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Chapter I

Entrepreneurship and Small Business

Aim

The aim of this chapter is to:

» explain the concept of entrepreneurship

» elaborate the facts of running own business

e discuss the methods to be successful in business

Objectives

The objectives of this chapter are to:

» analysethetypesofentrepreneurshipandbeneftsthereto

» discuss the success mantra of many small scale businesses

» explain the requisite attitude for becoming an entrepreneur

Learning outcome

At the end of this chapter, you will be able to:

» understand the factors considered for starting a new business
* know the different rewards of entrepreneurship

» discuss the social responsibilities of business
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Entrepreneurship and Small Business Management

1.1 Introduction

Everyone have dreams of owning their own business. At one time or another, every body get ideas of their own
business, but not able to make it into a reality. Most of the people get great ideas while in the shower, and forget
about them after getting out of the shower. The entrepreneur is the person who gets out of the shower and acts on
those ideas. However, chances of success will increase, if one thoroughly understands the motive of starting own
business.

The main motives for starting a business are:

*  Understanding the basic reason for starting a business
*  Analyse the type of business in mind

»  Understand the skills required for the business

*  Personal qualities required to bring up the business

» Strengths and weaknesses as a business owner

1.2 Who are Entrepreneurs?

Entrepreneurs are those individuals who discover market needs and launch new business to meet those needs. They
take risk and provide an impetus for change, innovation, and progress in economic life. If a salaried employee comes
upwithsomebusinessidea,theywillberewardedwithaspecifed compensationandthereisnoownershiprisks
associated in such case.

Here, let us consider all active owner-managers to be entrepreneurs. The term entrepreneur is not only limited to
foundersofbusinessfrms;  butcanbeappliedtotheoperatorsoffamily-ownedfrms, franchisees,andowner-
managerswhohaveboughtoutthefoundersofexistingfrms. Thisdefnition excludessalariedmanagersoflarger
corporations,eventhoughsometimesdescribedasentrepreneurs,becauseoftheirfairforinnovationandwillingness

to accept risk.

One of the examples of entreprencurial ventures is Sergey Brin and Larry Page, the founders of Google. If success
ishavingyourfrm’s nameoutstanding,thenthesetwoindividualscanwithoutquestionclaimedtobesuccessful.
Google has clearly been a phenomenal success, with a total stock value of over $140 billion at the end of 2006.
But while few of us can relate to Brin and Page’s level of success, as their experience teaches us that we will never
know what is possible until we try.

1.3 What is Small Business?

A neighbourhood restaurant or bakery is clearly a small business, and Toyota is obviously not. But among small
businesses also, there is great diversity in size. Small business may convey the impression that the business is
unimportant;however,thatimpressionwouldbetotallyincorrect.

Thesignifcance ofsmallbusinessintoday’ssocietyisclearlyexpressedinthisquotefromBusinessWeek: ‘Small
businesses produce 14 times as many patents per employee as large companies do, and they are twice as likely to
turn those inventions into successes, according to a Congressional report. They account for half of the private gross
domestic product, create more than 60% of net new jobs each year, and pay 44.3% of the private payroll.’

Smallbusinessesaredefned mainlyusingcriteriaasnumberofemployees,salesvolume,andvalueofassets.Size
standards are basically arbitrary, adopted to serve a particular purpose.

In a small business, primary attention is given to businesses that are able to meet the following criteria:
*  Financing for the business is provided by one individual or a group of individuals.

*  Except for its marketing function, the business’s operations are geographically localised.

*  Comparedtothebiggestfrmsintheindustry,thebusinessissmall.

*  The number of employees in the business is less than 100.
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1.4 Rewards of Entrepreneurship

Different individuals have varied reasons and motivations to own their own business. In one study, researchers
identifed 38differentreasonsforself-employment.However,thefrst goalofanentrepreneurshouldbetocreate

a product or service that makes the world a better place. For the entrepreneur, the organisation should be important
than anything else, so that the new venture will never be discouraging. Another reason for becoming an entrepreneur
is to make meaning for all their ventures. Although any attempt to identify all the various attractions may be
incomplete.

Thefgure givenbelowsummarisessomereasonscitedbyindividualsforbecomingentrepreneurs.Thereasonsare
later discussed each in turn.

Rewards of Entreprenaurship

v \ v

~ Proft Independence Freedom
Flnanc.1a1 gain Power to make own Escape from an
proportionate to business decisions undesirable situation
personal achievement

Personal Satisfaction Personal Fulfllment

Enjoyment of a Contribution to the
satisfying way of life community

Fig. 1.1 Rewards of entrepreneurship
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

1.4.1 Make Money (Proft)

Likeanyotherjoborcareer,entrepreneurshipprovidesforone’stnancial needs.Startingone’sownbusinessisaway
to earn money. Indeed, some entrepreneurs earn lots of money. The self-employed people are generally considered
as earning four times more, and are likely to be millionaires than those who work for others.

Someproft isnecessaryforafrm’s survivalandanentrepreneurexpectinreturnforstartingandrunningabusiness.
Someentrepreneursworkhardjusttohaveadequateprofts tosurvive,whileothersreceiveamodestincomefor
theirtimeandinvestment.Fromaneconomicperspective,thefnancial returnofabusinessshouldcompensateits
owner not only for the investment of personal time (in the form of a salary equivalent), but also for personal money
investedinthebusiness(intheformofdividendsandincreasedvalueofthefrm). Thatis,entrepreneursshould
seekafnancial returnthatwillcompensatethemforthetimeandmoneytheyinvestandalsorewardthemwellfor

the risks and initiative they take in operating their own businesses.

Asignifcant numberofentrepreneursarehighlymotivatedbytheprospectofprofts. Theyhaveheardthestoriesabout

young people who launched dot-com companies and quickly became multimillionaires. While some entrepreneurs
do become rich quickly, the majority do not. Instead, the goal should be to get rich slowly Wealth will come if the
business is economically viable and the owner has enough patience and determination to make it happen.
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Entrepreneurship and Small Business Management

1.4.2 Be Your Own Boss (Independence)

Freedom to operate independently is another reward of entrepreneurship. It's importance is evidenced by the results
of one survey of small business owners, in which 38 percent of those who had left jobs at other companies said that
their main reason for leaving was that they wanted to be their own boss. Like these entrepreneurs, many people
have a strong desire to make their own decisions, take risks, and reap the rewards. Being one’s own boss can be an
attractive ideal.

Thesmallestbusinesses(i.e.,part-timebusinessesandone-personfrms), ofwhichtherearemillionsintheUnited
States,probablyofferthegreatestfexibilitytoentrepreneurs.

Entrepreneurs always appreciate the independence inherent in their chosen careers. They can do things their own
way,reaptheirownprofts,andsettheirownschedules.

Forinstance,KarenTaylorstartedherownpublicrelationsfrm, Southwestlnk,afterworkinginadvertisingand
public relations much of her career.

Independence does not guarantee an easy life. Most entrepreneurs work very hard for long hours. The basic thing to
remember in a business is that the customer is ultimately the boss. But they do have the satisfaction of making their
own decisions within the constraints imposed by economic and other environmental factors, including undesirable
working conditions.

