price. Only 40 percent of the business sales studied included

covenants not to compete.

o Although selling a business outright is often the safest exit path for an entrepreneur,

it is usually the most expensive.

o Sell controlling interest.

▪ Sometimes, business owners sell the majority interest in their companies

to investors, competitors, suppliers, or large companies with an agreement

that they will stay on after the sale.

▪ The potential buyer might feel more confident abut the acquisition if

they know the owner will commit to an intermediate term (2-4 years),

management contract.

▪ Additionally, for the seller who does not wish to retire or start a new

business, the management contract can be an excellent source of income.

o Restructure the company.

▪ Another way for business owners to cash out gradually is to replace the

existing corporation with a new one, formed with other investors.

▪ The owner essentially is performing a leveraged buyout of his own

company.
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▪ For medium size businesses whose financial statement can justify a

significant bank loan. This can be an option in cases where both parties

agree that the seller should remain involved in the business.

o Use a two-step sale.

▪ For owners wanting the security of a sales contract now but not wanting

to step down from the company's helm for several years, a two-step sale

may be ideal.

▪ The buyer purchases the business in two phases, getting 20 to 70 percent

today and agreeing to buy the remainder within a specific time period.

o Form a family limited partnership.

▪ For entrepreneurs who want to pass their businesses on to their children.

▪ The owner takes the role of general partner while her children become

limited partners.

o The general partner keeps just 1 percent of the company, but the partnership

agreement gives her total control over the business. The children own 99 percent of

the company but have little or no say over how to run the business.

o Until the founder decides to step down and turn the reins of the company over to the

next generation, she continues to run the business and sets up significant tax savings

for the ultimate transfer of power.

o Establish an employee stock ownership plan (ESOP).

▪ Some owners cash out by selling to their employees through an

employee stock ownership plan (ESOP).

▪ An ESOP is a form of employee benefit plan in which a trust created for

employees purchases their employers' stock.
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▪ To use an ESOP successfully, a small business should be profitable (with

pretax profits exceeding $100,000) and should have a payroll of more than

$500,000 a year.

o Sell to an international buyer.

▪ Small U.S. businesses have become attractive buyout targets for foreign

companies.

▪ Foreign buyers--mostly European--buy more than 1,000 U.S. businesses

each year.

o England leads the list of nations acquiring U.S. companies.

▪ In most instances, foreign companies buy U.S. businesses to gain access

to a lucrative, growing market.

▪ Disadvantages.

o They typically purchase 100 percent of a company.

o Relationships with foreign owners also can be difficult to manage.

 Ensure a Smooth Transaction

o Once the parties have negotiated a deal, the challenge of making a smooth transition

immediately arises.

o No matter how well planned the sale is, there are always surprises.

o The transition phase is always difficult and frustratingand sometimes painful.

o To avoid a bumpy transition, a business buyer should do the following:

▪ Concentrate on communicating with employees.

▪ Be honest with employees.
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▪ Listen to employees.

▪ Devote time to selling your vision for the company to its key

stakeholders, including major customers, suppliers, bankers, and others.

▪ Consider asking the seller to serve as a consultant until the transition is

complete.

Example/Case Study:

In the Footsteps of an Entrepreneur

In Search of the Perfect Business: Part 1

After becoming a victim of corporate downsizing, Hendrix Neimann decided to buy an existing

business rather than start one from scratch. At the time, his wife, Judi, was expecting their third

child, and Neimann did not want to risk all of the familys personal assets or to commit to the

time and emotional demands of a start-up company. He had no idea what kind of business he was

looking for, but he believed he would know the right company when he found it. When I started

looking for a company, he says, I decided that Id be very clever and find one to buy before

anyone knew it was on the market.

For months, Neimann found nothing, so he began calling business brokers. As the weeks slipped

by and the end of his severance pay approached, Neimann became discouraged and nervous. Is

this what I should be doing? he asked himself. Then he found a promising company through a

blind ad in the Wall Street Journal: an access control and security company with sales of nearly

$2 million whose owner was retiring. He met with the owner, Peter Klosky, and the broker,

Lauren Finberg. In their initial meeting, Klosky told Neimann that there was nothing wrong with

the company that a little salesmanship and marketing muscle wouldnt cure. He thought his
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employees would stay on if he asked them to, and he promised to tell Neimann everything he

wanted to know.

On his first visit to Automatic Door Specialists [ADS], Neimann was shocked. I had never seen

such a dirty building, he recalls. The walls were filthy, and inventory, files, and notebooks were

stacked everywhere. His first thought: This is a mistake. Still, the business intrigued him. The

price was affordable, and Neimanns severance pay was about to run out.

Klosky sent Neimann a proposal showing how he could buy ADS with 100 percent financing,

while keeping the debt service at manageable levels and taking out 75 percent of what his

previous salary was. The deal appealed to Neimann, and he and Klosky signed a letter of intent,

that, although not legally binding, indicated that they had a serious deal in the works.

The next step was for Neimann to meet with ADS employees. What they told him was

unsettling: The company was going downhill fast. Neimann asked the employees if they thought

he should go ahead with the deal. Their response: Yes, but only if the price is rock-bottom.

Neimanns accountant brought more bad news: ADS was losing money, and there were scads of

bad accounts receivable on the books; nearly half were more than 90 days old. Also, the

accountant told him, after paying the debts from the purchase, there would be nothing left for

Neimanns salary! I was despondent, says Neimann. And furious. And scared.

Despite his reservations, Neimann went ahead with the purchase, but only after offering Klosky

just 50 percent of the amount stated in the letter of intent. Klosky accepted the offer the next day.

The final step was the actual closing, which was scheduled to occur three days after Neimanns

severance pay ended. Neimann was astonished when Klosky and his attorney suddenly wanted to

rewrite the entire deal at the closing Both Neimann and Klosky came close to walking out, but

seven hoursand more negotiations later, they signed the deal. Hendrix Neimann had bought

himself a business.
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Critique the way in which Neimann went about buying Automatic Door Specialists.

Answer: Responses may vary.

Suppose that Neimann is a friend of yours and that he has come to you for advice about

whether to purchase ADS. What will you tell him? Explain.

Answer: Responses may vary.

In the Footsteps of an Entrepreneur

In Search of the Perfect Business: Part 2

Two years after purchasing Automatic Door Specialists (ADS), Hendrix Neimann was well

aware of the dark side of buying a business. Never, but never, had an owner known so little

about his business, he says, or been so totally at the mercy of his employees. Whats more, I

barely even knew what business we were in. I had always thought we were in the security/access

control industry. It turned out we were a subset of the construction industry. I had never had any

desire to be in construction or anything remotely resembling construction, he says.

Neimann discovered that a substantial portion of ADS sales came from government contracts,

where the lowest bidder got the job. Under Neimann, however, ADS was focusing on quality

product lines and full installation and service practices. Unfortunately, Neimann also discovered

that potential customers saw ADSs products as commodities and made their purchase decisions

on the basis of price, not quality and service. I couldnt, or wouldnt, do business that way, says

Neimann. As government jobs became more scarce, competition became more intense. Sales

slumped, and ADS lost $53,000 in Neimanns first year.
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Neimanns attempts to change the companys culture met with no more success than did his

marketing strategies. He tried all of the latest management philosophies, but they never seemed

to work. The staff nodded, smiled, asked a few questionsand then proceeded to ignore everything

I had said and go about their business, he says. Several longtime employees decided to leave

what they saw as a sinking ship.

As in many small companies, cash flow was a constant problem. On two occasions, Neimann

barely made payrollwith $37 to spare one week and $95 the other. We just couldnt seem to

develop any momentum, Neimann says. Slipping into panic, he took virtually all decision-

making authority away from his workers, further alienating them. Paying creditors soon became

a problem, and Neimann was forced to juggle the companys bills. Unpaid telephone bills, vendor

invoices, even the payments to former owner Peter Klosky were piling up.

Looking back on his purchase of ADS, Neimann says, Before I bought the business, I never

really, truly assembled enough information to tell if I was actually going to like what I was

doing. I got so caught up in the details of negotiating the deal and in checking out all the facts

that I didnt take enough time to figure out if Id be happy. It took a year for me to admit that I

didnt like the industry I had joined or what I had to do to be successful in it. Neimann felt

trapped. Here I was, he says, not having any fun, in fact hating a lot of what I was doing, with

every personal asset on the line, and unable to get out. Thats as trapped as you get.

Review the sections in this chapter entitled How to Buy a Business and In Search of the

Perfect Business: Part 2 Which steps did Neimann violate?

Answer: Responses may vary.
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What could Neimann have done to avoid the problems at ADS?

Answer: Responses may vary.

What is your forecast for ADS and Hendrixs future?

Answer: Responses may vary.

In the Footsteps of an Entrepreneur

In Search of the Perfect Business: Part 3

How could I possibly have been so foolish? asks Hendrix Neimann. I thought I had done a

decent job of checking out [Automatic Door Specialists] during the summer-long due diligence

process. After Neimann and his accountant discovered the unpaid bills, inflated inventory values,

and past due accounts receivable, they discounted heavily the price they offered Peter Klosky for

the company. The good news is that I didnt pay much, says Neimann. The bad

news is that I didnt get much.

Yet he went ahead with the deal, and, in the process, put all of his familys personal assets at risk.

Looking back, Neimann says, I really thought I was a smart, talented, hard-working guy and that

I could fix whatever was wrong with the company. Never mind that I didnt have a technical bone

in my body and that this was a technical business in a technical industry. Never mind that the

company turned out to be struggling and, in fact, losing money when I bought it. I, Neimann the

Great, could do it.

But he couldnt. On February 12, 1997, Neimann closed the company, now called ADS Systems,

that he had purchased nearly eight years before. He contacted the companys banker and its

creditors and told them that he was ceasing operations. Preparing a summary of the companys
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financial position shone a spotlight on just how bleak the situation was. ADS had $473,000 in

debt and accounts payable and only $142,000 in assets and receivables. Neimann explained to

his creditors that he did not want to declare bankruptcy and that he intended to pay everything he

owed, even if it took years. The bank stood first in line and had the right to claim all of the

companys assets and, if those offices, their desks, their vans to become no better than the inside

of garbage cans. I had let the shop remain in a state of chaos since we had moved in there. The

technicians and I never connectedever. My lack of technical experience and knowledge grated on

themand rightly so. But the worst part of the seven and a half years was the overwhelming sense

of hopelessness, of fearing that I would never, ever be able to dig out of the hole. I hated the

business, hated the industry, hated the job. Yet I would not, could not, give up or in. My house

was the ultimate collateral for the loan $$$ taken out to buy the business. Therefore, lose the

business, lose the house. I was strapped. were insufficient (and they were), to claim the

Neimanns personal assets (including their home and personal bank accounts) as well.

For Neimann, the next few months were a nightmare.[The banker] called me daily (sometimes

twice daily) for no particular reason other than to let me know he was there and, unlike a bad

dream, was not going to go away. Creditors called every day by the dozen. Concerned customers

called wanting to know who would finish their jobs and who would service the equipment ADS

had already installed. The landlord served notice that ADS would be evicted on March 2 The

telephone and electric bills were more than two months past due, and the utility companies were

threatening to shut off service.

From the time Neimann had bought ADS, the company was struggling financially and was never

able to recover. The company was constantly in a cash flow bind, was usually behind in paying

its bills, and rarely had a payables-to-receivables ratio of less than 5 to When the company fell

behind on employee withholding taxes, the Internal Revenue Services swept its bank account,

taking out the $7,200 it owed.
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To raise as much cash as possible to pay off some of the companys debts, Neimann advertised a

business liquidation sale in the local newspaper. As friends and family pitched in to organize the

sale, Neimann reflected on the path that had brought him to this point. Looking around at the

condition he had allowed his company to degenerate into, Neimann was embarrassed. Like the

former owner, I no longer had noticed the dirt, the grease, the grime, the disorganization. I had

allowed the mens offices, their desks, their vans to become no better than the inside of garbage

cans. I had let the shop remain in a state of chaos since we had moved in there. The technicians

and I never connectedever. My lack of technical experience and knowledge grated on themand

rightly so. But the worst part of the seven and a half years was the overwhelming sense of

hopelessness, of fearing that I would never, ever be able to dig out of the hole. I hated the

business, hated the industry, hated the job. Yet I would not, could not, give up or in. My house

was the ultimate collateral for the loan Id taken out to buy the business. Therefore, lose the

business, lose the house. I was trapped.

Finally, on March 24, 1997, with the building completely cleared out and all of ADSs assets sold

off, Neimanns $$$ Judi, unplugged the office clock at exactly 5 P.M. and took it off the wall. We

were finished, says Neimann.

Using Hendrix Neimanns experience with ADS, develop a list of red flags that should alert

a buyer that a particular business is not for him or her.

Answer: Students answer may vary.

Looking back at Neimanns experience, what advice would you give to someone who is

considering buying a business?

Answer: Students answer may vary.
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Instructions

In Section 4 of this course you will cover these topics:
Creating The Marketing Plan

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Creating The Marketing Plan

Topic Objective:

At the end of this topic student would be able to:

 Explain why every entrepreneur should create a business plan.

 Describe the elements of a solid business plan.

 Explain the three tests every business plan must pass.

 Understand the keys to making an effective business plan presentation.

 Explain the "5 Cs of Credit" and why they are important to potential lenders and

investors reading business plans.

Definition/Overview:

Business Plan: A business plan serves two essential functions. First and more important, it

guides the companys operations by charting its future course and devising a strategy for

following it. The second function of the business plan is to attract lenders and investors.
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"5 Cs of Credit" : Small business owners need to be aware of the criteria bankers use in

evaluating the creditworthiness of loan applicantsthe five Cs of credit: capital, capacity,

collateral, character, and conditions.

Capital: Lenders expect small businesses to have an equity base of investment by the owner(s)

that will help support the venture during times of financial strain.

Capacity: A synonym for capacity is cash flow. The bank must be convinced of the firms ability

to meet its regular financial obligations and to repay the bank loan, and that takes cash.

Collateral: Collateral includes any assets the owner pledges to the bank as security for

repayment of the loan.

Character: Before approving a loan to a small business, the banker must be satisfied with the

owners character.