1.4.3 Escape a Bad Situation (Freedom)

People sometimes use entrepreneurship as an escape hatch, to free themselves from an undesirable situation. Some
may wish to leave an unpleasant job situation, while others may seek change out of necessity. Diane D’ Agostino-
Smith provides one such an example. D’ Agostino- Smith was putting in 15-hour days as an oil company executive’s
assistant. “My work had taken over my life,” she said. “I felt like I couldn’t even take the 30-minute exercise break
my doctor had recommended.” When her health began to slip, she knew she had to get out.

After returning to school, she set up a life-coaching practice, to help others to choose new careers. She runs her
businessoutofherhome,andvaluesworkingherownhours.“Itookadiffcult situationandchangeditintosomething
positive for myself and others,” she said. “I’m proud of that.”

Other individuals become entrepreneurs after being laid off by an employer. Unemployed personnel with experience
in professional, managerial, technical, and even relatively unskilled positions often contemplate the possibility of
venturing out on their own.

Individualswhohaveenteredbusinessownershipasaresultoffnancialhardshiporotherseverenegativeconditions
have been described as reluctant entrepreneurs.

Individualsmayalsofee  thebureaucraticenvironmentofacorporationthatseemsstifing oroppressivetothem.
Entrepreneurshipoftenprovidesanattractivealternativeforindividualsfeeing fromsuchundesirablesituations
(sometimes called refugees). Take Bob and Cathy Dammeyer, for example. Having become weary of all the travel
and meetings associated with their corporate jobs, as well as the politics and bureaucracy, they went into business
for themselves, selling Swirl frozen drink distributorships. Three years later, the Dammeyers’ company, Culpepper
Sales, does several million dollars in business annually. “It rejuvenated us,” Cathy said. “We don’t worry about
corporate minutiaec anymore. We only have to satisfy ourselves.”

1.4.4 Enjoy a Satisfying Life (Personal Satisfaction)

Entrepreneursfrequentlyspeakofthesatisfactiontheyexperienceintheirownbusinesses;someevenrefertotheir

work as fun. Rick Davis, founder and CEO of DAVACO, says, “There is nothing else I would rather do. I love
the challenges, working with others to see our dreams come true, and making a difference in the community. It is
fun.”
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Partoftheirenjoymentmayderivefromtheirindependence,butitcanalsorefect anowner ‘spersonalgratifcation
fromworkingwiththefrm’s  productsandservices.BillThomas,whoboughthisfrst pairofkhakipantsatanarmy
surplus store in 1984, sensed a business opportunity when that pair of deep-pocketed World War II uniform pants
woreoutandhecouldn’tfnd anotherlikeit.In1990,hefoundedBill’sKhakis,whichby2005hadsalesof$9.5

million. Whydidhestartthebusiness?Inhiswords, ‘Ifeltlikelhadsuchagreatopportunitytostartabusiness,

and it was thanks in part to the generation I was trying to celebrate—my father’s generation’.

Most small business owners report satisfaction in their careers. In a poll conducted by the National Federation of
Independent Business, small employers rated the level of their personal satisfaction on average as 8 on a scale of 1
(extremelydissatisfed) tolO(extremelysatisfed).18 Amajority(5 1percent)alsoindicatedthattheyspendmostof

their time doing what they like to do best. The reward can be a pleasurable activity, enjoyable associations, respect
in the community, and other aspect of the business. For many entrepreneurs, the life satisfaction they receive is
much more important than money or independence.

1.4.5 Contribution to Community (Personal Fulflment)

Some people are drawn to entrepreneurship by their desire to do good things, to give some positive contribution to
their communities. In many cases, this impulse is merely one element in a mix of motivations. In some endeavours,
however, it is a particularly strong force behind the thinking of the entrepreneur.

Trey Moore and Cameron Powell (one of the “three success stories” described at the beginning of the chapter)
provide a great example of entrepreneurs who want to make a difference in the lives of pregnant women and their
babies. As you will recall, their product, Airstrip OB, allows obstetricians to track a mother’s labour contractions
and her baby’s heart rate without having to be at the hospital. If proved effective, it will no doubt reduce the risk
during a woman’s labour.

1.4.6 Special Niche

Ifasmallbusinesscanfnd aspecialnicheofsometype,itcompeteswithgreatstrengthinthatarea. Theniche
consists of a uniquely specialised service or product, and focus on serving a particular geographical area. After
fndingaspecialniche,asmallbusinessmayavoidintensecompetitionfromlargecorporations.

Lowe’sSupermarketsofLittlefeld, = Texas,providesanexampleofafamilybusinessthatfollowedthispathto

business success. In 1964, Roger Lowe, Sr.,, and his father purchased a small supermarket in Olton, Texas. The
familybusinessshiftedtothenextgenerationin1973,whenRogerLowe,Jr.,joinedthefrm asvicepresidentand
CEO following the death of his grandfather. The business gradually expanded to 58 stores by adding supermarkets,
mostly in small rural towns of West Texas and New Mexico. In many towns, Lowe’s faces no local competitor. In
few locations where it competes with large chains like Wal-Mart, Lowe’s Supermarket distinguishes itself by o ffering
product selections to the unique local and ethnic tastes of the neighbourhood population.

1.5 Characteristics of Successful Entrepreneurs

Thereisnowelldefnedentrepreneurialprofleasindividualentreprencursdiffergreatly fromeachother. Knowingthis
shouldencourageyouifyouwishtostartyourownbusiness. Youdonotneedtoftsomeprescribedstereotype.

Some qualities, however, are common among entrepreneurs and probably contribute to their success. One of these
characteristics is a strong commitment or passion for the business. It is an attitude that results in tenacity in the face
ofdiffcultyandawillingnesstoworkhard.Entrepreneursdonotgiveupeasily.

Suchindividualsaretypicallyconfdent oftheirabilitytomeetthechallengesconfrontingthem. Thisfactorof
self-confdence wasdescribedbypsychologist].B.Rotterasaninternallocusofcontrol,andafeelingthatsuccess
dependsonone’sownefforts.Incontrast,anexternallocusofcontrolrefects anattitudeofdependenceonluckor
fate for success.
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Entrepreneurship and Small Business Management

Entrepreneursareoftenrisktakers. Byinvestingtheirownmoney,theyassumefnancial risk.Iftheyleavesecure
jobs, they risk their careers. The stress and time required to start and run a business may place their families at risk.
Even though entrepreneurs assume risk, they are moderate risk takers who accept risks over which they have some
control, rather than extreme risk takers, who accept outcomes depending purely on chance.

Timmons and Spinelli have summarised research on entrepreneurial characteristics. They group what they describe
as “desirable and acquirable attitudes and behaviours” into the following six categories:

* Commitment and determination: Tenacious, decisive, and persistent in problem solving.
e Leadership: Self-starters and team builders and focus on honesty in their business relationships.
*  Opportunity obsession: They are aware of market and customer needs.

e Tolerance of risk, ambiguity, and uncertainty: They are nsk takers, risk minimisers, and uncertainty
tolerators.

¢ Creativity, self-reliance, and adaptability: Open-minded,fexible, uncomfortablewiththestatusquo,and
quick learners.

*  Motivation to exceed: Goal oriented and aware of their weaknesses and strengths.

1.6 Varieties of Entrepreneurship

Entrepreneurshipismarkedbydiversity,asthereisgreatvarietybothinthepeopleandinthefrmstermed
entrepreneurial. Asapotentialentrepreneur,onecanbeencouragedbythisdiversity;anddonotneedtoft some
narrow stereotype.

1.6.1 Founder Entrepreneurs versus Other Business Owners and Franchisees

They are considered to be “pure” entrepreneurs, as founders may be inventors who initiate businesses on the basis of
neworimprovedproductsorservices. Theycanbeartisanswhodevelopskillsandthenstarttheirownfrm. They
can also be enterprising individuals, often with marketing backgrounds, who draw on the ideas of others in starting
newfrms. Whetheractingasindividualsoraspartofagroup,foundersbringfrms intoexistencebysurveyingthe
market, raising funds, and arranging for the necessary facilities.

Afteranewfrm isestablished,itmaybepurchasedortakenoverbyasecond-generationfamilymemberoranother
entrepreneur who acts as administrator of the business. These “second-stage” entrepreneurs do not differ greatly
fromfoundingentrepreneursinthewaytheymanagetheirbusinesses.Sometimes,theirwell-establishedsmallfrms
grow rapidly, and their orientation may be more similar to that of a founder than of a manager. Nevertheless, it is
helpfultodistinguishbetweenentrepreneurswhofoundorsubstantiallychangefrms (the“moversandshakers™)
andthosewhodirectthecontinuingoperationsofestablishedfrms.

Another category of entrepreneurs comprises franchisees. Franchisees differ from other business owners in the
degree of their independence. Because of the constraints and guidance provided by contractual relationships with
franchising organisations, franchisees function as limited entrepreneurs.

1.6.2 High-potential Ventures versus Attractive Small Firms and Micro-businesses

Small businesses differ drastically in their growth potential. According to the researcher Bhide, promising start-
upsarethosewiththepotentialforattainingsignifcant sizeandproftability, ~wheremarginalstart-upslacksuch
prospects. The few businesses that have glowing prospects for growth are high potential ventures, or gazelles. Within
this group, there is variation in styles of operation and approaches to growth. Some are high-tech start-ups: the kind
that once made Silicon Valley in California famous. The success stories often feature a technology wizard with a
bright idea, backed by venture capitalists eager to underwrite the next Microsoft.

When such companies prosper, they usually grow at blinding speed and make their founders wealthy by being
soldorgoingpublic.Incontrasttosuchhigh-potentialventures,attractivesmallfrms offersubstantialfnancial
rewards for their owners. They represent a strong segment of small businesses, which is solid, healthy and which
can provide rewarding careers.
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Theleastproftable typesoffrms, includingmanyservicefrms suchasdrycleaners,beautyshops,andappliance

repair shops, which provide only very modest returns to their owners. These micro-businesses and their distinguishing
featureistheirlimitedabilitytogeneratesignifcant profts. Entrepreneurs,whodevotepersonalefforttosuch
ventures,receiveaproftmorethanwhatisexpected. Manybusinessesofthistypearealsocalledlifestylebusinesses

because they permit an owner to follow a desired pattern of living, even though they provide only modest returns.
Businesses of this type do not attract investors.

1.6.3 Artisan versus Opportunistic Entrepreneurs

Because of the different backgrounds, entrepreneurs display differences in the degrees of professionalism and in the
management styles in their businesses. The ways in which they analyse problems and approach decision making
maydifferradically.NormanR.Smithhassuggestedtwobasicentrepreneurialpatterns,exemplifed byartisan(or
craftsman) entrepreneurs and opportunistic entrepreneurs.

According to Smith, the education of the artisan entrepreneur is limited to technical training. Such entrepreneurs
have technical job experience, but lack good communication skills and managerial training. Artisan entrepreneurs’
approach to business decision making characterised by the following features:

* They are paternalistic as they guide their businesses much as they might guide their own families.
* They are reluctant to delegate authority.
*  Theyusefew(usuallyonlyoneortwo)capitalsourcestocreatetheirfrm.

* Theydefnemarketingstrategyintermsofthetraditionalcomponentsofprice,quality,andcompany
reputation.

»  Their sales efforts are primarily personal.
Their time orientation may be short, with little planning for future growth or change.

A mechanic who starts an independent garage, a beautician who operates a beauty shop or a painter who opens a
studio is an example of an artisan entrepreneur.

In contrast to the artisan entrepreneur, an opportunistic entrepreneur is one who has supplemented his or her technical
education by studying such nontechnical subjects as economics, law, or history. Opportunistic entrepreneurs avoid
paternalism, delegate authority as necessary for growth, employ various marketing strategies and types of sales

efforts, obtain original capitalisation from more sources, and plan for future growth. An example of an opportunistic
entrepreneur is a small building contractor and developer who adopt a relatively sophisticated approach to management,
which includes careful record keeping and budgeting, precise bidding, and systematic marketing research.

Smith’s description of entrepreneurial styles illustrates two extremes:
* Atone end is a craftsperson in an entrepreneurial position

* Next is a well-educate and experienced manager.

1.6.4 Women Entrepreneurs

Although entrepreneurship and business in general have been male dominated for decades, the scene is changing

rapidly.Between1997and2006,growthinthenumberofwomenownedfrms wasnearlytwicethatofallU.S.frms
(42.3percentvs.23.3percent). Asof2006,therewereanestimated7.7millionwomen-ownedfrm, accountingfor
30percentofallbusinessesintheUnitedStates.In2006,women-ownedfrm intheUnitedStatesgenerated$ 1.1

trillion in annual sales and employed 7.2 million people nationwide.21 while revenues generated by companies
owned by women are still small relative to those of businesses owned by men, women-owned businesses make a
signifcantcontributiontotheU.S.economy.
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Thelargestshareofwomen-ownedfrm  isintheservicesector.Morethantwo-thirdsofwomen-ownedfrm provide
services. An additional 14 percent are in retail trade, and 8 percent are in real estate sales, rental, and leasing. From
1997t02006,thegreatestgrowthamongwomen-ownedfrmwasfoundinthefollowingsectors:

*  Wholesale trade (283 percent growth)
*  Healthcare and social assistance services (130 percent growth)
* Arts, entertainment, and recreation services (116 percent growth)

* Professional,scientifc,andtechnicalservices(83percentgrowth)

Womenwhostartsfrminnon-traditionalindustriesarewithambitiousplansforgrowthandproft. Facedwithlosing
the family farm, Elaine J. Martin started her Nampa, Idaho-based highway construction project company, MarCon
Inc.,in1985. Tohelphergetstarted, Martin’smotherputupa$25,000certifcate ofdepositascollateralsothatshe
could borrow $25,000. At the time, Martin had no construction background. While looking for construction work,
she heard about the Idaho Department of Transportation’s highway fencing needs. Since she had been raised on a
farm and knew how to build fence, she started bidding for highway work. To she went to the state library to study
fencingandhighwaymanagementand,thus,improvedherchances.Sheeventuallymodifed thebusinessbygetting
into guardrail construction. Today, Martin runs a $6-million business in a male-dominated industry. In 2002, she
was named the Idaho Small Business Person of the Year.

Female entrepreneurs often face problems that are common to all entrepreneurs. However, they must also contend
withdiffculties associatedwiththeirnewnessinentrepreneurialroles.Lackofaccesstocredithasbeenacommon
problem for women who enter business. This is a troublesome area for most small business owners, but women
often carry the added burden of discrimination.

Another barrier for some women is the limited opportunity for business relationships with others in similar positions.
It takes time and effort to gain full acceptance and to develop informal relationships with others in local, male-
dominated business and professional groups.