Conditions: Conditions such as interest rates, the health of the nations economy, and industry

growth rates surrounding a loan request also affect the owners chance of receiving funds.

Key Points:

1. Introduction

 Starting a business requires lots of planning.
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o Whatever their size, companies that engage in business planning outperform those

who do not.

 For entrepreneurs, a business plan is:

o a systematic, realistic evaluation of a venture's chances for success in the market.

o a way to determine the principal risks facing the venture.

o a game plan for managing the business successfully.

o a tool for comparing actual results against targeted performance.

o an important tool for attracting capital in the challenging hunt for money.

2. Why Develop a Business Plan?

 A business plan is a written summary of an entrepreneur's proposed business venture, its

operational and financial details, its marketing opportunities and strategy, and its managers skills

and abilities.

 The plan serves as an entrepreneur's road map on the journey toward building a

successful business.

o It describes the direction the company is taking

o What its goals are

o Where it wants to be

o How it's going to get there

 The business plan is the entrepreneur's best insurance against launching a business

destined to fail or mismanaging a potentially successful company.

 The business plan serves two essential functions.
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o First, it guides the company's operations by charting its future course and devising a

strategy for following it.

▪ The plan provides a battery of tools a mission statement, goals,

objectives, budgets, financial forecasts, target markets, strategies to help

managers lead the company successfully.

▪ It gives managers and employees a sense of direction.

▪ It gives everyone targets to shoot for, and it provides a yardstick for

measuring actual performance against those targets, especially in the

crucial and chaotic start-up phase.

▪ Plus, writing a plan requires entrepreneurs to get an in-depth

understanding of the industries in which they plan to compete and how

their companies fit into them.

▪ Finally, creating a plan forces entrepreneurs to subject their ideas to the

test of reality: Can this business actually produce a profit?

o Story of Craig Knouf.

▪ Craig Knouf, CEO of Associated Business Systems (ABS), distributes

the companys business plan to the 7 VPs who report to him. During the

planning session, they compare their divisions and the overall companys

actual results to those established in the plan. When the plan and the actual

results dont match, the managers try to determine why and then rewrite the

business plan accordingly. This dedicated approach to actually using the

business plan the management team develops has been a vital part of

helping the 110-employee company reach $25 million in annual sales.

o The second function of the business plan is to attract lenders and investors.

▪ Lenders and investors want to see solid, incisive business plans that

demonstrates an entrepreneurs creditworthiness and his ability to build and

manage a profitable company.
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▪ Applying for loans or attempting to attract investors without a solid

business plan rarely attracts needed capital.

▪ The quality of the firm's business plan weighs heavily in the decision to

lend or invest funds.

▪ It is also potential lenders and investors first impression of the company

and its managers.

o Story of William Hyman.

▪ William Hyman, owner of Comprehensive Automotive Reclamation

Services (CARS), used a detailed business plan to attract $24 million in

capital for his salvage operation. His plan showed the equipment, cost, and

unique advantages. Reviewing his business plan, a top manager at one

large company was so impressed that he invested $2 million!

 A plan is a reflection of its creator.

o It should demonstrate that an entrepreneur has thought seriously about the venture

and what will make it succeed.

o Preparing a solid plan demonstrates that an entrepreneur has taken the time conduct

the necessary research and to commit the idea to paper.

o Building a plan also forces an entrepreneur to consider both the positive and the

negative aspects of the business.

o In most cases, potential lenders and investors read a business plan before they ever

meet with the entrepreneur behind it.

o Sophisticated investors will not take the time to meet with an entrepreneur whose

business plan fails to reflect a serious investment of time and energy in defining a

promising business opportunity.
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o They know that an entrepreneur who lacks the discipline to develop a good business

plan likely lacks the discipline to run a business.

 An entrepreneur should not allow others to prepare a business plan for him because:

o Outsiders cannot understand the business nor envision the proposed company as

well as he can.

o The entrepreneur is the driving force behind the business idea and is the one who

can best convey the vision and the enthusiasm he has for transforming that idea into a

successful business.

o The entrepreneur will make the presentation to potential lenders and investors, he

must understand every detail of the business plan.

o Example of Alice Medrich, cofounder of Cocolat, a manufacturer of specialty

candies and desserts.

 Investors want to feel confident that an entrepreneur has realistically evaluated the risk

involved in the new venture and has a strategy for addressing it.

o They also want to see proof that a business will become profitable and produce a

reasonable return on their investment.

 Perhaps the best way to understand the need for a business plan is to recognize the

validity of the two-thirds rule

o only two-thirds of the entrepreneurs with a sound and viable new business venture

will find financial backing.

o Those that do find financial backing will only get two-thirds of what they initially

requested, and it will take them two-thirds longer to get the financing than they

anticipated.
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o The most effective strategy for avoiding the two-thirds rule is to build a business

plan!

 The time to find out that a business idea wont succeed is in the planning stages, before an

entrepreneur commits significant money, time, and effort to the venture.

o It is much less expensive to make mistakes on paper than in reality.

o A business plan reveals important problems to overcome before launching a

company.

 The real value in preparing a plan is not as much in the plan itself as it is in the process

the entrepreneur goes through to create the plan.

o Although the finished product is useful, the process of building the plan requires

entrepreneurs to subject their ideas to an objective, critical evaluation.

o What entrepreneurs learn about their industries, target markets, financial

requirements, competition, and other factors is essential to making their ventures

successful.

o Building a business plan reduces the risk and uncertainty of launching a company

by teaching an entrepreneur to do it the right way!

3. The Elements of a Business Plan

 Every business plan is unique and must be tailor-made.

o The elements of a business plan may be standard, but how an entrepreneur tells her

story should be unique and reflect her personal excitement about the new venture.

o If this is a first attempt at writing a business plan, seek the advice of individuals

with experience in this process such as:
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 Entrepreneurs who invest their time and energy building plans are better prepared to

face the hostile environment in which their companies will compete than those who do not.

o Building a business plan does not guarantee success, it does raise an entrepreneur's

chances of succeeding in business.

o A business plan typically ranges from 25 to 50 pages in length.

▪ Like every business venture, every business plan is unique.

 Elements of a business plan as a starting point.

o The Executive Summary.

▪ To summarize the presentation to each potential financial institution or

investors.

▪ It should be concise--a maximum of two pages--and should summarize

all of the relevant points of the proposed deal.

▪ After reading the executive summary, anyone should be able to

understand the entire business concept and what differentiates the

company from the competition.

▪ It is a synopsis of the entire plan, capturing its essence in a capsulized

form.

▪ It should explain:

o the basic business model,

o the problem the business will solve for customers,

o briefly describe the owners and key employees, target market(s), financial

highlights (e.g. sales and earnings projections, the dollar amount requested, how the

funds will be used, and how and when any loans will be repaid), and
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▪ the companys competitive advantage.

▪ Key points that you can communicate in a matter of one or two minutes.

o Mission Statement.

▪ A mission statement expresses an entrepreneur's vision for what the

company is, what it is to become, and what it stands for.

▪ It is the broadest expression of a company's purpose

▪ It defines the direction in which it will move.

▪ It serves as the thesis statement for the entire business plan.

o Company History.

▪ The manager of an existing small business should prepare a brief history

of the operation, highlighting the significant financial and operational

events in the company's life.

▪ It should describe when and why the company was formed, how it has

evolved over time, and what the owner envisions for the future.

▪ It should highlight the successful accomplishment of past objectives and

should convey the firm's image in the marketplace.

o Business and Industry Profile.

▪ This section should provide with an overview of the industry or market

segment in which the new venture will operate.

▪ Industry data such as market size, growth trends, and the relative

economic and competitive strength of the major firms in the industry all

set the stage for a better understanding of the viability of the new product

or service.
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▪ Strategic issues such as ease of market entry and exit, the ability to

achieve economies of scale or scope, and the existence of cyclical or

seasonal economic trends further help the reader evaluate the new venture.

▪ This part of the plan also should describe significant industry trends and

an overall outlook for its future.

o The U.S. Industrial Outlook Handbook is an excellent reference that profiles a

variety of industries and offers projections for future trends.

o Another useful resource of industry and economic information is the Summary of

Commentary on Current Economic Conditions, known as the Beige Book

▪ The industry analysis should also address the profitability of the

businesses in the targeted market segment.

▪ It should spell out what the business plans to accomplish, how, when,

and who will do it.

o Goals are broad, long-range statements of what a company plans to do in the distant

future that guide its overall direction.

▪ They answer the question: Why am I in business?

o Objectives are short-term, specific performance targets that are attainable,

measurable, and controllable.

▪ Every objective should include a technique for measuring progress

toward its accomplishment.

▪ An objective must have a time frame for achievement.

▪ Both goals and objectives should relate to the company's basic mission.

o It should describe the present state of the art in the industry and what they will need

to succeed in the market segment in which their businesses compete.
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o They should then identify the current applications of the product or service in the

market and include projections for future applications.

o Business Strategy.

▪ It is the owner's view of the strategy needed to meet and beat the

competition.

▪ This section addresses the question of how to get there.

▪ An entrepreneur must explain how he plans to gain a competitive edge in

the market and what sets his business apart from the competition.

▪ He should comment on how he plans to achieve business goals and

objectives in the face of competition and government regulation and

should identify the image the business will project.

▪ An important theme is what makes the company unique in the eyes of its

customers.

▪ It should outline the methods the company can use to meet the key

success factors.

o Description of Firm's Product/Service.

▪ It should describe the company's overall product line, giving an overview

of how customers use its goods or services.

▪ Drawings, diagrams, and illustrations may be required if the product is

highly technical.

▪ It is best to write product and service descriptions so that laypeople can

understand them.

▪ A statement of a product's position in the product life cycle might also be

helpful.
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▪ It should include a summary of any patents, trademarks, or copyrights

protecting the product or service from infringement by competitors.

▪ It should include an honest comparison of the company's product or

service with those of competitors, citing specific advantages or

improvements that make its goods or services unique and indicating plans

for creating the next generation of goods and services that will evolve

from the present product line.

o What competitive advantage does the venture's product or service offer?

o Avoid to dwell excessively on the features of their products or services.

o A feature is a descriptive fact about a product or service.

o A benefit is what the customer gains from the product or service feature.

o Remember: Customers buy benefits, not product or service features.

o Example of Adam Rizika, his brother Bob, and friend Scott Brazina founders of

Reflective Technologies.

▪ Manufacturers should describe their production process, strategic raw

materials required, sources of supply they will use, and their costs.

o Explain the company's environmental impact and how the entrepreneur plans to

mitigate any negative environmental consequences the process may produce.

o Marketing Strategy.

▪ A business plan must identify and describe the company's target

customers and their characteristics and habits.

▪ Defining the target audience and its potential is one of the most

important parts of building a business plan.
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▪ Creating a successful business depends on an entrepreneur's ability to

attract real customers who are willing and able to spend real money to buy

its products or services.

▪ Perhaps the worst marketing error an entrepreneur can commit is failing

to define his target market and trying to make his business everything to

everybody.

▪ Small companies usually are much more successful focusing on a

specific market niche where they can excel at meeting customers' special

needs or wants.

▪ Example of Peter Capolino, owner of Mitchell & Ness Nostalgia

Company.

▪ Every other aspect of marketing depends on their having a clear picture

of their customers and their unique needs and wants.

▪ Proving that a profitable market exists involves two steps:

o Showing customer interest.

▪ must be able to prove that their target customers need or want their

goods or services and are willing to pay for them.

▪ Example of Marc Shuman, owner of Garage-Tek.

▪ offer the prototype to several potential customers in order to get written

testimonials and evaluations to show to investors.

▪ Or, the owner could sell the product to several customers at a discount.

o Documenting market claims.

▪ Too many business plans rely on vague generalizations such as, This

market is so huge that if we get just one percent of it, we will break even

in eight months.
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▪ Statements such as these usually reflect nothing more than an

entrepreneurs unbridled optimism, and in most cases, are quite unrealistic!

▪ Example of Dave and Dan Hanlon who re-launched the Excelsior-

Henderson motorcycle brand.

▪ Entrepreneurs must support claims of market size and growth rates with

facts.

▪ Results of market surveys, customer questionnaires, and demographic

studies lend credibility of an entrepreneur's frequently optimistic sales

projections.

▪ Example of Ken Hey and his wife Debras company, Sunstream

Corporation.

▪ One technique involves business prototyping.

▪ Example of Adam Ginsburg, owner of ZBilliards.

▪ An effective market analysis should identify the following:

o Target market:

▪ Who are the companys target customers?

▪ How many of them are in the companys trading area?

▪ What are their characteristics (age, gender, educational level, income,

and others)?

▪ What do they buy?

▪ Why do they buy?

▪ When do they buy?

▪ What expectations do they have about the product or service?

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

168
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ Will the business focus on a niche?

▪ How does the company seek to position itself in the market(s) it will

pursue?

▪ Knowing my customers needs, wants, and habits, what should be the

basis for differentiating my business in their minds?

o Advertising and promotion:

▪ Which media are most effective in reaching the target market?

▪ How will they be used?

▪ How much will the promotional campaign cost?

▪ How will the promotional campaign position your company's products or

services?

▪ How can the company benefit from publicity?

▪ How large is the company's promotional budget?

o Market size and trends:

▪ How large is the potential market?

▪ Is it growing or shrinking? Why?

▪ Are the customer's needs changing?

▪ Are sales seasonal?

▪ Is demand tied to another product or service?

o Location:

▪ For many businesses, choosing the right location is a key success factor.

▪ Which specific sites put the company in the path of its target customers?
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▪ Do zoning regulations restrict the use of the site?

▪ For manufacturers, the location issue often centers on finding a site near

its key raw materials or near its major customers.

▪ Using demographic reports and market research to screen potential sites

takes the guesswork out of choosing the right location for a business.

o Pricing:

▪ What does the product or service cost to produce or deliver?

▪ What is the company's overall pricing strategy?

▪ What image is the company trying to create in the market?

▪ Will the planned price support the company's strategy and desired

image?

▪ Can it produce a profit?

▪ How does the planned price compare to those of similar products or

services?

▪ Are customers willing to pay it?

▪ What price tiers exist in the market?