These conditions have improved in recent years, as women have assumed strong entrepreneurial roles. In a panel
discussion of the issue, some women entrepreneurs emphasised the improved business climate, as Cristi Cristich,
founder of Cristek Interconnects, Inc. (a maker of connectors and cabling for medical and military applications in
Anaheim, California): “Access to capital and the acceptance of women in the workplace and as business owners
has improved dramatically over the past 15 years.”

Shari L. Parrack, president of Texas Motor Transportation Consultants (a professional registration, tax, and title
servicecompanyinHouston, Texas):“In2003,Ifnd thatbeingfemaledoesnothingbuthelpmetogrowmy
business. What was once a negative has become a positive?”

Terrie Jones, CEO and owner of AGSI(a provider of Internet technology resource solutions in Atlanta, Georgia): “In
22years,l’veseenthebusinessworldevolvetremendously.Inasimilarwaybusinessmenhelpedtheir* fraternity
brothers’ in the past, they are more willing to help women today.”

Womenaredefnitely = makinginroadsintotheentrepreneurialworld,andthetrendwillonlyaccelerateinthe
future.

1.6.5 Entrepreneurial Teams

Entrepreneurial teams are becoming increasingly common, particularly in ventures of any substantial size. An
entrepreneurial team consists of two or more individuals who combine their efforts to function in the capacity of
entrepreneurs. In this way, the talents, skills, and resources of two or more entrepreneurs can be concentrated on
one endeavour.
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1.7 Integrity and Entrepreneurship

Today there are lot of stories in the news media concerning insider trading, fraud, and bribery usually involve large
corporations. In the less-publicised day-to-day activities of small businesses, decision makers regularly face ethical
dilemmas and temptations to compromise principles for the sake of business or personal advantage. This strikes at
the heart of integrity.

1.7.1 What is Integrity?

The seeds of corporate misdeeds are formed when individuals compromise their personal integrity, as they do not do
what they believe to be right and proper. Some acts, such as cheating on taxes, clearly violate this standard, while
othersaremoresubtlebutjustasinappropriate. Forexample,oneentrepreneurwhoownedafooring salesbusiness
oftensoldsheetsoflinoleumatfrst-quality prices,eventhoughtheyweregradedas*“seconds”bythefactory.To

hide his deception, he developed an ink roller that changed the factory stamp from “SECONDS” to read “SECONDS
TONONE!”Thosewhocaughttheinaccuracyprobablyfgured itwasatyponeverturnedback,butunsuspecting
customerswerepayingforfrst-quality ~ fooring, onlytoreceiveimperfectgoods.Byanyone’smeasure,thisshady
business practice reveals a lack of integrity on the part of the entrepreneur.

The entrepreneurial experience is satisfying, when the entrepreneur understands that the core purpose of the business
is to create value for interested customers. This perspective makes clear that relationships are critical and integrity
isessentialtosuccess.Moneyisimportant,butitcannotbetheonlygoalofinterest. Excessivefocusonfnancial
gaincanquicklyleadtodistortionsinbusinessbehaviour;andiscertainlytherootcauseofmanyethicalfailings.

Iflapsesinintegrityarediscovered,quicklymaketheheadlineswhentheyinvolvelarge,high-profle corporations,
but the problem does not end there. Small business owners and managers confront situations every day that require
them to make ethical decisions. They must decide which course of action will preserve the integrity of the company
andsafeguarditsreputation,adecisionthatcanbeespeciallydiffcult whendoingtherightthingrunscounterto
theimmediatefnancialinterestsofthebusiness.

1.7.2 Frame Work of Integrity

In order to pinpoint the types of ethical issues that are most troublesome for small companies, small business owners
nationwidewereaskedthefollowingquestion:*“Whatisthemostdiffcult ethicalissuethatyouhavefacedinyour
work?”

These responses provide a general idea of the kinds of issues that challenge the integrity of small business owners.
The issues mentioned most often are related to customers and competitors. The second most common category is
concerned with the way a company treats its employees, including decisions about layoffs, workplace discrimination,
andfairnessinpromotions. Thissetofissuesreceivedalmostasmanyresponsesasthefrst shouldnotbesurprising,
given the challenges of the current economic climate. This category was near the bottom of the list when entrepreneurs
responded to the same survey six years earlier and now times have changed.

The third category is related to the obligations of employees to their employers, focusing on the actions of personnel
that may not align with the best interests of their companies. In the fourth place are management processes and
relationships.Managementrelationshipissuescanbeespeciallydisturbingbecausetheyrefect themoralfber or
cultureofthefrm,includingweaknessesinmanagerialactionsandcommitments.

The entrepreneurs must consider the interests of a number of groups when making decisions, such as owners (or
stockholders), customers, employees, the community, and the government. The individuals in these groups are
sometimes referred to as stakeholders, indicating that they have a stake in the operation of the business. In essence,
stakeholders are those who either can affect the performance of the company or are affected by it.

Becausetheinterestsofvariousstakeholdergroupsaredifferent,theysometimesconfict; thus,decisionscanbe

verydiffcult tomake.Andsincethereisoftennoobviouslyrightorwrongpositiontotake,managingtheprocess
can be extremely complicated.
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1.7.3 Social Responsibility and Small Business

To most people, an ethical business is one that not only treats customers and employees honestly but also acts as a
good citizen in its community. These broader obligations of citizenship are called social responsibilities.

Some considers social responsibility as a price of freedom to operate independently in a free economy. They believe
that the public has certain social expectations regarding business behaviour, not all of which are required by law.
They regard some socially responsible expenditure as proper, even when they are costly.

Companies have increasingly been accepting responsibility o the communities where they do business. Their
contribution starts with creating jobs and adding to local tax revenues, but many entrepreneurs feel a duty to give back
evenmoretothecommunityinreturnforthelocalsupporttheyenjoyandtheyusuallybeneft fromincreasedgoodwill

as a result. It is important that opinions differ and businesses are obligated to engage in socially desirable activities,
and the response of small businesses to those obligations also varies. Some emphasise environmentalism, minority
contracting, or regional economic development, while others focus their attention on volunteerism, generosity, or
evendaycareforemployees‘dependents.Stillothersgiveonlyminimalattentiontoperipheralsocialissues.

1.7.4 Governmental Laws and Regulations

Government serves a purpose, though there is room to debate whether it has too much power or too little. It intervenes
directly in the economy when it establishes laws to ensure healthy competition. But it extends into other business
matters also such as workplace safety, equal employment opportunities, fair pay, cdean ar, and safe products,

etc. Entrepreneurs must comply with government laws and regulations if they are to maintain integrity and avoid
spending time behind bars.

Oneglaringexampleofunethicalbehaviourbysmallfrm managementisfraudulentreportingofincomeand
expenses for income tax purposes. This conduct includes skimming that is, concealing some income as well as
improperlyclaimingpersonalexpensesasbusinessexpenses.ltdoesnotimplythatallorevenmostsmallfrm
engageinsuchpractices.However,taxevasiondoesoccurwithinsmallfrm, andthepracticeiswidespreadenough
to be recognised as a general problem.

The Internal Revenue Service regularly uncovers cases of income tax fraud. For example, the John E. Long family, the
largest promoter of country folk art shows in the nation, was forced to pay millions in back taxes, and four members
of the family were given prison terms for tax law violations. The Longs did not record the cash they collected for
admission to their shows. Instead, they deposited into corporate accounts and received from such sources as booth
rentals and magazine sales. Unfortunately for the Longs, the IRS discovered 2,000 unreported deposits that members
of the family made into 37 different accounts. The Longs had reported that their business was losing money when,

in fact, it was doing very well.

ThelRSfnds  manyviolationsliketheLongs’everyyear.However,taxavoidancecanbemuchlessfagrant,

though nonetheless illegal, and entrepreneurs sometimes come up short on their tax commitments because of casual
accounting systems, single-minded focus on their product or service, or both. One student entrepreneur confesses
that he had a close brush with the law because he and his friends were creating clothing in his dorm room and selling
it on his campus, but the company did not legally exist and he was not keeping track of sales and expenses because
he didn’t take seriously the obligations and advantages of keeping good records.
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Summary

Entrepreneurs are those individuals who discover market needs and launch new business to meet those needs.

Different individuals have varied reasons and motivations to own their own business. In one study, researchers
identifed38differentreasonsforself-employment.

Freedom to operate independently is another reward of entrepreneurship.
Starting one’s own business is a way to earn money.
People sometimes use entrepreneurship as an escape hatch, to free themselves from an undesirable situation.

Entrepreneursfrequentlyspeakofthesatisfactiontheyexperienceintheirownbusinesses;someevenreferto
their work as fun.

Some people are drawn to entrepreneurship by their desire to do good things, to give some positive contribution
to their communities.

Entrepreneurshipismarkedbydiversity,asthereisgreatvarietybothinthepeopleandinthefrms termed
entrepreneurial.

Thelargestshareofwomen-ownedfrmisintheservicesector.

The seeds of corporate misdeeds are formed when individuals compromise their personal integrity, as they do
not do what they believe to be right and proper.

An ethical business is one that not only treats customers and employees honestly but also acts as a good citizen
in its community.

Companies have increasingly been accepting responsibility to the communities where they do business.
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Self Assessment

1.

Which of the following is not a main motive for starting a business?
a. Understanding the basic reason for starting a business

b. Analyse the type of business in mind
¢. Understand the investments required for the business
d

Personal qualities required to bring up the business

Entrepreneurs are those individuals who discover needs and launch new business to meet those needs.
a. market

b. individual
c. manufacturer
d

consumer

aredefned mainlyusingcriteriaasnumberofemployees,salesvolume,andvalueof
assets.
a. Integrities

b. Small businesses
c. Niches
d. Franchisees

has suggested two basic entrepreneurial patterns.

a. Norman R. Smith

b. Roger Lowe

c. Trey Moore

d. Cameron Powell

Some isnecessaryforafrm’s  survivalandanentrepreneurexpectinreturnforstartingandrunning
a business.

a. tax

b. proft
c. Investment
d

. joint venture

In a small business, which of the following is not a criterion for businesses attention?
a. Financing for the business is provided by one individual or a group of individuals.

b. Except for its marketing function, the business’s operations are geographically localised.
c. Comparedtothebiggestfrmsintheindustry,thebusinessissmall.

d. The number of employees in the business is less than 500.

Which of the following is not a reward of entrepreneurship?
a. Proft

b. Dependence
c. Freedom
d

Personal satisfaction
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8. Which of the following statements is false?

a.

The self-employed people are generally considered as earning four times more, and are likely to be millionaires
than those who work for others.

Someentrepreneursworkhardjusttohaveadequateproftstosurvive,whileothersreceiveamodestincome
for their time and investment.

Fromaneconomicperspective,thefnancial ~ returnofabusinessshouldcompensateitsownernotonlyfor
the investment of personal time, but also for personal money invested in the business.

Afewentrepreneursarehighlymotivatedbytheprospectofprofts.

9. Which of the following statements is true?

a.

b.
C.
d.

Freedom to operate independently is another reward of entrepreneurship.
Independence guarantees an easy life.
The basic thing to remember in a business is that the entrepreneur is ultimately the boss.

The customer is the person who gets out of the shower and acts on those ideas.

10. Match the following.

1. Entrepreneurs A. No. of employees in business <100
2. Small business B. Discover market needs

3. Reward of entrepreneurship C. Part-timbusinessesandone-personfrms
4. Smallest businesses D. Independence

/e o o P

1-A, 2-D, 3-B, 4-C
1-C, 2-D, 3-B, 4-A
1-B, 2-A, 3-D, 4-C
1-C, 2-B, 3-D, 4-A

13/]NU OLE



Entrepreneurship and Small Business Management

Chapter II
The Right Small Business

Aim

The aim of this chapter is to:

* enumerate business objectives
* examine personal objectives

* identify business start up ideas

Objectives

The objectives of this chapter are to:

» analyse how business ideas can get converted to successful business
» explain different business ideas

» discuss the conversion of hobbies to business

Learning outcome

At the end of this chapter, you will be able to:

» explore ways to achieve innovative business ideas
* know the sources of start up ideas

* apply innovative thinking to business ideas
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2.1 Introduction
Tofndrightsmallbusinesstomeetyourindividualstrengths,needs,andgoalshastwocomponents:
*  What kind of business is to be started?

Many people who want to start a small business have a pretty good idea of what type of business they want to
own. But some only have a general idea, while others don’t have any idea at all.

*  Should you buy an existing business rather than build from the ground up?

A business or franchise that is already operating can save time and sometimes, money. This brings us at the
helm of the question that this chapter discuss about that what or which can be the right small business?

2.2 Examining Your Personal Objectives

Begin with examining why you want to start a business. People come to business ownership for a variety of reasons.
b 1Y

They want to “be their own boss”, “follow the American dream”, “earn lot of money”. It is necessary to look closely
at why you want to start and run a business and know the motivating factors.

There seems to be two schools of thought regarding business ownership:
*  Chooseabusinesswithgreatproftpotential

*  Choose a business that is of your interest

Ifproft isyourmotivation,abusinessmustbeabletocoverallofitscosts,payforallofitsexpenses,coverthe

owner spersonalfnancialneedsandhaveenoughnetrevenuelefttoallowthebusinesstogrow. Anotherconsideration

is whether this business provides with a full income or supplements your current income. Before going much further,
itisnecessarytolookatwhatyourpersonalfnancialneeds are.Apersonalmonthlyexpenseworksheetshouldbe
designedtohelpyoutodetermineyourtotallivingexpensesaswellasyour‘ownerequity’or‘draw’.i.e.,thecash

to be paid out worksheet for your business.

If the business is out of motivation, try to analyse that a market is found according to your dream. It’s very important
todeterminetheproftabilityofyourbusinessbeforeyoudevotetimeandmoneytoitsdevelopment.

Asuccessfulbusinessallowsmakingaproft ~ whiledoingworkthatisenjoyable. Withcarefulresearchandplanning
youcandevelopabusinessthatflls aneed,bringsyoupleasureandpride,andearnsenoughrevenuetomeetyour
personalneeds,payforitself,andprovideprofts forfuturegrowth. Thekeywordshereareresearchandplanning.
Continue with some research into what you, the owner, will bring to this business.

2.3 Exploring and Identifying Business/Start-up Ideas

Ideas for new businesses come from many sources. A personal interest can be developed into a business. It is possible
to make hobbies, volunteer experience, and leisure activities into business. Any specialised knowledge or skill can
be turned into a business. It is possible to write a newspaper column, write a book, present workshops, and conduct
seminars in your area of expertise. An understanding of the internet can lead to a business of designing, monitoring
and updating Web sites. This same knowledge can be used to retrieve information useful to other businesses. Others
demographic studies, databases, market surveys, and information resource lists etc.