▪ How sensitive are customers to price changes?

▪ Will the business sell to customers on credit?

▪ Will it accept credit cards?

▪ Will the company offer discounts? If so, what kinds and how much?

o Distribution:

▪ How will the product or service be distributed?
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▪ Will distribution be extensive, selective, or exclusive?

▪ What is the average sale?

▪ How large will the sales staff be?

▪ How will the company compensate its sales force?

▪ What are the incentives for salespeople?

▪ How many sales calls does it take to close a sale?

▪ What can the company do to make it as easy as possible for customers to

buy?

▪ An entrepreneur should summarize the firm's overall pricing strategies

and its warranties and guarantees for its products and services.

o Competitor Analysis.

▪ Entrepreneurs should assess honestly their new ventures competition.

▪ Trade associations, customers, industry journals, sales representatives,

and sales literature are valuable sources of data.

▪ It should focus on demonstrating that the entrepreneur's company has an

advantage over its competitors.

o Who are the company's key competitors?

o What are their strengths and weaknesses?

o What are their strategies?

o What images do they have in the marketplace?

o How successful are they?

o What distinguishes the entrepreneur's product or service from others already on the

market, and how will these differences produce a competitive edge?

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

171
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ Example of Tonya Davis.

o Owners and Managers Resumes.

▪ The most important factor in the success of a business venture is its

management, and financial officers and investors weight heavily the

ability and experience of the firm's managers in financing decisions.

▪ A plan should include the resumes of business officers, key directors,

and any person with at least 20 percent ownership in the company.

▪ This is the section of the plan where entrepreneurs have the chance to

sell the qualifications and the experience of their management team.

▪ Ideally, lenders and investors look for managers with at least two years

of operating experience in the industry they are targeting.

▪ A resume should summarize each individual's education, work history

(emphasizing managerial responsibilities and duties), and relevant

business experience.

▪ This portion of the plan should show that the company has the right

people organized in the right fashion for success.

▪ One experienced private investor advises entrepreneurs to remember the

following:

o Ideas and products don't succeed; people do.

o Show the strength of key employees and how you will retain them.

o A board of directors or advisers consisting of industry experts lends credibility and

can enhance the value of the management team.

o Plan of Operation.

▪ An entrepreneur should construct an organizational chart identifying the

business's key positions and the people occupying them.
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▪ The entrepreneur should describe briefly the steps taken to encourage

important officers to remain with the company.

▪ Employment contracts, shares of ownership, and perks are commonly

used to keep and motivate key employees.

▪ A description of the form of ownership (partnership, joint venture, S

Corporation, LLC) and of any leases, contracts, and other relevant

agreements pertaining to the operation is helpful.

o Financial Forecasts.

▪ A business owner should supply copies of the firm's major financial

statements from the past 3 years.

▪ Ideally, these statements should be audited ore reviewed by a certified

public accountant.

▪ An entrepreneur should carefully prepare monthly projected (or pro

forma) financial statements for the venture for one year and by quarter for

the next 2 to 3 years.

o Income statement shows the companys revenues, expenses, and the resulting profit.

▪ Investors and lenders expect to see positive trends in earnings.

▪ They look to see if the gross-, operating-, and net-income margins on the

forecasted income statements are consistent with industry averages.

o Cash flow statement to judge whether or not the company is viable over time.

▪ Staying in business requires a company to generate positive cash flow.

▪ Entrepreneurs must make sure that they have accumulated enough

capital to carry the company until it generates enough cash to support

itself.
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o Balance sheet where they see the companys assets (everything it owns), its

liabilities (everything it owes), and its net worth (the difference in assets and

liabilities).

▪ There should be forecasts under pessimistic, most likely, and optimistic

conditions to reflect the uncertainty of the future.

o Entrepreneurs must avoid the tendency to fudge the numbers since some venture

capitalists automatically discount an entrepreneur's financial projections by as much

as 50 percent.

o Include break-even analysis and a ratio analysis on the projected figures.

▪ It is also important to include a statement of the assumptions on which

these financial projections are based.

o Potential lenders and investors want to know how the entrepreneur derived forecasts

for sales, cost of goods sold, operating expenses, accounts receivable, collections,

inventory, and other such items.

o A common mistake among entrepreneurs creating plans for business startups is

devoting too much space to financial forecasts that are uncertain at best and spending

too little time on the people, the marketing research, and the strategies that will

generate the financial results.

o The Request for Funds.

▪ The loan proposal section of the business plan should state the purpose

of the loan or investment, the amount requested, and the plans for

repayment or cash-out.

▪ When describing the purpose of the loan, entrepreneurs must specify the

planned use of the funds.
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o Entrepreneurs should state the precise amount of money they are requesting and

include relevant backup data, such as vendor estimates of costs or past production

levels.

o Inflating the amount of a loan request in anticipation of the financial officer trying

to talk them down is a mistake.

▪ Another important element of the loan or investment proposal is the

repayment schedule and exit strategy.

o A lender's main consideration in granting a loan is the reassurance that the applicant

will repay, whereas an investor's major concern is earning a satisfactory rate of return.

o It is necessary to produce tangible evidence showing the ability to repay loans or to

generate attractive returns.

▪ It is beneficial to include an evaluation of the risks of a new venture.

o The best strategy is to identify the most significant risks the venture faces and then

to describe the plans the entrepreneur has developed to avoid them altogether or to

overcome the negative outcome if the event does occur.

▪ An entrepreneur should have a realistic timetable for implementing the

plan.

▪ There is a difference between a working business plan one the

entrepreneur is using to guide her business and the presentation business

plan the one she is using to attract capital.

▪ A business plan is usually the tool that an entrepreneur uses to make a

first impression on potential lenders and investors. To make sure that

impression is a favorable one, an entrepreneur should follow these tips:

o Make sure the plan is free of spelling and grammatical errors and typos.

o Make it visually appealing.
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o Leave ample white space in margins.

o Create an attractive (but not extravagant) cover that includes the company's name

and logo.

o Include a table of contents to allow readers to navigate the plan easily.

o Write in a flowing, conversational style and use bullets to itemize points in

lists.

o Support claims with facts and avoid generalizations.

o Avoid overusing industry jargon and acronyms with which readers may not be

familiar.

o Make it interesting.

o Use computer spreadsheets to generate financial forecasts. They allow

entrepreneurs to perform valuable what if (sensitivity) analysis in just seconds.

o Always include cash flow projections.

o The ideal plan is crisp long enough to say what it should but not so long that it is a

chore to read.

o Tell the truth. Absolute honesty is always critical in preparing a business plan.

▪ As uncertain and difficult to predict as the future may be, an

entrepreneur who launches a business without a plan arguing that trying to

forecast the future is pointless is misguided.

4. Can Your Plan Pass These Tests?

 Building the plan forces a potential entrepreneur to look at her business idea in the harsh

light of reality.
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o It also requires the owner to assess the venture's chances of success more

objectively.

o A well-assembled plan helps prove to outsiders that a business idea can be

successful.

 To get external financing, an entrepreneur's plan must pass three tests with potential

lenders and investors:

o Reality test

▪ The external component of the reality test revolves around proving that a

market for the product or service really does exist.

o It focuses on industry attractiveness, market niches, potential customers, market

size, degree of competition, and similar factors.

▪ The internal component of the reality test focuses on the product or

service itself.

▪ Can the company really build it for the cost estimates in the business

plan?

▪ Is it truly different from what competitors are already selling?

▪ Does it offer customers something of value?

o Competitive test

▪ The external part of the competitive test evaluates the company's relative

position to its key competitors.

o How do the company's strengths and weaknesses match up with those of the

competition?

o How are existing competitors likely to react when the new business enters the

market?
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o Do these reactions threaten the new company's success and survival?

▪ The internal competitive test focuses on management's ability to create a

company that will gain an edge over existing rivals.

▪ What other resources does the company have that can give it a

competitive edge in the market?

o Value test.

▪ A business plan must prove to them that it offers a high probability of

repayment or an attractive rate of return.

▪ A plan must convince lenders and investors that they will earn an

attractive return on their money.

o Appendix A at the end of this book contains a sample business plan for a company.

5. Making the Business Plan Presentation

 When entrepreneurs try to secure funding from lenders or investors, the written business

plan almost always precedes the opportunity to meet face-to-face.

o Usually, the time for presenting a business opportunity is short, often no more than

just a few minutes, usually less than 20 minutes, 30 minutes at the maximum.

o A business plan presentation should cover five basic areas:

▪ The company's background and its products or services.

▪ A market analysis and a description of the opportunities it presents.

▪ The companys competitive edge and the marketing strategies.

▪ The management team and its members qualifications and experience.

▪ A financial analysis that shows lenders and investors an attractive

payback or payoff.
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o Example of a founder of an internet company whos presentation failed when his

computer wouldnt connect to the internet for demonstration purposes to prospective

investors.

 Entrepreneurs who are successful in raising the capital their companies need to grow

have solid business plans and make convincing presentations of them.

 Some helpful tips for making a business plan presentation to potential lenders and

investors include:

o Prepare.

o Demonstrate enthusiasm about the business, but don't be overemotional.

o Focus on communicating the dynamic opportunity your idea offers and how you

plan to capitalize on it.

o Hook investors quickly with an up-front explanation of the new venture, its

opportunities, and the anticipated benefits to them.

o Use visual aids.

o Hit the highlights; specific questions will bring out the details later. Don't get

caught up in too much detail in early meetings with lenders and investors.

o Keep the presentation crisp just like your business plan

o Avoid the use of technological terms that will likely be above most of the audience.

o Remember that every potential lender and investor you talk to is thinking What's in

it for me?

o Close by reinforcing the nature of the opportunity.

o Be prepared for questions.

o Anticipate the questions the audience is most likely to ask and prepare for them in

advance.
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o Be sensitive to the issues that are most important to lenders and investors by

reading the pattern of their questions.

o Follow up with every investor you make a presentation to.

6. What Lenders and Investors Look For in a Business Plan

 Entrepreneurs must be aware of the criteria lenders and investors use to evaluate the

credit-worthiness of entrepreneurs seeking financing. They are the five Cs of credit:

o Capital

▪ A small business must have a stable capital base before any lender will

grant a loan.

▪ The most common reasons that banks give for rejecting small business

loan applications are undercapitalization or too much debt.

o Capacity

▪ A synonym for capacity is cash flow.

▪ Lenders and investors must be convinced of the firm's ability to meet its

regular financial obligations and to repay bank loan, and that takes cash.

▪ Lenders expect a business to pass the test of liquidity, especially for

short-term loans.

o Collateral

▪ Collateral includes any assets an entrepreneur pledges to a lender as

security for repayment of the loan.

▪ Banks make very few unsecured loans (those not backed by collateral) to

business start-ups.
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▪ Bankers view the owner's willingness to pledge collateral (personal or

business assets) as an indication of dedication to making the venture a

success.

o Character

▪ An evaluation of character frequently is based on intangible factors such

as honesty, competence, polish, determination, intelligence, and ability.

▪ Lenders and investors know that most small businesses fail because of

incompetent management, and so they try to avoid extending loans to

high-risk entrepreneurs.

o Conditions.

▪ The conditions surrounding a loan request also affect the owner's chance

of receiving funds.

▪ Banks consider factors relating to the business operation such as

potential growth in the market, competition, location, form of ownership,

and loan purpose.

▪ Another important condition influencing the banker's decision is the

shape of the overall economy, including interest rate levels, inflation rate,

and demand for money.

7. Conclusion

 A good plan serves as a strategic compass that keeps a business on course as it travels

into an uncertain future.

o A solid plan is essential to raising the capital needed to start a business; lenders and

investors demand it.

o Building a plan is just one step along the path to launching a business.
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8. Suggested Business Plan Format

 Executive Summary (not to exceed two pages)

o Company name, address, and phone number

o Name(s), addresses, and phone number(s) of all key people

o Brief description of the business, its products and services, and the customer

problems they solve

o Brief overview of the market for your products and services

o Brief overview of the strategies that will make your firm a success

o Brief description of the managerial and technical experience of key people

o Brief statement of the financial request and how the money will be used

o Charts or tables showing highlights of financial forecasts

 Vision and Mission statement

o Entrepreneurs vision for the company

o What business are we in?

o Values and principles on which the business stands

o What makes the business unique? What is the source of its competitive advantage?

 Company History (for existing businesses only)

o Company founding

o Financial and operational highlights
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o Significant achievements

 Industry Profile and Overview

o Industry Analysis

o Industry background and overview

o Major customer groups

o Regulatory restrictions, if any

o Significant trends

o Growth rate

o Barriers to entry and exit

o Key success factors in the industry

o Outlook for the future

 Stage of growth (start-up, growth, maturity)

 Business Strategy

o Desired image and position in market

o Company goals and objectives

▪ Operational

▪ Financial

▪ Other

o SWOT analysis

▪ Strengths
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▪ Weaknesses

▪ Opportunities

▪ Threats

▪ Competitive strategy

▪ Cost-leadership

▪ Differentiation

▪ Focus

 Company Products and Services

o Description

▪ Product or service features

▪ Customer benefits

▪ Warranties and guarantees

▪ Uniqueness

o Patent or trademark protection

o Description of production process (if applicable)

▪ Raw materials

▪ Costs

▪ Key suppliers

▪ Lead times

o Future product or service offerings
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 Marketing Strategy

o Target market

▪ Problem to be solved or benefit to be offered

▪ Complete demographic profile

▪ Other significant customer characteristics

o Customers motivation to buy

o Market size and trends

▪ How large is the market?

▪ Is it growing or shrinking? How fast?

o Personal selling efforts

▪ Sales force size, recruitment, and training

▪ Sales force compensation

▪ Number of calls per sale

▪ Amount of average sale

o Advertising and promotion

▪ Media used reader, viewer, listener profiles

▪ Media costs

▪ Frequency of usage

▪ Plans for generating publicity

o Pricing
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▪ Cost structure

o Fixed

o Variable

▪ Desired image in market

▪ Comparison against competitors prices

▪ Discounts

▪ Gross profit margins

o Distribution strategy

▪ Channels of distribution used

▪ Sales techniques and incentives

o Test market results

▪ Surveys

▪ Customer feedback on prototypes

▪ Focus groups

 Location and Layout

o Location

▪ Demographic analysis of location vs. target customer profile

▪ Traffic count

▪ Lease/Rental rates

▪ Labor needs and supply
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▪ Wage rates

o Layout

▪ Size requirements

▪ Americans with Disabilities compliance

▪ Ergonomic issues

▪ Layout plan (suitable for an appendix)

 Competitor Analysis

o Existing competitors

▪ Who are they? Create a competitive profile matrix.