A business based on equipment is dependent on technology that can be understood. Examples are video recording
and photography of special events. Many new businesses are started by individuals who utilise existing skills from
their salaried jobs. Accountants, payroll administrators, technical writers, and computer specialists are examples of
employees who have marketable skills that can be developed into service businesses. When companies downsize
and outsource, new opportunities arise for entrepreneurs.
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Any task or responsibility people don’t like to do or don’t have time to do can be the basis for a service business.
Housecleaning,homerepairs,gardening,proofreading,giftpurchasing,andfurnitureretnishing mayfll needsin
yourcommunity. Thoseideasaretakingclasses,apprenticeship,orworkinanareadealingwithyournewfeld of
interest. Theotherfelds  arefoodindustry,workatarestaurant,andlotofworkassociatedlikesuppliesordering,
handling deliveries, controlling inventories, handling food, handling invoices and orders etc.

An inventive entrepreneur can develop a new product or improve an existing one. New products are usually spawned
out of the imagination. If you can’t think of something new, remember that many existing products can be improved
upon. A welder designed an improved version of a jack used for levelling mobile homes. He used his creative talent
in designing the new jack and his welding skill in manufacturing his product. He has created a double need for his
talents. His product is timely, and today he is a busy, happy, and prosperous man.

It is very critical to determine whether an idea for a new business actually represents a good opportunity. Many
people have ideas about new products or services that seem like winners, but just because something is a good idea
does not mean it is a good opportunity. In fact, those who become infatuated with an idea, sometimes underestimates
thediffculty oftappingintomarketinterest. Toqualifyasagoodinvestmentopportunity,aproductorservicemust

meet a real market need, such as a problem for which the entrepreneur offers a sensible solution. If consumers
areconvincedthatthebenefts  ofaproductorserviceareworththepricetheywillhavetopaytogetit,theywill

likely want to buy it, assuming they know about it and can afford it. All of these factors are critical. Amar Bhide, an
entrepreneurship expert and professor at Columbia University, put it this way: “Start-ups with products that do not
serveclearandimportantneedscannotexpecttobe‘discovered’ byenoughcustomerstomakeadifference.”

Many popular frameworks highlight important factors to consider when deciding whether a new business idea can
lead to a promising business opportunity. Some of the more important features of these approaches follow.

e Market factors: Theproductorservicemustmeetaclearlydefned marketneed;furthermore,thetiming
must be right. Even when the concept is good, success requires an opportunity that remains open long enough
for an entrepreneur to take advantage of it. If the window closes before the enterprise can get established, it is
unlikely to survive for long.

* Competitive advantage: A competitive advantage existswhenafrm offersaproductorservicethatcustomers
perceive to be superior to those offered by competitors. It follows that the business must be able to achieve an
edge that can withstand challenges from rival businesses. Many start-ups fail as entrepreneurs do not understand
the nature and importance of a competitive advantage.

e Economic: Theventurehastobefnancially  rewarding,allowingforsignifcant proft andgrowthpotential.lts
proft potentialmustbesuffcient toallowforerrorsandmistakesandstillofferacceptableeconomicbenefts.
Ataminimum,theenterprisemustofferareasonablepathtoproftability—no businesscanoperateforlong
whenitislosingmoney. Andwithoutadequategrowth,thebusinesswillnotbeabletoprovidesuffcient returns
to attract investors, if they are ever needed.

¢ Management capability: Theftbetweenentreprencurandopportunitymustbegood.

* In other words, a business idea is an opportunity only for the entrepreneur who has the appropriate experience,
skills, and access to the resources necessary for the venture’s launch and growth.

e Fatal faws: Theremustbenofatalfaw intheventure,thatis,nocircumstanceordevelopmentthatcould,
make the business unsuccessful. John Osher, serial innovator and entrepreneur, estimates that nine out of ten
entrepreneursfailbecausetheirbusinessconceptisdefcient. Inhiswords,“Theywanttobeinbusinessso
much that they often don’t do the work they need to do ahead of time, so everything they do is doomed. They
canbeverytalented,doeverythingelseright,andfailbecausetheyhaveideasthatarefawed.”
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2.4 Creating a New Business from Scratch

Several motivations lead you to start a business from scratch rather than pursuing other alternatives, such as buying
a franchise or an existing business or joining a family business. They include:

* A personal desire to develop the commercial market for a recently invented or newly developed product or
service

» Tap into unique resources that are available, such as an ideal location, new equipment technologies, or exceptional
employees, suppliers, and bankers

* Avoiding undesirable features of existing companies, including unfavourable cultures, policies, procedures,
and legal commitments

*  Wanting the challenge of succeeding (or failing) on your own. Assuming you have sound reasons for considering
a start-up, you should still address several basic questions before making the commitment:
[1 What are some other types of start-up ideas you might consider?

[1 What are some sources for additional new business ideas?

[1 How can you identify a genuine opportunity that creates value, for both the customer and the company’s
owner(s)?

[1 Howshouldyourefneyourbusinessidea?
[J What could you do to increase the odds of success in your business?

[0 What competitive advantage could your business have over its rivals?

The entrepreneur’s ability to carefully and honestly examine questions such as those above will determine the
direction to follow. We will examine the issues raised by these questions later in this chapter.

Criteria Attractiveness
Market factors Favourable Unfavourable
Need for the product Wellidentifed Unfocused

Unreachable;strongloyaltyto

Customers . .
competitor’s product or service

Reachable;receptive

Value created for customers

Signifcant

Notsignifcant

Market structure

Emergingindustry;nothighly
competitive

Matureordecliningindustry;
highly concentrated competition

Market growth rate

Growing by at least 15% a year

Growing by less than 10% a
year

Competitive advantage

Control over prices, costs, and
distribution

Moderate to strong

Weak to nonexistent

Barriers to entry

Proprietary information or
regulatory protection

Have or can develop

Not possible

Response/lead time advantage

Competition slow,
nonresponsive

Unable to gain an edge
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Legal/contractual advantage Proprietary or exclusive Nonexistent

Contacts and networks Welldeveloped;accessible Poorlydeveloped;limited
Economics

Return on investment 25%ormore;sustainable Lessthan15%;unpredictable

Smalltomoderate;easily

Investment requirements
fnanced

Large;diffculttofnance

Time required to break even

. Under 2 years More than 4 years
ortoreachpositivecashfows Y Y

Management team with diverse | Solo entrepreneur with no

Management capabilit . . .
& p Y skills and relevant experience related Experience

Fatalfaws None One or more

Table 2.1 Selected evaluation criteria for a start-up

2.4.1 Finding Start-up Ideas

Business ideas are not all equal, and they originate from many different sources. By recognising the nature and origin
of start-up ideas, the entrepreneur can broaden the range of new ideas available for his or her consideration.

Types of start-up ideas
Thefgure givenbelowshowsthreebasictypesofideasthatdevelopintostart-ups:ideastoenternewmarkets,
ideasbasedonnewtechnologies,andideastooffernewbenefts.

Type A ideas Type B ideas Type C ideas

( New Market ) ( New T ) ( NewBeneft )

Example: Example:
Targeting the “New Age” Using high-tech computers
beverage market by selling to develop a simulated

Example:
Develop a personal misting
device to keep workers

soft drinks with nutritional helicopter ride.
value.

cool. echnology

Fig. 2.1 Types of start-up ideas
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Many start-ups developed from Type A ideas, are those concerned with providing customers with a product or service
that does not exist in a particular market. Randall Rothenberg, an author and the director of intellectual capital at
consulting powerhouse Booz Allen Hamilton, says that this type of start-up idea may have the greatest potential:
“There is ample evidence that some of the biggest businesses are built by taking existing ideas and applying them

in a new context.” Many small businesses are built on this platform.
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Filmmaker Christian D’ Andrea was making a documentary on Special Forces when he saw a soldier chomping
downanenergybarissuedbytheUnitedStatesmilitary,whichhadbeendevelopedspecifcally toprovidethe
extraboostthoseinuniformneedonthebattlefeld. D’ Andrearecognisedanopportunitytotaketheproduct,which
civilians couldn’t buy, to a whole new market. He and his brother, Mark, signed a deal in 2004 giving them license
to use the science behind the product, and they used it to create the Hoorah! Bar, a pick-me-up snack that today
sellsinthousandsofstoresandonlineoutlets. Businessisgood,andgrowing;infact,theirLosAngeles—based

start-up, D’ Andrea Brothers LLC, recently expanded its product line to include an energy drink based on the same
formulation. With sales poised to cross the $1 million mark, it is clear that tapping “military intelligence” to take
an existing product to the civilian market can yield impressive results.

Very few start-ups are based on Type B ideas, which involve new or relatively new technology. This type of start-up
can be high risk because there is usually no model of success to follow, but it can also have tremendous potential.
In 1998, Richard Mayer and Malcolm Currie launched Currie Technologies, a Van Nuys, California, venture that
produceselectricbicyclesandscooters. Withinfve  years,thecompanywasemploying40peopleandhadrevenues

of $10 million, but it was only the beginning. With the spike in fuel prices and escalating concerns about global
warming, the company’s products make better sense than ever. Perhaps one of Currie’s executives best captured the
essence of the business: “Clean, green and no gasoline!”

TypeCideasarethosebasedonofferingcustomersbenefts fromnewandimprovedwaysofperformingoldfunctions,
probably account for the largest number of start-ups. In fact, most new ventures, especially in the service industry,
are founded on “me, too” strategies, as they set themselves apart through features such as superior service or lower
prices.LaurieJohnson’stookefforttoredefnethecommoncrutchftsintothe TypeCcategory.

As founder of LemonAid Crutches, Johnson found a way to take some of the sting out of having to be on crutches
after an injury. Her designer crutches were born of experience. While Johnson was recovering from a broken leg
sustained in a small-plane crash that took the lives of her husband and two-year-old son, her sister tried to cheer her
up some by spray painting her crutches and trimming the handles in fabric. It made her feel better. Deciding to turn
life’s lemons into lemonade (hence the name of the company), Johnson decided to run with the concept and help
other crutch users feel better, too. In mid-2005, she launched her venture to sell a variety of fashionably functional
crutches.

2.4.2 Sources of Start-Up Ideas

There are a number of sources you can turn to for inspiration. And if one source fails to lead to the idea of dreams,
itsbettertokeeplooking,asinspirationcancomefrommanydifferentplaces.Severalstudieshaveidentifed
sourcesofideasforsmallbusinessstart-ups. Thefgure givenbelowshowstheresultsofonesuchstudybythe
National Federation of Independent Business (NFIB), which found that prior work experience accounted for 45
percentofnewideas. Thisfnding  isconsistentwithanothernationalstudyofentrepreneurs,asthePanelStudyof
Entrepreneurial Dynamics (PSED).

The PSED data also show that entrepreneurs most often consider work experience in a particular industry or market
to be the source of their start-up ideas. There are other important sources also. The NFIB study found that personal
interests and hobbies represented 16 percent of the total, and chance happenings accounted for 11 percent. Ideas for
a start-up can come from virtually anywhere, but we will focus on four possible sources like personal experience,
hobbies, accidental discovery, and deliberate search.

19/JNU OLE



Entrepreneurship and Small Business Management

Family Business
6%

Friends/Relatives
5%

Personal Interest/
Hobby 16%

Prior Work
Experience 45%

Suggestion
7%

Education/Courses
6%

Chance Happening Other
11% 4%,

Fig. 2.2 Sources of start-up ideas
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Personal experience

The primary source of start-up ideas is personal experience, either at work or at home. Knowledge gained from

a present or former job often allows a person to see possibilities for modifying an existing product, improving a
service, or duplicating a business concept in a different location. Personal contacts may open up conversations with
suppliers who are interested in working with you or customers who have needs that are not currently being met.
These insights may lead you to an opportunity with tremendous potential.

Ken and Jennifer Miller started their outdoor-clothing company, Thousand Mile, based on Ken’s personal experience
as a lifeguard in Carlsbad, California. The faded swimming trunks of fellow lifeguards inspired Ken and his wife-
to-be, Jennifer, to buy material and make 30 pairs of trunks. When the trunks quickly sold to Ken’s co-workers, the
couple knew their business idea was an attractive start-up opportunity. After several years of development, they

now have a complete line of mail-order outdoor wear. Here work experience played a role in the launching of this
business, as did close interactions with customers who recognised that Thousand Mile provided a product they
could really use.

Hobbies and personal interests

Sometimes hobbies grow beyond being leisure activities and get converted become businesses. For instance, people
who love skiing might start a ski equipment rental business as a way to make income from an activity that they
enjoy, and those who love books might explore concepts that lead to new bookstore businesses.

Hobbies and personal interests certainly add passion to the start-up process. Kevin Rose was only in his mid-20s
when he launched Digg.com in 2004 with two of his buddies, Owen Byrne and Jay Adelson, but his company is off
to a fast start. The former UNIX administrator and TechTV personality found inspiration for his company in Slashdot,
the wildly popular, community-driven tech news website. Rose described himself as “a big fan” of Slashdot, but he
concluded that the website was missing out by restricting the participation of users.

He believed that the user community have complete control of content. This concept that led to the launch of Digg:
“a site where users could submit stories that fall into a general queue, and if they were popular enough and if they
gotenough‘diggs’whichareuserendorsements,andwouldbepromotedtothechomepageforeveryonetosee.” This

type of “democratic approach to the news” is becoming quite popular, and fast. Generating revenue from advertising
isano-brainer,whichplansforexpandingtherangeoffeaturesonthesite,anditwillonlyenhancethefnancial
performanceofthebusiness,whichisalreadyaproftableoperationwithmorethan180,000registeredusers.
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Accidental discovery

Another source of new start-up ideas is accidental discovery which involves something called serendipity, or a gift
for making desirable discoveries by accident. Awareness obviously plays a role here, but anyone may stumble across
a useful idea in the course of day-to-day living.

This is exactly what happened to Tia Wou, founder of Tote Le Monde, a handbag manufacturer in New York City.
Wou had travelled to Bolivia for her friend’s wedding in 1989 and loved the rich fabrics she saw in the marketplace.
Wou, who was working in fashion at the time, got a creative spark from that trip. A few years later, she travelled to
Japanandwasonthehuntfortheperfecthandbag.Notfnding whatshewanted, Wourecalledthebeautifulfabrics

in Bolivia. That’s when it hit her and she was able to design handbags like the ones she was looking for in Japan,
using the materials she’d seen in Bolivia, and sell them in America.