▪ Strengths

▪ Weaknesses

o Potential competitors: Companies that might enter the market

▪ Who are they?

▪ Impact on your business if they enter

 Description of management team

o Key managers and employees

▪ Their backgrounds

▪ Experience, skills, and know-how they bring to the company

o Resumes of key managers and employees (suitable for an appendix)

o Future additions to management team
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o Board of Directors or Advisors

 Plan of Operation

o Form of ownership chosen and reasoning

o Company structure (organization chart)

o Decision making authority

o Compensation and benefits packages

 Financial Forecasts (suitable for an appendix)

o Key assumptions

o Financial statements (year 1 by month, years 2 and 3 by quarter)

▪ Income statement

▪ Balance sheet

▪ Cash flow statement

o Break-even analysis

o Ratio analysis with comparison to industry standards (most applicable to existing

businesses)

 Loan or Investment Proposal

o Amount requested

o Purpose and uses of funds

o Repayment or cash out schedule (exit strategy)

o Timetable for implementing plan and launching the business
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 Appendices Supporting documentation, including market research, financial statements,

organizational charts, resumes, and other items.

Example/Case Study:

In the Footsteps of an Entrepreneur . . .

Once Upon a Time

Once upon a time, there was an entrepreneur, Andy, who launched a technology company with

two friends, Zen and Shanti. Pooling their limited financial resources, they were able to get the

company off the ground, but for the business to grow and succeed, they needed a serious cash

infusion. They developed a business plan and began sending it to venture capitalists lots of

venture capitalists, most of whom lived in a mystical land called Silicon Valley. The results

were always the same rejection but at least the rejection letters they received were kind, usually.

One rejection letter cited vague direction and exit strategy for investors. Product

viabilitydoubtful. Most letters ended the same way: Best of luck in building your company.

After so many rejections, Andy was troubled, wondering if he would have to return to his life as

a corporate minion, working for someone else. One day as he walked along Broadway, he

noticed in the window of a bookstore a book called Story: Substance, Structure, Style, and the

Principles of Screenwriting. A promotional poster claimed that students of the author had used

its secrets to writing and producing screenplays that had garnered 17 Oscars and 79 Emmys. The

dust jacket said it was a step-by-step guide for screenwriters who wanted to turn great ideas into

great stories. Flipping through the pages, Andy realized that Hollywood producers and Silicon

Valley investors both make risky investments in projects in hopes of earning big returns when

those projects become blockbusters. In other words, both wanted a good story.
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So Andy and his partners set out to give the venture capitalists a good story as part of their

business plan. First, they added what the book called spine, an inciting incident such as a ship

hitting an iceberg or a villain disrupting a city that creates an opportunity for a hero or a start-up

company to set right. They described how their companys software would encourage and reward

Web-users with frequent-flier miles for passing along commercial and promotional messages to

their friends.

Next, they added conflict. Given that they had never battled villains, aliens, or monsters, the

entrepreneurs described how after launching their company, so many people had used their

software that the volume crashed their server! They didnt have the money to buy a larger server,

so they gave all of their users 100 free frequent-flier miles as an apology. The story brought to

life the proof that their business idea actually worked!

Finally, the trio added a happy ending, what the book called the object of desire. They described

how marketers, recommenders, and others could reap the benefits of their word-of-mouth

networks and how large the payoff for any investors who helped them build their business would

be.

The intrepid entrepreneurs sent their business plan out again, and that very day, a venture

capitalist came to see them. Three months later, they had negotiated a deal with that investor,

had the money in the bank, and had their company running wide open. The company grew, and

the brave entrepreneurs decided to sell out and pursue other entrepreneurial ventures, living

happily ever after.

Their story emphasizes the power of a story. As part of either your business plan or your

business plan presentation, consider telling a story. They allow you to communicate the essence

of your business naturally, clearly, and persuasively. They also help entrepreneurs get across to
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investors concepts that can be highly abstract in a concrete and entertaining way. Also, when

told well, stories create an emotional connection with readers or listeners and help them

remember the key components longer. After all, isnt that what entrepreneurs want to their plans

to do?

Why are stories such powerful ways of communicating?

Answer: Students response may vary however in most cases, we can learn from entrepreneurs

mistakes and accomplishments

Develop a compelling story for your business plan.

Answer: Students response may vary.

Instructions

In Section 5 of this course you will cover these topics:
Building A Guerrilla Marketing Plan

Creating A Solid Financial Plan

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Building A Guerrilla Marketing Plan

Topic Objective:
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At the end of this topic student would be able to:

 Describe the components of a guerrilla marketing plan and explain the benefits of

preparing one.

 Explain how small businesses can pinpoint their target markets.

 Explain how to determine customer needs through market research and the steps in the

market research process.

 Describe the guerrilla marketing strategies on which a small business can build a

competitive edge in the marketplace.

 Discuss marketing opportunities the World Wide Web offers and how entrepreneurs can

take advantage of them.

 Discuss the four Ps of marketing--product, place, price, and promotion--and their role in

building a successful marketing strategy.

Definition/Overview:

Guerrilla Marketing Plan : A major part of the entrepreneurs business plan is the marketing

plan, which focuses on a companys target customers and how best to satisfy their needs and

wants. A solid marketing plan should pinpoint the specific target markets the company will

serve, determine customer needs and wants through market research, analyze the firms

competitive advantages and build a marketing strategy around them, and create a marketing mix

that meets customer needs and wants.

Target Markets: Sound market research helps the owner pinpoint his or her target market. The

most successful businesses have well-defined portraits of the customers they are seeking to

attract.
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Market research : Market research is the vehicle for gathering the information that serves as the

foundation of the marketing plan. Good research does not have to be complex and expensive to

be useful. The steps in conducting market research include: defining the problem: What do you

want to know? collecting the data from either primary or secondary sources analyzing and

interpreting the data drawing conclusions and acting on them.

Marketing Strategy: When plotting a marketing strategy, owners must strive to achieve a

competitive advantage, some way to make their companies different from and better than the

competition. Successful small businesses rely on 11 guerrilla marketing strategies to develop a

competitive edge: niche picking, entertailing, building a consistent branding strategy,

emphasizing their uniqueness, connecting with their customers, focusing on customers needs,

emphasizing quality, paying attention to convenience, concentrating on innovation, dedicating

themselves to service, and emphasizing on speed.

World Wide Web: The Web offers small business owners tremendous marketing potential on a

par with their larger rivals. Entrepreneurs are just beginning to uncover the Webs profit potential,

which is growing rapidly. Successful Web sites are attractive, inviting, easy to navigate,

interactive, and offer users something of value.

Four Ps Of Marketing :

Product: Entrepreneurs should understand where in the product life cycle their products are.

Place: The focus here is on choosing the appropriate channel of distribution and using it most

efficiently.
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Price: Price is an important factor in customers purchase decisions, but many small businesses

find that non price competition can be profitable.

Promotion: Promotion involves both advertising and personal selling.

Key Points:

1. Introduction

 The challenges in creating the business plan.

o Entrepreneurs often create business plans with great detail on the entrepreneur's

intentions.

o But neglect the strategies to achieve those intentions.

o Sometimes entrepreneur's fail to adequately identify and research their target

markets.

o And, sometimes entrepreneurs forget to create any business plan at all.

 An effective business plan

o Contains both a financial plan and a marketing plan.

o Like the financial plan, an effective marketing plan projects numbers and analyzes

them, but from a different perspective. Rather than focus on cash flow, net profits,

and owner's equity, the marketing plan concentrates on the customer.
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2. Creating a Guerrilla Marketing Plan

 Described

o Marketing is the process of creating and delivering goods and services to customers.

o It involves all of the activities associated with winning and retaining loyal

customers.

o The secrets to successful marketing

▪ Understand the company's target customers' needs, demands, and wants

before competitors.

▪ Offer them the products and services that will satisfy those needs,

demands, and wants.

▪ Provide those customers with quality, service, convenience, and value so

that they will keep coming back.

o The marketing function influences every aspect of its operation from finance and

production to hiring and purchasing.

 Small business owners must understand the importance of developing relevant marketing

strategies.

o While small with correspondingly small marketing budgets, entrepreneurial

companies can develop effective marketing strategies.

o Using "guerrilla marketing strategies"-unconventional, low-cost, creative

techniques-small companies can wring as much or more "bang" from their marketing

bucks.

o Example of Peter Van Stolk, founder of Jones soda, colorful drinks with retro long-

necked bottles and unusual labels.
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 Winning marketing strategies are built on three vital resources: people, information, and

technology.

o The entrepreneur needs to be able to recruit people with talent and form them into a

team.

o Second, successful marketing relies on a company's ability to capture data and

transform them into useful, meaningful information.

▪ Collecting more data than competitors.

▪ Putting it into a meaningful form faster.

▪ Disseminating the information to everyone in the business.

o Finally, technology has proven to be a powerful marketing weapon, but one easily

matched by competitors.

o Example of Progressive Insurance Company.

 The Marketing Plan

o Focuses on the customer.

o It builds a strategy of success for a business from the customer's point of view.

▪ Theodore Levitt, the primary purpose of a business is not to earn a profit;

instead, it is "to create and keep a customer.

o A guerrilla marketing plan should accomplish four objectives:

▪ pinpoint the target markets the small company will serve

▪ determine customer needs, wants, and characteristics through market

research

▪ analyze a companys competitive advantages and build a marketing

strategy around them
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▪ create a marketing mix that meets customer needs and wants

3 . Market Diversity: Pinpointing the Target Market

 One of the first steps in building a marketing plan is identifying a small company's target

market.

o The group of customers at whom the company aims its products and services.

o The more a business learns from market research about its local markets, its

customers and their buying habits and preferences, the more precisely it can focus its

marketing efforts on the group(s) of prospective and existing customers who are most

likely to buy its products or services.

▪ Example of Blane Nordahl.

o Most marketing experts contend that the greatest marketing mistake small

businesses make is failing to define clearly the target market to be served.

▪ Most small businesses follow a shotgun approach to marketing

▪ firing marketing blasts at every customer they see, hoping to capture just

some of them.

▪ These small businesses develop new products that do not sell because:

▪ they failed to target them at a specific audience's needs.

▪ they broadcast ads that attempt to reach everyone and end up reaching no

one.

▪ they spend precious resources trying to reach customer who are not the

most profitable.

▪ many of the customers they manage to attract leave because they don't

know what the company stands for.
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 Failing to pinpoint their target markets is especially ironic since small firms are ideally

suited to reaching market segments that their larger rivals overlook or consider too small to be

profitable

o The problem is that the shotgun approach is a sales-driven rather than a customer-

driven strategy.

o To be customer driven, an effective marketing program must be based on a clear,

concise definition of the firm's targeted customers.

▪ Example of David Lance Schwartz, founder of David Lance New York

(DLNY), a private-label line of top-quality mens clothing and premier

service.

 A one-size-fits-all approach to marketing no longer works because the mass market is

rapidly disappearing.

o The mass market that dominated the business world of 30 years ago has been

replaced by an increasingly fragmented market of multicultural customers.

o In fact, by 2010, Hispanics, African-Americans, Asian Americans, and other

minorities will account for one-third of the nations population.

o Small businesses that take the time to recognize, understand, and cater to the unique

needs, experiences, and preferences of these multicultural markets (and their sub-

markets) will reap immense rewards.

 The nation's increasingly diverse population offers businesses of all sizes tremendous

marketing opportunities.

o The key to success is to have an understanding of those target customers' unique,

needs, wants, and preferences.

o The fastest growing sector in the U.S. today is the Hispanic population.
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o Hispanic-Americans now comprise the nations single largest minority group,

edging out African-Americans.

o With $926 billion in purchasing power, the Hispanic-American population is an

extremely attractive target market for many entrepreneurs.

▪ Example of Ruben and Rosalinda Montalvo.

o The most successful businesses have well-defined portraits of the customers they

are seeking to attract.

o From market research, they know their customers income levels, lifestyles, buying

patterns, likes and dislikes, and even their psychological profiles.

o Example of a Miami homebuilder specializing in retirement communities.

4. Determining Customer Needs and Wants Through Market Research

 Change in the U.S. population is a potent force altering the business environment.

o Market research is particularly valuable in tracking demographic trends in the

population.

o An entrepreneurs goal should be to align her business with as many demographic,

social, and cultural trends as possible.

o The more trends a business converges with, the more likely it is to be successful.

 By performing some basic market research, entrepreneurs can detect key demographic,

social, and cultural trends and zero in on the needs, wants, preferences, and desires of its target

customers.

o Market research is the vehicle for gathering the information that serves as the

foundation for the marketing plan.
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▪ It involves collecting, analyzing, and interpreting data about the

company's market, customers, and competitors.

▪ Market research allows entrepreneurs answer such questions as:

▪ Who are my customers and potential customers?

▪ What is their gender?

▪ To which age group(s) do they belong?

▪ What is their income level?

▪ What kind of people are they?

▪ Where do they live?

▪ Do they rent or own their own homes?

▪ What are they looking for in the products or services I sell?

▪ How often do they buy these products or services?

▪ What models, styles, colors, or flavors do they prefer?

▪ Why do or don't they buy from my store?

▪ How do the strengths of my product or service serve their needs and

wants?

▪ What hours do they prefer to shop?

▪ How do they perceive my business?

▪ Which advertising media are most likely to reach them?

▪ How do customers perceive my business versus competitors?
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 When marketing goods and services, a small company must avoid mistakes because there

is no margin for error when funds are scarce and budgets are tight

o Small businesses cannot afford to miss their target markets.

o That usually requires conducting market research up front, before launching a

company.

o One of the worst and most common mistakes is assuming that a market exists for

their products or services.

o Entrepreneurs can learn a great deal by actually observing, mingling with, and

interviewing customers as they shop.

▪ Example of researchers for Makers Mark, a Kentucky bourbon distillery.

o Some companies videotape their customers while they are shopping to get a clear

picture of their buying habits. This hands-on market research allows entrepreneurs to

get past the barriers that customers often put and to uncover their true preferences and

hidden thoughts.

 Many entrepreneurs are discovering the speed, the convenience, and the low cost of

conducting market research over the World Wide Web.

o Online surveys, customer opinion polls, and other research projects are easy to

conduct, cost virtually nothing, and help companies connect with their customers.

o With Web-based surveys, businesses can get real-time feedback from customers.

o Example of Newbury Comics, a 21-year-old chain of music and novelty stores.

 Market research for a small business can be informal.
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5. How to Conduct Market Research

 The goal

o To reduce the risks inherent to business decisions.

 Step 1: Define the objective

o The critical step in the process is being clear and concise about what the problem is.

▪ It is common to confuse the symptom and the problem.

▪ Example--declining sales is a symptom not a problem. To properly

research it, the owner must consider the factors that could cause it and

then focus on investigating the most likely ones.

o This process can also uncover potential market opportunities.

 Step 2: Collect the data

o The market research is individualized (or one-to-one) marketing, increasing the

importance of market research.

o Companies following this approach know their customers, understand how to give

them the value they want, and perhaps most important, know how to make them feel

special and important.

o The goal is to treat each customer as an individual.

 Individualized marketing requires business owners to gather and assimilate detailed

information about their customers.

▪ Owners of even the smallest companies businesses now have access to

affordable technology that creates and manages computerized databases.
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▪ Collecting useful information about the customers and potential new

products and markets is simply a matter of sorting and organizing data.

 Entrepreneurs have at their disposal two basic types of market research: conducting

primary research, data you collect and analyze yourself, and gathering secondary research, data

that has already been compiled and is available, often at a very reasonable cost (even free).

o Primary research techniques include:

▪ Customer surveys and questionnaires.

▪ Focus groups.

▪ Daily transactions.

▪ Other ideas.

o Secondary research, which is usually less expensive to collect than primary data,

includes the following sources:

▪ Business directories.

▪ Direct mail lists.

▪ Demographic data.

▪ Census data.

▪ Forecasts.

▪ Market research.

▪ Articles.

▪ Local data.

▪ World Wide Web.
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 Data mining is a process in which computer software uses statistical analysis, database

technology, and artificial intelligence to find hidden patterns, trends, and connections in data.

▪ (a) Finding relationships among the many components of a data set,

identifying clusters of customers with similar buying habits, and

predicting customers buying patterns, data mining gives entrepreneurs

incredible marketing power.

▪ Popular data mining software packages include ACT!, Clementine,

DataScope Pro, GoldMine, MineSet, Nuggets, and many others

 For an effective individualized marketing campaign to be successful, business owners

must collect and mine three types of information:

▪ Geographic - Where are customers located?

▪ Demographic - Customer characteristics.

▪ Psychographic - What drives customer buying behavior?

o Example of Harrahs Entertainment Inc.

 Step 3: Analyze and interpret the data

 o Market research does not provide solutions to the problems; the owner must decide

what the information means.

o Example of William Pulte, owner of what has become the second largest home-

building company in the United States.

 Step 4: Put the information to work

o Decide how to use the information, what changes need to be made?
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6. Plotting a Guerrilla Marketing Strategy: Building a Competitive Edge

 A small business has a competitive edge when customers perceive that the company

and its products or services are superior to those of its competitors.

o The right marketing strategy is a key determinant of how successful a business.

o The best way to gain a competitive advantage is to create value by giving customers

what they really want that they cannot get elsewhere.

 Successful businesses use the special advantages they have to build a competitive edge

over their larger rivals by:

o Close contact with the customer.

o Personal attention.

o Focus on service.

o Organizational and managerial flexibility.

 Small companies become more effective at relationship marketing or customer

relationship management (CRM) by:

o Developing, maintaining, and managing long-term relationships with customers for

repeat purchases.

o CRM puts the customer at the center of a companys thinking, planning, and action.

o It shifts the focus from a product or service to customers and their needs and

wants.

o CRM requires business owners to take the following steps:

▪ Collect meaningful information about existing customers and compile it

in a database.
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▪ Mine the database to identify the companys best and most profitable

customers, their needs, and their buying habits.

▪ Focus on developing lasting relationships with these customers.

▪ Attract more customers that fit the profile of the companys best

customers.

o Businesses that provide poor customer service are in grave danger.

o Hepworth, a consulting firm that specializes in customer retention, measures its

clients revenue at risk, which calculates the sales revenue a company would lose by

measuring the percentage of customers that would leave because of poor service.

▪ According to Hepworths research, for companies that score in the top 25

percent on customer loyalty, revenue at risk averages just 3 percent.

▪ However, for companies that rate loyalty scores in the bottom 25

percent, poor customer service puts at risk an average of more than 12

percent of company revenue.

o Earning customers loyalty requires businesses to take customer focus and service to

unprecedented levels, and that requires building long-term relationships with

customers.

 Small businesses rely on eleven guerrilla marketing strategies to develop a competitive

edge:

o Niche-picking.

o Entertailing.

o Branding consistency.

o Emphasizing their uniqueness.

o Connecting with their customers.
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o Focusing on customers needs.

o Emphasizing quality.

o Paying attention to convenience.

o Concentrating on innovation.

o Dedicating themselves to service.

o Emphasizing on speed.

 Guerrilla Marketing Principles

o Find a niche and fill it.

▪ Many successful small companies choose their niches carefully and

defend them fiercely rather than compete head-to-head with larger rivals.

▪ A niche strategy allows a small company to maximize the advantages of

its smallness and to compete effectively even in industries dominated by

giants.

▪ Focusing on niches that are too small to be attractive to large companies

is a common recipe for success among thriving small companies.

▪ Example of Newkirk Environmental Inc.

o Dont just sell; entertain.

▪ Consumers are bored with shopping and that they are less inclined to

spend their scarce leisure time shopping than ever before.

▪ Winning customers today requires more than low prices and wide

merchandise selection.

▪ Increasingly, businesses are adopting strategies based on entertailing

▪ The notion of drawing customers into a store by creating a kaleidoscope

of sights, sounds, smells, and activities, all designed to entertain
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▪ The primary goal of entertailing is to catch customers attention and

engage them in some kind of entertaining experience so that they shop

longer and buy more goods or services.

▪ Entertailing involves making [shopping] more fun, more educational,

and more interactive.

▪ Example of one small successful entertailing company, Build-A-Bear

Workshop.

o Build a consistent branding strategy.

▪ Branding involves creating a distinct identity for a business and requires

a well-coordinated effort at every touch point a company has with its

customers.

▪ One way to do this is by defining exactly how your companys product or

service solves a problem customers face, preferably in a unique fashion.

▪ Developing logos, letterheads, and graphics serve as visual ambassadors

for the company, communicating its desired image, values, and personality

at a glance.

▪ Example of Shelly Mars, founder of Ecoluxe, an upscale organic dry-

cleaner.

o Strive to be unique.

▪ To create an image of uniqueness for your business by:

▪ Including through the products and services they offer

▪ The marketing and promotional campaigns they use

▪ The store layouts they design

▪ The business strategies they employ
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▪ The goal is to stand out from the crowd.

▪ Example of Hot Topic, a fast-growing chain of retail stores targeting

angst-filled teenagers with products ranging from gothic clothing and

offbeat T-shirts to CDs from up-and-coming bands and multitudes of body

jewelry.

o Connect with customers on an emotional level.

▪ Have a clear sense of who they are, what they stand for, and why they

exist.

▪ Defining the vision in a meaningful way.

▪ Vision is a crucial ingredient in a successful guerrilla marketing

campaign.

▪ Example of ESPN Zone, a chain of restaurants that draws on the

popularity of the parent companys widely-recognized brand name.

▪ Companies connect with their customers emotionally by supporting

causes that are important to their customer base, taking exceptional care of

their customers, and making it fun and enjoyable to do business with them.

o Focus on the Customer.

▪ Too many companies have lost sight of the customer.

▪ Average American company loses about of its customer base every five

years.

▪ Businesses are just beginning to discover the true costs of poor customer

relations. For instance:

▪ 67% of customers who stop patronizing a particular store do so because

an indifferent employee treated them poorly.
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▪ Customers are five times more likely to leave because of poor service

than they are for product quality or price.

▪ 96% percent of dissatisfied customers never complain about rude or

discourteous service, but ...

▪ 91% percent will not buy from the business again.

▪ 100% of those unhappy customers will tell their "horror stories" to at

least nine other people.

▪ 13% of those unhappy customers will tell their stories to at least twenty

other people.

▪ 70% of company sales come from present customers.

▪ The typical business loses one-third of its customers each year.

▪ A retention of just 5% more customers would raise profits 25%.

▪ Increasing a companys retention rate by just 2 percent has the same

impact as cutting expenses by 10 percent.

▪ Because about 20 to 30 percent of a typical companies' customers

account for about 70 to 80 percent of its sales.

▪ It makes more sense to focus resources on keeping the best (and most

profitable) customers than to spend them trying to chase fair weather

customers who will defect to any better deal that comes along.

▪ Shrewd entrepreneurs recognize that the greatest opportunity for new

business often comes from existing customers.

▪ Attracting a new customer actually costs five times as much as keeping

an existing one.

▪ Retailers have learned that allowing shoppers to customize their products

has the power to increase customer retention, satisfaction, and profits.
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▪ Example of retailer Lands End.

▪ The most successful small businesses have developed a customer

orientation and have instilled a customer satisfaction attitude throughout

the company.

▪ Principles for developing and maintaining a customer orientation:

▪ When you create a dissatisfied customer, fix the problem fast.

▪ Encourage customer complaints. Table 2 describes eight ways to turn

complaints into satisfied customers.

▪ Ask employees for feedback on improving customer service.

▪ Get total commitment to superior customer service from top managers

and allocate resources appropriately.

▪ Allow managers to wait on customers occasionally.

▪ Develop a service theme that communicates your attitude toward

customers.

▪ Reward employees caught providing exceptional service to customers.

▪ Carefully select and train everyone who will deal with customers.

o Devotion to quality

▪ Quality goods and services are a prerequisite for success.

▪ Those businesses that provide them consistently have a distinct

competitive advantage.

▪ Example of Nancy Schiller, owner of Shreiners Fine Sausage.

▪ World-class companies treat quality as a strategic objective an integral

part of the company culture.
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▪ Total Quality Management (TQM)

▪ Quality not just in the product or service itself, but in every aspect of the

business.

▪ Its a relationship with the customer and continuous improvement in the

quality delivered to customers.

▪ Companies achieve continuous improvement by using statistical

techniques to discover problems, determine their causes, and solve them.

▪ It is a never-ending system of improvement that relies on the DMAIC

process

▪ Manufacturers were the first to apply TQM techniques, but retail,

wholesale, and service organizations have seen the benefits of becoming

champions of quality.

▪ Tracking customer complaints.

▪ Contacting "lost" customers.

▪ Finding new ways to track the cost of quality and the return on quality

(ROQ).

▪ The ROQ measure recognizes that although any improvement in quality

may improve a company's competitive ability, only the improvements that

produce a reasonable rate of return are worthwhile.

o Example of Dunaway, president of Capweld Inc., a small gas distributor.

▪ The key to developing a successful TQM philosophy is seeing the world

from the customer's point of view. How do customers define quality?

▪ Quality in products:

▪ Reliability (average time between failures)
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▪ Durability (how long it lasts)

▪ Ease of use, a known or trusted brand name

▪ A low price.

▪ Quality in services:

▪ Tangibles (equipment, facilities and people)

▪ Reliability (doing what you say you will do)

▪ Responsiveness (promptness in helping customers)

▪ Assurance and empathy (conveying a caring attitude)

o Guidelines used by world-class companies to "get it right the first time."

▪ Build quality into the process; don't rely on inspection to obtain quality.

▪ Emphasize simplicity in the design of products and processes; it reduces

the opportunity for errors to sneak in.

▪ Foster teamwork and dismantle the barriers that divide disparate

departments.

▪ Establish long-term ties with select suppliers; don't award contracts on

low price alone.

▪ Provide managers and employees the training needed to participate fully

in the quality improvement program.

▪ Empower workers at all levels of the organization; give them authority

and responsibility for making decisions that determine quality.

▪ Get managers' commitment to the quality philosophy. Otherwise, the

program is doomed.
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▪ Rethink the processes the company uses now to get its products or

services to its customers.

▪ Reward employees for quality work. Link workers' compensation clearly

and directly to key measures of quality and customer satisfaction.

▪ Develop a companywide strategy for constant improvement of product

and service quality.

▪ The goal is to achieve 100 percent quality.

o Attention to convenience

▪ Convenience is now critical in our busy, fast-paced world of dual-career

couples and lengthy commutes to and from work; customers increasingly

are looking for convenience.

▪ Customers rank easy access to goods and services at the top of their

purchase criteria.

▪ Unfortunately, too few businesses deliver adequate levels of

convenience, and they fail to attract and retain customers.

▪ Successful companies go out of their way to make sure that it is easy for

customers to do business with them.

▪ Example of Kathleen Giordano, known as the Lady Barber.

o The business owner can increase the convenience level of his/her business by

conducting a "convenience audit" from the customer's point of view to get an idea of

its ETDBW ("Easy To Do Business With") index:

▪ Is your business located near your customers? Does it provide easy

access?

▪ Are your business hours suitable to your customers? Should you be open

evenings and weekends to serve them better?
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▪ Would customers appreciate pickup and delivery service?

▪ Does your company make it easy for customers to purchase on credit or

with credit cards?

▪ Are you using technology to make enhance customer convenience?

▪ Are your employees trained to handle business transactions quickly,

efficiently, and politely?

▪ Do your employees use common courtesy when dealing with customers?

▪ Does your company offer extras that make customers lives easier?

▪ Can you adapt existing products to make them more convenient for

customers?

▪ Does your company handle telephone calls quickly and efficiently?

▪ Concentration on innovation

▪ Innovation is the key to future success. Markets change too quickly and

competitors move too fast for a small company to stand still and remain

competitive.

▪ Small business, because of its inherent organizational and managerial

flexibility, often can detect and act upon new opportunities faster than

large companies.

▪ Example of Victor and Janie Tsao, who launched Linksys Inc.

▪ Despite financial constraints, small businesses frequently are leaders in

innovation. For example:

▪ hand-helds (Palm)

▪ microcomputers (Apple Computer)

▪ minicomputers (Digital)
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▪ in the pharmaceutical industry, the dominant drugs in most markets were

discovered by small companies

▪ Companies of all sizes are feeling the pressure to develop new products

and get them to market faster than ever before. More intense competition,

often from across the globe, as well as rapid changes in technology and

improvements in communication have made innovation crucial to business

success.

▪ One survey of U.S. companies found that executives expected new

products to account for 39 percent of profits in the next five years

compared with just 25 percent in the previous five.

▪ Small businesses manage to maintain their leadership role in innovating

new products and services by using their size to their advantage and

maintaining their speed and flexibility much as a martial arts expert does

against a larger opponent.

▪ Their closeness to their customers enables them to read subtle shifts in

the market and to anticipate trends as they unfold.

▪ The ability to concentrate their efforts and attention in one area also

gives small businesses an edge in innovation.

▪ The small companies have an advantage: a dedicated management team

totally focused on a new product or market.

▪ Example of Woody Norris, holder of 43 patents and founder of

American Technology Corporation and invented the technology

Hypersonic Sound.

▪ To be an effective innovator, an entrepreneur should:

▪ Make innovation a priority in the company by devoting management

time and energy to it.
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▪ Measure the company's innovative ability. The number of new products

or services introduced and the proportion of sales generated by products

less than five years old can be a useful measure of a company's ability to

innovate.

▪ Set goals and objectives for innovation. Establishing targets and

rewarding employees for achieving them can produce amazing results.

▪ Encourage new product and service ideas among employees.

▪ Always be on the lookout for new product and service ideas.

▪ Keep a steady stream of new products and services coming.

o Dedication to service and customer satisfaction

▪ In the new economy, companies are discovering that unexpected

innovative, customized service can be a powerful strategic weapon.

▪ Small companies that lack the financial resources of their larger rivals

have discovered that offering exceptional customer service is one of the

most effective ways to differentiate themselves and to attract and maintain

a growing customer base.

▪ Example of Mark Soderstrom, founder of Southstream Seafoods, a small

importer and wholesaler of frozen seafood.

▪ Successful businesses seek to go beyond customer satisfaction, striving

for customer astonishment!

▪ They concentrate on providing customers with quality, convenience, and

service as their customers define those terms.

▪ The most important element of service is the personal touch.

▪ Calling customers by name.

▪ Making attentive, friendly contact.
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▪ Truly caring about customers' needs and wants .

▪ Stellar superior customer service is characterized by the following.

▪ Listen to customers.

▪ Define superior service.

▪ Set standards and measure performance.

▪ Examine your companys service cycle.

▪ Hire the right employees.

▪ Train employees to deliver superior service.

▪ Empower employees to offer superior service.

▪ Use technology to provide superior service.

▪ Reward superior service.

▪ Get top manager's support.

o Emphasis on speed

▪ Today's world is one of instantaneous expectations. Customers now

expect an immediate response from companies, whatever products or

services they may be buying.

▪ McKinsey and Company found that high-tech products that come to

market on budget but six months late will earn 33 percent less profit over

five years than products that are on schedule.

▪ Bringing the product out on time but 50 percent over budget cuts profits

just 4 percent!

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

218
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ Service companies also know that they must build speed into their

business systems if they are to satisfy their impatient, time-sensitive

customers.

o This philosophy of speed is called time compression management (TCM), and it

involves three aspects:

▪ Speeding new products to market.

▪ Shortening customer response time in manufacturing and delivery.

▪ Reducing the administrative time required to fill an order.

▪ Most businesses waste 85 to 99 percent of the time it takes to produce

products or services without ever realizing it!

o Companies relying on TCM need to:

▪ Re-engineer the entire production and delivery process rather than

attempt to do the same things in the same way only faster.

▪ Study every phase of the business process.

▪ Create cross-functional teams of workers and give them the power to

attack and solve problems.

▪ Share information and ideas across the company.

▪ Set aggressive goals for time reduction and stick to the schedule.

▪ Instill speed in the culture.

▪ Use technology to find shortcuts wherever possible.

▪ Example of Zara, a Spanish clothing manufacturer and retailer.
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7. Marketing on the World Wide Web

 The hope

o The World Wide Web promises to become a revolutionary business tool.

o Most entrepreneurs are still struggling to understand what it is, how it can work for

them, and how they can establish a presence on it.

▪ By establishing a creative, attractive Web site, the "electronic storefront'

for a company on the Web, even the smallest companies can market their

products and services to customers across the globe.

▪ Although small companies cannot match the marketing efforts of their

larger competitors, a creative Web page can be "the Great Equalizer" in a

small company's marketing program, giving it access to markets all across

the globe.

▪ The Web gives small businesses the power to broaden their scope to

unbelievable proportions.

▪ Web-based businesses are open around the clock seven days a week and

can reach customers anywhere in the world.

 The Webs has become a mainstream marketing medium because of its impressive power

as a marketing tool.

o By 2008, experts estimate that the online buying population will be 50 percent.

o As impressive as the business-to-consumer (B-to-C) sales are, sales in the business-

to-business (B-to-B) market dwarf them! In fact, 93 percent of all e-commerce is in

the B-to-B sector.

o Unfortunately, most small businesses are not taking advantage of this marketing

potential.

▪ Only about 40 percent have Websites.
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▪ The most common reasons small business owners cite for not creating a

Web presence are:

▪ business security concerns.

▪ the inability to support a site.

▪ products and services are not suitable for online sales.

▪ failure to see the benefit of selling online.

▪ According to Forrester Research, although small businesses make nearly

50 percent of all retail sales in the United States, they account for just 6

percent of all online sales!

 Small companies that have established well-designed Web sites understand the Webs

power as a marketing tool and the benefits of e-commerce.

o Small companies have been successful using marketing strategies that emphasize

their existing strengths and core competencies.

▪ Their Web marketing strategies reflect their brick-and-mortar marketing

strategies, focusing on building relationships with their customers rather

than merely scouting for a sale.

▪ These companies understand their target customers and know how to

reach them using the Web.

▪ They create Web sites that:

▪ Provide meaningful information to their customers

▪ Customize themselves based on each customers interests

▪ Make it easy for customers to find what they want.
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 Using the Web as a marketing tool allows entrepreneurs to provide meaningful

information in an interactive rather than a passive setting.

o Well-designed Web sites include:

▪ Interactive features that allow customers to access information about a

company.

▪ Its products and services.

▪ Its history.

▪ Question-and-answer sessions with experts.

▪ Ability to conduct e-mail or on-line conversations with company

officials.

o Example of John Moore, owner of Spill 911 Inc, a small industrial product

supplier.

 The Web allows business owners to link their companies home pages to other related

Web sites, something advertisements in other media cannot offer.

o This allows small business owners to engage in cross-marketing with companies on

the Web selling complementary products or services.

o The Web also magnifies a companys ability to provide superior customer service at

minimal cost.

o An innovative Web site allows customers to:

▪ Gather information about a product or service.

▪ Have their questions answered.

▪ Download diagrams and photographs.

▪ Track the progress of their orders.
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o Story of Peter Monticup and his wife, owners of MagicTricks.com, a Web-based e-

commerce retailer of magic tricks, videos, and memorabilia. Experimenting with the

WWW, the site generated 50 percent of the companys total sales in the first year!

Their great success led them to close all their retail stores and just operate fully

online.

 The key to successful marketing on the World Wide Web is selling the right product or

service at the right price to the right target audience.

o Entrepreneurs on the Web have two additional challenges:

▪ Attracting Web users to their websites.

▪ Converting them into paying customers.

o That requires setting up an electronic storefront that is:

▪ Inviting.

▪ Easy to navigate.

▪ Interactive.

▪ Offers more than a monotonous laundry list of items.

8. The Marketing Mix

 The major elements of marketing are product, place, pricing, and promotion.

o These four elements are self-reinforcing and, when coordinated, they increase the

salability of the product or service.

o All four Ps must reinforce the image of the product or service the company presents

to the potential customer.
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 Product

o Any good or service that satisfies the need of a consumer. The product must be

viewed from the point of view of the consumer.

▪ Introductory stage--Product "breaks into" the market; marketing is

intensive and costs are high; profits are very low or, more likely, negative.

Advertising and promotion help the new product gain recognition.

Potential customers must get information about the product and the needs

it can satisfy.

▪ Growth and Acceptance stage--consumers begin to experiment with the

product, if successful, sales and profits continue to rise; otherwise, product

disappears. Products that reach this stage, however, do not necessarily

become successful. For successful products, sales and profit margins

continue to rise through the growth stage.

▪ Maturity and Competition stage--sales volume continues to rise, but

profit margins peak and then begin to fall as competitors enter the market.

Normally, the selling price is lowered to meet competition and to hold its

share of the market.

▪ Market Saturation stage--sales peak and give the marketer fair warning

that it is time to begin product innovation.

▪ Product decline stage is the final stage. Sales continue to drop, and profit

margins fall drastically. A product does not have to eventually fail.

Products that have remained popular are always being revised.

o The time span of the stages in the product life cycle depends on the type of products

involved.

▪ High-fashion and fad clothing have a short product life cycle, lasting for

only four to six weeks.

▪ Products that are more stable may take years to complete a life cycle.
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o Understanding the product life cycle can help a business owner plan the

introduction of new products to the company's product line.

▪ Often, companies wait too late into the life cycle of one product to

introduce another.

▪ The result, they are totally unprepared for a competitor's innovation.

▪ The ideal time to develop new products is early on in the life cycle of the

current product

 Place

o The method of distribution.

o The channel of distribution is the path that goods or services and their titles take in

moving from producer to consumer.

o "Middlemen" perform valuable services, providing:

▪ Time utility (making the product available when customers want to buy

it).

▪ Place utility (making the product available where customers want to buy

it).

o Four channels of distribution for consumer goods

▪ Manufacturer to consumer.

▪ Manufacturer to retailer to consumer.

▪ Manufacturer to wholesaler to retailer to consumer.

▪ Manufacturer to wholesaler to wholesaler to retailer to consumer.

o Two channels of distribution for industrial goods
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▪ Manufacturer to industrial user.

▪ Manufacturer to wholesaler to industrial user.

 Price

o Price is a key factor affecting both sales volume and profits.

o The right price for a product or service depends on three factors.

▪ The company's cost structure.

▪ An assessment of what the market will bear.

▪ The desired image the company wants to create in its customers' minds.

o Many small companies need to focus on non-price competition because it is more

effective against larger competitors. Such as:

▪ Free trial offers.

▪ Free delivery.

▪ Lengthy warranties.

▪ Money-back guarantees.

o Non-price competition plays down the product's price and stresses its durability,

quality, reputation, or special features.

 Promotion

o Informing and persuading consumers is the role of promotion. Promotion is divided

into advertising and personal selling.

o The goals of a small company's promotional efforts are:

▪ To create a brand image
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▪ To persuade customers to buy

▪ To develop brand loyalty

Example/Case Study:

In the Footsteps of an Entrepreneur

Striving for Perfect Customer Service

Guests travel from all over the world to come to the Inn at Little Washington, a small village 70

miles west of Washington, DC, and the first town to be named in honor of the first president of

the United States, George Washington, who mapped out the city in 1749 when he was a

surveyor. The inn has won practically every award possible in its industry. Owners Reinhardt

Lynch and Patrick OConnell take great satisfaction in knowing that both their hotel and their

restaurant have won Mobil five-star ratings (the highest ranking achievable) an unbelievable five

times! Although the inn is best known for its spectacular food and cozy, quaint accommodations,

its customer service is its most famous feature. OConnell offers the following suggestions for

giving customers the perfect experience.

Measure the customers mood

When a party arrives at the dining room, the captain assigns a mood rating for the guests state of

mind, a number between 1 (low) and 10 (high) that indicates their level of contentment. A

number of 7 or less indicates displeasure. Even though the inn had nothing to do with creating

this negative mind-set, it becomes the concern of every employee. The rating is entered into the

inns computer system, where every staff member can see it. The goal? According to OConnell,

No one should leave here below a To transform guests attitudes, staff members hold nothing

back.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

227
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Cultivate expertise

Lynch and OConnell demand that every employee be courteous to guests. One traveler said that

arriving at the inn reminds him of visiting his grandparents, who come bursting out of the house

at the first sight of their children and grandchildren with a warm greeting. They also require

employees to develop an extraordinary degree of competence in their jobs, learning everything

they can to become more proficient in serving customers. Everyonefrom managers to waitersgets

a research project, a topic on which they must become experts

Tolerate failureonce

Transforming guests from unhappy grumps to satisfied customers who are eager to return means

that staffers have to be on 100 percent of the time and execute their jobs flawlessly. No one is

perfect all of the time, however. When a gaffe occurs (for example, removing a guests plate at

the improper time or failing to know the answer to a question), OConnell points out the mistake

immediately, a practice he calls instant correction. Employees do not have the opportunity to

form bad habits.

Hire for attitude

When they first started their business, Lynch and OConnell hired employees based on their

technical skills and experience, which, they assumed, were the best indicators of success. They

were wrong. Now they hire employees based on their attitudes. We found that over time, nice

people can be taught almost anything, says OConnell.
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Dont say no

The owners forbid staffers from answering a customers question with the word no. They want

to avoid the negative connotations of the word altogether. If a customer asks, Is this dessert

sweet? the waiter will not say no, even if the dish is spicy. Instead, he or she will describe the

dessert in detail, allowing the guest to make an informed decision. Before they are allowed to

become full cut waiters, trainees must endure an onslaught of questions about the inn, its

menu, and every detail of its operation. To help employees stay informed, Lynch and OConnell

publish an in-house monthly newsletter and a list of the 12 most frequently asked questions and

how they are to be answered.

Do most upscale restaurants match the level of service the inn provides? Why or Why not?

Answer: Students answer may vary however in most instances, upscale establishments need to

pay special attention to their customers.

Select a local business (not necessarily a restaurant) with which you are familiar. Form a

team with a few of your classmates to brainstorm ways that the company can use the

principles from the Inn at Little Washington and others you develop to improve its

customer service.

Answer: Students answer may vary.

: Creating A Solid Financial Plan

Topic Objective:

At the end of this topic student would be able to:

 Understand the importance of preparing a financial plan.
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 Describe how to prepare financial statements and use them to manage the small business.

 Create pro forma financial statements.

 Understand the basic financial statements through ratio analysis.

 Explain how to interpret financial ratios.

 Conduct a breakeven analysis for a small company.

Definition/Overview:

Financial Plan: Launching a successful business requires an entrepreneur to create a solid

financial plan. Not only is such a plan an important tool in raising the capital needed to get a

company off the ground, but it also is an essential ingredient in managing a growing business.

Basic Financial Statements: Entrepreneurs rely on three basic financial statements to

understand the financial conditions of their companies:

The balance sheet. Built on the accounting equation: Assets = Liabilities + Owner's Equity

(Capital), it provides an estimate of the company's value on a particular date.

The income statement. This statement compares the firm's revenues against its expenses to

determine its net income (or loss). It provides information about the company's bottom line.

The statement of cash flows. This statement shows the change in the company's working capital

over the accounting period by listing the sources and the uses of funds.

Projected Financial Statements: Projected (pro forma) financial statements are a basic

component of a sound financial plan. They help the manager plot the company's financial future

by setting operating objectives and by analyzing the reasons for variations from targeted results.

Also, the small business in search of start-up funds will need these pro forma statements to
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present to prospective lenders and investors. They also assist in determining the amount of cash,

inventory, fixtures, and other assets the business will need to begin operation.

Interpret financial ratios: To benefit from ratio analysis, the small company should compare its

ratios with those of other companies in the same line of business and look for trends over time.

When business owners detect deviations in their companies' ratios from industry standards, they

should determine the cause of the deviations. In some cases, such deviations are the result of

sound business decisions; in other instances, however, ratios that are out of the normal range for

a particular type of business are indicators of what could become serious problems for a

company.

Break-Even Analysis: Business owners should know their firm's break-even point, the level of

operations at which total revenues equal total costs; it is the point at which companies neither

earn a profit nor incur a loss. Although just a simple screening device, break-even analysis is a

useful planning and decision-making tool.

Key Points:

1. Introduction

 Introduction to the Financial Plan

o Potential lenders and investors demand such a plan before putting their money into

a start-up company.

o More important, this financial plan can be a vital tool that helps entrepreneurs

manage their businesses effectively, steering their way around the pitfalls that cause

failures.
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o According to one recent survey, one-third of all entrepreneurs run their companies

without any kind of financial plan.

o To reach profit objectives, small business managers must be aware of their firm's

overall financial position.

2. Basic Financial Reports

 The Balance Sheet

o The balance sheet takes a "snapshot" of a business, providing owners with an

estimate of the firm's worth on a given date.

▪ It shows the assets a business owns.

▪ And, the claims creditors and owners have against those assets.

o The balance sheet is built on the fundamental accounting equation: assets =

liabilities + owner's equity.

▪ The first section of the balance sheet lists the firm's assets (valued at

cost, not actual market value) and shows the total value of everything the

business owns.

o Current assets consist of cash and items to be converted into cash within one year or

within the normal operating cycle of the company, whichever is longer.

o Fixed assets are those acquired for long-term use in the business.

o Intangible assets include items that, although valuable, do not have tangible value,

such as goodwill, copyrights, and patents.

▪ The second section shows the business's liabilities, creditors' claims

against the firm's assets.

o Current liabilities are those debts that must be paid within one year or within the

normal operating cycle of the company, whichever is longer.
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o Long-term liabilities are those that come due after one year.

▪ In this section of the balance sheet also shows the owner's equity, the

value of the owner's investment in the business.

▪ It is the balancing factor on the balance sheet, representing all of the

owner's capital contributions to the business plus all accumulated earnings

not distributed to the owners.

 The Income Statement

o The income statement (or profit and loss statement or "P&L") compares expenses

against revenue over a certain period of time to show the firm's net profit or loss.

o The income statement is a "moving picture" of the firm's profitability over time.

o To calculate net profit or loss, the owner records sales revenues for the year, which

includes all income that flows into the business from sale of goods and services.

▪ Income from other sources (rent, investments, and interest) also must be

included in the revenue section of the income statement.

▪ To determine net sales revenue, owners subtract the value of returned

items and refunds from gross revenue.

▪ Cost of goods sold represents the total cost, including shipping, of the

merchandise sold during the year.

▪ Subtracting the cost of goods sold from net sales revenue yields a

company's gross profit, an important number that many business owners

overlook.

▪ The gross profit margin is calculated by dividing gross profit by net sales

revenue.
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o If a companys gross profit margin slips too low, it is likely that it will operate at a

loss (negative net income).

o Many business owners whose companies are losing money mistakenly believe that

the problem is inadequate sales volume.

o In many cases, the losses are due to an inadequate gross profit margin, and pumping

up sales only deepens their losses!

o Repairing a poor gross profit margin requires a company to:

▪ Raise prices

▪ Cut manufacturing or purchasing costs

▪ Refuse orders with low profit margins

▪ Add new products with more attractive profit margins

o Monitoring the gross profit margin over time and comparing it to those of other

companies in the same industry are important steps to maintaining a companys long-

term profitability.

▪ Operating expenses include those costs that contribute directly to the

manufacture and distribution of goods.

o General expenses are indirect costs incurred in operating the business.

o Other expenses is a catch-all category covering all other expenses that don't fit into

the other two categories.

▪ Total revenue minus total expenses gives the company's net income (or

loss).

▪ Example of business owner who cut the companys budget too much.

 The Statement of Cash Flows
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o The statement of cash flows shows the changes in the firm's working capital since

the beginning of the year by listing the sources of funds and the uses of those funds.

o Many small businesses never need such a statement; instead, they rely on a cash

budget, a less formal managerial tool that tracks the flow of cash into and out of a

company over time.

o To prepare the statement, the owner must assemble the balance sheets and the

income statements summarizing the present year's operations.

▪ She begins with the company's net income for the accounting period

(from the income statement).

▪ Then she adds the sources of funds: borrowed funds, owner

contributions, decreases in accounts payable, decreases in inventory,

depreciation, and any others.

▪ Depreciation is listed as a source of funds because it is a non-cash

expense that is deducted as a cost of doing business.

▪ Next the owner subtracts the uses of these funds: plant and equipment

purchases, dividends to owners, repayment of debt, increases in accounts

receivable, decreases in accounts payable, increases in inventory, and so

on.

▪ The difference between the total sources and the total uses of funds is the

increase or decrease in working capital.

o When these statements are used in conjunction with the analytical tools described in

the following sections, they can help small business managers map their firms'

financial futures and actively plan for profit.
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3. Creating Projected Financial Statements

 Introduction

o Creating projected financial statements via the budgeting process helps the small

business owner transform business goals into reality.

o It can help answer such questions as:

▪ What profit can the business expect to earn?

▪ If the owner's profit objective is x dollars, what sales level must she

achieve?

▪ What fixed and variable expenses can she expect at that level of sales?

o These projected (or pro forma) statements estimate the profitability and the overall

financial condition of the business for future months.

o Also, because these statements project the firm's financial position through the end

of the forecasted period, they help the owner plan the route to improved financial

strength and healthy business growth.

o Because the established business has a history of operating data from which to

construct pro forma financial statements, the task is not nearly as difficult as it is for

the beginning business.

o When creating pro forma financial statements for a brand new business, an

entrepreneur typically relies on published statistics summarizing the operation of

similar-sized companies in the same industry.

o Very useful information is that found in Robert Morris Associates Annual

Statement Studies, a compilation of financial data on thousands of companies across

hundreds of industries [organized by Standard Industrial Classification (SIC) Code].

 Pro Forma Statements for the Small Business
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o One of the most important tasks confronting the entrepreneur launching a new

enterprise is to determine the funds needed to begin operation as well as those

required to keep going through the initial growth period.

o Too often entrepreneurs are overly optimistic in their financial plans and fail to

recognize that expenses initially exceed income for most small firms.

o Owners must be able to meet payrolls, maintain adequate inventory, take advantage

of cash discounts, grant customer credit, and meet personal obligations during this

time.

 The Projected Income Statement

o When creating a projected income statement, an entrepreneur has two options.

▪ Develop a sales forecast and work down.

▪ Set a profit target and work up.

o Most businesses target a profit figure and then determine what sales must be

achieved to reach it.

o The next step is to estimate the expenses the business will incur in securing those

sales.

o An entrepreneur who earns less in his own business than he could earn working for

someone else must weigh carefully the advantages and disadvantages of choosing the

path of entrepreneurship.

o An adequate profit must also include a reasonable return on the owner's total

investment in the business.

o So, the owner's target income is the sum of a reasonable salary for the time spent

running the business and a normal return on the amount invested in the firm.

Determining how much this should be is the first step in creating the pro forma

income statement.
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o To calculate net sales from a target profit, the owner needs published statistics for

this type of business.

▪ Example of the bookstore.

o The next step is to determine whether this required sales volume is reasonable.

▪ One useful technique is to break down the required annual sales volume

into daily sales figures.

o To determine whether the profit expected from the business will meet or exceed the

entrepreneur's target income, the prospective owner should create an income

statement based on a realistic sales estimate.

o At this stage in developing the financial plan, the owner should create a more

detailed picture of the firm's expected operating expenses.

o One common method is to use the operating statistics data found in Dun &

Bradstreet's Cost of Doing Business reports.

▪ These booklets document typical selected operating expenses (expressed

as a percentage of net sales) for 190 lines of business.

o Entrepreneurs should list all of the initial expenses they will incur and have an

accountant review the list.

o Entrepreneurs who follow the other approach to building an income statement,

developing a sales forecast and working down to net income, must be careful to avoid

falling into the trap of excessive optimism.

▪ To avoid this problem divide revenues by two multiply expenses by two,

and if the business can still make it, it's a winner.

 The Pro Forma Balance Sheet
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o In addition to projecting the small firm's net profit or loss, the entrepreneur must

develop a pro forma balance sheet outlining the fledgling firm's assets and liabilities.

o Assets.

▪ Cash is one of the most useful assets the business owns; it is highly

liquid and can quickly be converted into other tangible assets.

▪ But how much cash should a small business have at its inception? One

practical rule of thumb suggests that the company's cash balance should

cover its operating expenses (less depreciation, a noncash expense) for one

inventory turnover period.

o There is an inverse relationship between the small firm's average inventory turnover

ratio and its cash requirements.

▪ Another decision facing the entrepreneur is how much inventory the

business should carry. A rough estimate of the inventory requirement can

be calculated from the information found on the projected income

statement and from published statistics.

o Liabilities.

▪ To complete the projected balance sheet, the owner must record all of the

small firm's liabilities, the claims against the assets.

o The final step is to compile all of these items into a projected balance sheet

4. Ratio Analysis

 Introduction

o Many small business owners never take the time to check the vital signs of their

businesses using their "financial dashboards."
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▪ The result: Their companies develop engine trouble, fail, and leave them

stranded along the road to successful entrepreneurship.

o Establishing these controls--and using them consistently--is one of the keys to

keeping a business vibrant and healthy.

▪ A smoothly functioning system of financial controls can serve as an

early warning device for underlying problems that could destroy a young

business.

▪ They allow an entrepreneur to step back and see the big picture and to

make adjustments in the company's direction when necessary.

o A company's financial accounting and reporting system will provide signals,

through comparative analysis, of impending trouble, such as:

▪ Decreasing sales and falling profit bargains

▪ Increasing corporate overheads

▪ Growing inventories and accounts receivable

o These are all signals of declining cash flows from operations. As cash flows

decrease, the squeeze begins.

▪ Payments to vendors become slower.

▪ Maintenance on production equipment lags.

▪ Raw material shortages appear.

▪ Equipment breakdowns occur.

o One extremely helpful tool is ratio analysis.

o Ratio analysis, a method of expressing the relationship between any two accounting

elements, provides a convenient technique for performing financial analysis.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

240
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



▪ When analyzed properly, ratios serve as barometers of a company's

financial health.

▪ These comparisons allow the small business manager to determine if the

firm is carrying excessive inventory, experiencing heavy operating

expenses, overextending credit, and paying its debts on time and to answer

other questions relating to the efficient operation of the firm.

o Clever business owners use financial ratio analysis to identify problems in their

businesses while they are still problems, not business-threatening crises.

o Business owners also can use ratio analysis to increase the likelihood of obtaining

bank loans.

▪ By analyzing his financial statements with ratios, an owner can identify

weaknesses and strengths in advance.

o But how many ratios should a small business manager monitor to maintain adequate

financial control over the firm?

▪ The secret to successful ratio analysis is simplicity, focusing on just

enough ratios to provide a clear picture of a company's financial standing.

 Twelve Key Ratios

o Four categories: liquidity ratios, leverage ratios, operating ratios, and profitability

ratios.

 Liquidity Ratios

o Liquidity ratios tell whether the small business will be able to meet its maturing

obligations as they come due.

o The primary measures of liquidity are the current ratio and the quick ratio.
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o Current Ratio. The current ratio measures the small firm's solvency by indicating its

ability to pay current liabilities from current assets. It is calculated in the following

manner:

▪ Current ratio = Current assets/Current liabilities

▪ The current ratio, sometimes called the working capital ratio, is the most

commonly used measure of short-term solvency.

o Typically, financial analysts suggest that a small business maintain a current ratio of

at least 2:1.

o In general, the higher the firm's current ratio, the stronger its financial position.

o Quick Ratio. The current ratio can sometimes be misleading, because it does not

show the quality of a company's current assets. The quick ratio (or the acid test ratio)

is a more conservative measure of a firm's liquidity, because it shows the extent to

which its most liquid assets cover its current liabilities.

▪ Quick ratio = Quick assets/Current liabilities

▪ Quick assets include cash, readily marketable securities, and notes and

accounts receivables--assets that can be converted into cash immediately if

needed.

o Most small firms determine quick assets by subtracting inventory from current

assets because inventory cannot be converted into cash quickly.

▪ The quick ratio is a more specific measure of a firm's ability to meet its

short-term obligations and is a more rigorous test of its liquidity than the

current ratio.

o In general, a quick ratio of 1:1 is considered satisfactory.

o A ratio of less than 1:1 indicates that the small firm is overly dependent on

inventory and on future sales to satisfy short-term debt.
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o A quick ratio of more than 1:1 indicates a greater degree of financial security.

 Leverage Ratios

o Leverage ratios measure the financing supplied by the firm's owners against that

supplied by its creditors; they are a gauge of the depth of a company's debt.

o These ratios show the extent to which an entrepreneur relies on debt capital (rather

than equity capital) to finance operating expenses, capital expenditures, and

expansion costs.

▪ It is a measure of the degree of financial risk in a company.

o Debt Ratio. The small firm's debt ratio measures the percentage of total assets

financed by creditors.

▪ Debt ratio = Total debt (or liabilities)/Total assets

o Total debt includes all current liabilities and any outstanding long-term notes and

bonds.

o Total assets represent the sum of the firm's current assets, fixed assets, and

intangible assets.

▪ Clearly, a high debt ratio means that creditors provide a large percentage

of the firm's total financing. Owners generally prefer a high leverage ratio;

the owner is able to generate profits with a smaller personal investment.

▪ However, creditors typically prefer moderate debt ratios because a lower

debt ratio indicates a smaller chance of creditor losses in case of

liquidation.

o Debt to Net Worth Ratio. The small firm's debt to net worth ratio also expresses the

relationship between the capital contributions from creditors and those from owners.
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▪ It is a measure of the small firm's ability to meet both its creditor and

owner obligations in case of liquidation.

▪ Debt to net worth ratio = Total debt (or liabilities)/Tangible net worth

▪ Total debt is the sum of current liabilities and long-term liabilities, and

tangible net worth represents the owners' investment in the business

(capital + capital stock + earned surplus + retained earnings) less any

intangible assets (e.g., goodwill) the firm owns.

o The higher this ratio, the lower the degree of protection afforded creditors if the

business should fail.

o Also, a higher debt to net worth ratio means that the firm has less capacity to

borrow.

o As a firm's debt to net worth ratio approaches 1:1, the creditors' interest in the

business approaches that of the owners.

▪ If the ratio is greater than 1:1, the creditors' claims exceed those of the

owners, and the business may be undercapitalized.

o Times interest earned ratio. The times interest earned ratio is a measure of the small

firm's ability to make the interest payments on its debt.

▪ It tells how many times the company's earnings cover the interest

payments on the debt it is carrying.

▪ Times interest earned = Earnings before interest and taxes (EBIT)/Total

interest expense

▪ EBIT is the firm's profit before deducting interest expense and taxes; the

denominator measures the amount the business paid in interest over the

accounting period.
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o A high ratio suggests that the company would have little difficulty meeting the

interest payments on its loans; creditors would see this as a sign of safety for future

loans.

o Many creditors look for a times interest earned ratio of at least 4:1 to 6:1 before

pronouncing a company a good credit risk.

▪ Debt is a powerful financial tool, but companies must handle it carefully.

▪ Trouble looms on the horizon for companies whose debt loads are so

heavy that they must starve critical operations.

o Because their interest payments are so large, highly leveraged companies find that

they are restricted when it comes to spending cash, whether on normal operations, an

acquisition, or capital expenditures.

o Unfortunately, some companies have gone on borrowing binges, pushing their debt

loads beyond the safety barrier (see Figure 8.6) and are struggling to survive.

 Operating Ratios

o Operating ratios help the owner evaluate the small firm's performance and indicate

how effectively the business uses its resources.

o The more effectively its resources are used, the less capital a small business will

require.

o Average Inventory Turnover Ratio. The small firm's average inventory turnover

ratio measures the number of times its average inventory is sold out, or turned over,

during the accounting period.

▪ This ratio tells the owner whether the firm's inventory is being managed

properly.

▪ It apprises the owner of whether the business inventory is under stocked,

overstocked, or obsolete.
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▪ Average inventory turnover ratio = Cost of goods sold/Average

inventory

o Average inventory is found by adding the firm's inventory at the beginning of the

accounting period to the ending inventory and dividing the result by 2.

▪ This ratio tells the owner how fast the merchandise is moving through

the business and helps to balance the company on the fine line between

oversupply and undersupply.

▪ To determine the average number of days units remain in inventory, the

owner can divide the average inventory turnover ratio into the number of

days in the accounting period (e.g., 365 average inventory turnover ratio).

o result is called days' inventory (or average age of inventory).

o Example of Dell, Inc.

o An above-average inventory turnover indicates that the small business has a

healthy, salable, and liquid inventory and a supply of quality merchandise supported

by sound pricing policies.

o A below-average inventory turnover suggests an illiquid inventory characterized by

obsolescence, overstocking, and stale merchandise.

▪ Businesses that turn their inventories rapidly require a relatively small

inventory investment to produce a particular sales volume.

▪ The inventory turnover ratio can be misleading, however.

▪ Financial analysts suggest that a favorable turnover ratio depends on the

type of business, its size, its profitability, its method of inventory

valuation, and other relevant factors.

o Average Collection Period Ratio. The small firm's average collection period ratio

(or days' sales outstanding, DSO) tells the average number of days it takes to collect

accounts receivable.
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▪ To compute the average collection period ratio, you must first calculate

the firm's receivables turnover.

▪ Receivables turnover ratio = Credit sales (or net sales)/Accounts

receivable.

▪ This ratio measures the number of times the firm's accounts receivable

turn over during the accounting period.

o The higher the firm's receivables turnover ratio, the shorter the time lag between

making a sale and collecting the cash from it.

▪ Use the following equation to calculate the firm's average collection

period ratio:

o Average collection period ratio = Number of days in accounting

period

Receivables turnover ratio

▪ Example of Lee Porter, owner of Texas Auto Mart, a small used car

dealership.

▪ One of the most useful applications of the collection period ratio is to

compare it with the industry average and with the firm's credit terms

o Such a comparison will indicate the degree of the small company's control over its

credit sales and collection techniques.

o One rule of thumb suggests that the firm's collection period ratio should be no more

than one-third greater than its credit terms, as an example of net 30.

o A ratio greater than 40 days would indicate poor collection procedures, such as

sloppy record keeping or failure to send invoices promptly.

▪ Example of Nick Ypsilantis, CEO of AccuFile, a company that provides

library staff and services to businesses.
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▪ Slow payers represent great risk to many small businesses.

o Many entrepreneurs proudly point to rapidly rising sales only to find that they must

borrow money to keep their companies going.

▪ This is because credit customers are paying their bills in 45, 60, or even

90 days instead of 30.

o Slow receivables often lead to a cash crisis that can cripple a business.

o Average Payable Period Ratio. The converse of the average collection period ratio,

the average payable period ratio, tells the average number of days it takes a company

to pay its accounts payable.

▪ Like the average collection period, it is measured in days.

▪ Payables turnover ratio = Cost of purchases/Accounts payable.

▪ To find the average payable period, use the following computation:

▪ Average payable period ratio = Number of days in accounting period

Payables turnover ratio

▪ An excessively high average payable period ratio indicates the presence

of a significant amount of past-due accounts payable.

o Ideally, the average payable period would match (or exceed) the time it takes to

convert inventory into sales and ultimately into cash.

o In this case, the company's vendors would be financing its inventory and its credit

sales.

▪ One of the most meaningful comparisons for this ratio is against the

credit terms offered by suppliers (or an average of the credit terms

offered).
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o If the average payable ratio slips beyond vendors' credit terms, it is an indication

that the company is suffering from cash shortages or a sloppy accounts payable

procedure and its credit rating is in danger.

o Net Sales to Total Assets. The small company's net sales to total assets ratio (also

called the total assets turnover ratio) is a general measure of its ability to generate

sales in relation to its assets.

▪ It describes how productively the firm uses its assets to produce sales

revenue.

▪ Total assets turnover ratio = Net sales/Net total assets.

▪ The denominator of this ratio, net total assets, is the sum of all of the

firm's assets (cash, inventory, land, buildings, equipment, tools, everything

owned) less depreciation.

o This ratio is meaningful only when compared with that of similar firms in the same

industry category.

o A total assets turnover ratio below the industry average may indicate that the small

firm is not generating an adequate sales volume for its asset size.

o Net Sales to Working Capital. The net sales to working capital ratio measures how

many dollars in sales the business generates for every dollar of working capital

(working capital = current assets - current liabilities).

▪ Also called the turnover of working capital ratio, this proportion tells the

owner how efficiently working capital is being used to generate sales.

▪ Net sales to working capital ratio = Net sales/Current assets - current

liabilities

▪ An excessively low net sales to working capital ratio indicates that the

small firm is not using its working capital efficiently or profitably.
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▪ It is critical for the small firm to keep a satisfactory level of working

capital to nourish its expansion, and the net sales to working capital ratio

helps define the level of working capital required to support higher sales

volume.

 Profitability Ratios

o Profitability ratios indicate how efficiently the small firm is being managed and

how successfully it is conducting business.

o Net Profit on Sales Ratio. The net profit on sales ratio (also called the profit margin

on sales) measures the firm's profit per dollar of sales.

▪ Net profit on sales ratio = Net income/Net sales

▪ To evaluate this ratio properly, the owner must consider the firm's asset

value, its inventory and receivables turnover ratios, and its total

capitalization.

▪ If the firm's profit margin on sales is below the industry average, it may

be a sign that its prices are relatively low or that its costs are excessively

high, or both.

▪ Example of Frank OConnell, chairman and chief executive of the

reincarnated company, Indian Motorcycle.

▪ If a company's net profit on sales ratio is excessively low, the owner

should check the gross profit margin (net sales minus cost of goods sold

expressed as a percentage of net sales).

o Net Profit to Equity. The net profit to equity ratio (or the return on net worth ratio)

measures the owners' rate of return on investment.

▪ Because it reports the percentage of the owners' investment in the

business that is being returned through profits annually, it is one of the

most important indicators of the firm's profitability or a management's

efficiency.
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▪ Net profit to equity ratio = Net profit/Owners' equity (or net worth)

▪ This ratio compares profits earned during the accounting period with the

amount the owner has invested in the business during that time.

5. Interpreting Business Ratios

 Introduction

o Ratios are useful yardsticks in measuring the small firm's performance and can

point out potential problems.

▪ Calculating these ratios is not enough to insure proper financial control.

▪ The owner must understand how to interpret them and how to apply

them.

▪ Key performance ratios vary dramatically across industries and even

within different segments of the same industry.

▪ Many successful entrepreneurs identify or develop critical numbers,

ratios that are unique to their own operations, to help them achieve

success.

▪ Example of Pat Croce, founder of Sports Physical Therapists, a business

that grew into a chain of 40 sports-medicine centers.

o Critical numbers may be different for two companies in the same industry,

depending on their strategies.

▪ a) The key is identifying your companys critical numbers, monitoring

them, and then driving them in the right direction.

▪ b) Story of Norm Brodsky, owner of a highly successful records-

storage business that targeted law firms, accounting firms, and hospitals.

Discovering his companys critical number was the number of new boxes
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put into storage each week, he tracked it closely. Seeing new-box count

fall by 70%, he temporarily stopped expansion. By using his companys

critical number, Brodsky avoided excessive labor costs, a nasty cash crisis,

and a morale-destroying layoff and was able to keep his company on

track.

o When comparing a companys ratios to industry standards, entrepreneurs should ask

the following questions:

▪ Is there a significant difference in my companys ratio and the industry

average?

▪ If so, is this a meaningful difference?

▪ Is the difference good or bad?

▪ What are the possible causes of this difference? What is the most likely

cause?

▪ Does this cause require that I take action?

▪ What action should I take to correct the problem?

o Several organizations regularly compile and publish operating statistics, including

key ratios.

▪ Robert Morris Associates publishes its Annual Statement Studies,

showing ratios and other financial data for more than 650 industrial,

wholesale, retail, and service categories.

▪ Dun & Bradstreet, Inc., publishes Key Business Ratios, which covers 22

retail, 32 wholesale, and 71 industrial business categories. Dun &

Bradstreet also publishes Cost of Doing Business, a series of operating

ratios compiled from the IRS's Statistics of Income.

▪ Vest Pocket Guide to Financial Ratios is published by Prentice Hall,

gives key ratios and financial data for a wide variety of industries.
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▪ Industry Trade associations. Virtually every type of business is

represented by a national trade association, which publishes detailed

financial data compiled from its membership.

▪ Government agencies. Several government agencies (the Federal Trade

Commission, Interstate Commerce Commission, Department of

Commerce, Department of Agriculture, and Securities and Exchange

Commission) offer a great deal of financial operating data on a variety of

industries, although the categories are more general than those used by

other organizations. In addition, the IRS annually publishes Statistics of

Income, which includes income r statement and balance sheet statistics

compiled from income tax returns. The IRS also publishes the Census of

Business, which gives a limited amount of ratio information.

 What do All of These Numbers Mean?

o Learning to interpret financial ratios just takes a little practice.

o This section will show you how it's done by comparing the ratios from the operating

data already computed for Sam's Appliance Shop with those taken from Robert

Morris Associates' Annual Statement Studies. (The industry median is the ratio

falling exactly in the middle when sample elements are arranged in ascending or

descending order.)

o Liquidity Ratios - tell whether or not the small business will be able to meet its

maturing obligations as they come due.

o Current ratio. Sam's: 1.87:1 Industry median 1.50:1

▪ By this measure, the companys liquidity is solid.

o Quick ratio. Sam's 0.63:1 Industry median 0.50:1

▪ A sales slump could cause liquidity problems for Sam's.
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o Leverage Ratios - measure the financing supplied by the companys owners against

that supplied by its creditors and serve as a gauge of the depth of a companys debt.

o Debt ratio. Sam's 0.68:1 Industry median 0.64:1
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