Tote le Monde produces lifestyle brands, selling handbags, house-wares, travel pieces, and personal accessories
featuring the company’s stylish, environmentally friendly materials. And the entrepreneurial spirit of the business
isaliveandwell,asisToteleMonde’soriginalmission:“Tocreateinnovationwherefunctionfnds form.”While
considering the invention of the pocket protector an electrical engineer Gerson Strassberg in 1952. “It happened by
accident,” Strassberg says. “I was just starting up my company, and we were making the clear plastic covers that
cover bankbooks. At that time, ballpoint pens were prone to leaking. One day I cut one side of the plastic longer than
the other. The phone rang, so I stuck the plastic in my pocket and thought “Wow, this might make a great product’
Sales for the pocket protector peaked in the late 1960s, but Strassberg still sells close to 30,000 of his nifty “fashion
accessories” each year, which now retail at around $1 apiece.

Deliberate search

Many start-up possibilities emerge from an entrepreneur’s deliberate search for new ideas. In fact, this kind of
exploration may be especially useful because it simulates a readiness of mind, and it motivates prospective
entrepreneurs to be more receptive to new ideas from any source. A deliberate search often involves looking for
change-based opportunities, but it may take a number of other paths.

An eye on change

Changeisoneofthemostimportantsourcesofideasforentrepreneurs. Whereaslargefrms preferthingstoremain
the same, entrepreneurs are much more likely to recognise change as an opportunity and to have the creativity and
fexibility toadjusttoit.BusinessguruPeterDruckerbelievedentrepreneursshouldconsidersevensourcesof
opportunity as they prepare to launch or grow their enterprises, which are explained below.

2.5 Change-Based Sources of Entrepreneurial Opportunities

Drucker suggested that innovation is the means by which the entrepreneur either creates new wealth-producing
resources or endows existing resources with enhanced potential for creating wealth. Entrepreneurship harnesses the
power of creativity to provide innovative products and services.

21/JNU OLE



Entrepreneurship and Small Business Management

Change factor

Defnition

Illustration

Industry Factors
The unexpected

The incongruous

Process needs

Structural change

Human and economic factors

Demographics

Changes in perception

New knowledge

Unanticipated events lead to
either enterprise success or
failure.

What is expected is out of line
with what will work.

Current technology is
insuffcienttoaddressan
emerging challenge.

Changes in technology, markets,
etc., alter industry dynamics.

Shifts in population size, age
structure, ethnicity, and income
distribution impact product
demand.

Perceptual variations determine
product demand.

Learning opens the door to
new product opportunities with
commercial potential

Pet pharmaceuticals have been
very successful, with more
than 30% of dogs and cats now
taking medication.

Low-fat ice cream was
developed for those trying to
lose weight.

Carmakers offer gas-electric
hybrid cars to deal with rising
energy costs.

Growth in the use of the
Internet for e-commerce has
been dramatic.

Many baby boomers are

still in their prime income-
earning years and are saving
for retirement, promoting an
increaseintheneedforfnancial
planning.

Perceived security threats have
led to development of gated
communities.

Increased knowledge of the
Internet has fuelled the growth
ofonlineinvestmentfrms.

Table 2.2 Change-based sources of entrepreneurial opportunities

Other idea leads
Ifanalysingemergingchangesdoesnotrevealthespecifc entrepreneurialopportunitythatisrightforyou,other
sources of leads are available. The following have been useful to many entrepreneurs:

Tapping personal contacts with potential customers and suppliers, professors, patent attorneys, former or current
employees or co-workers, venture capitalists, and chambers of commerce Visiting trade shows, production facilities,
universities, and research institutes. Observing trends related to material limitations and energy shortages, emerging
technologies, recreation, fads, pollution problems, personal security, and social movements.

Readingtradepublications,bankruptcyannouncements, CommerceDepartmentpublications,andbusinessclassifeds,

Inc., Entrepreneur, My Business,and other periodicals are excellent sources of start-up ideas, as they provide articles
on the creativity of entrepreneurs and various business opportunities.
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Visiting the library and even looking through the Yellow Pages in other cities can spark new ideas as well. Travelling
toothercitiestovisitentrepreneursinyourfeld ofinterestcanalsobeextremelyhelpful.Ofcourse,thelnternet
providesanunlimitedamountofinformationregardingthestart-upprocessandevenspecifcopportunities.

2.6 Applying Innovative Thinking to Business Ideas

Acreativepersoncanfnd  outusefulideasinmanydifferentplaces.Itisimportanttocommittoalifestyleofcreative
thinking so that everyday thoughts can work in your favour. Although the following suggestions are designed to
help guide your search for that one great idea for a start-up, they can also help keep an existing business fresh, alive,
and moving forward.

When it comes to ideas, borrow heavily from existing products and services or other industries. “Good artists
borrow;greatartistssteal,”’saidPabloPicassoorT.S. Eliot or Salvador Dali—no one seems to know for sure.
This principle was launched AppleComputerontheroadtogreatnesswhenitsfounderSteveJobsidentifed
technologies that Xerox had developed but was not using. Explore ideas and practices that come across, and
think deeply about how you might put them to work in launching a start-up or accelerating the growth of an
existing business. Research shows that this is a powerful starting place for innovation.

Combine two businesses into one to create a market opening. A revolutionary concept is exceptionally practical
for patrons. Many times have it would have happened like, rushed through dinner to get to the theatre, only to
fnd thatthemovieyouwantedtoseewasalreadysoldout. Thatwon’thappenatthisGlensFalls,New York,

start-up after they combined the restaurant and the theatre. After a leisurely dinner, when the lights begin to
dim, sit back in cushioned comfort and enjoy the show. The restaurant business is often ruthless, and the theatre
industry is even more competitive, but bringing the two together puts Aimie’s in a unique position.

At some point, it make sense to start (or buy) more than one business (although not necessarily merging their
operationsascloselyasAimie’sDinnerandMovie),throughastrategyknownasdiversifcation. Tosechow
this can work and be advantageous, consider the outdoor lighting company that Derek Norwood and his father
have who owned for more than a decade. Their business had done pretty well over the years, but they found
that the severe weather in Chicago (where they are located) typically hit their winter revenues hard. Norwood
found a bright solution to the problem: He then launched a new company that offers holiday lighting supplies.
Now the revenue lag has disappeared, and since many of Norwood’s outdoor lighting customers are buying
holiday lighting from him as well, cross-selling advantages are also helping to boost the bottom line. Experts
warn,however,thatbecomingtoodiversifed cansometimescauseanentrepreneurtolosefocus,whichcan

drag down performance on all fronts. It clearly pays to think through the pros and cons very carefully.

Beginwithaprobleminmind.Bankablebusinessideasusuallyaddressproblemsthatpeoplehave.Itissuffcient
tothinkaboutasignifcant  problem,dissectit,chartitoutonasheetofpaper,rollitoverandoverinyourmind,

and consider possible solutions. Sometimes amazing business ideas will come quickly to mind. For example,
so many migratory birds were passing through Texas cities and settling on trees and buildings, becoming a
nuisance, and making an incredible mess that they spawned their own pest-control industry. Numerous small
companiesstarteduptoaddressthisparticularproblem,usingfashing lights,explosions,andevenfalconsto
drive the winged menaces from urban areas. And though the problem is obviously a seasonal one, their services
are very much in demand.

Recognise a hot trend and ride the wave. Fads can lead to serious, though sometimes short-lived, money-making
opportunities, but trends provide a much stronger foundation for businesses because they are connected to a
larger change in society. Even more powerful is the product or service that builds on three or four trends as
they come together. For example, one entrepreneurship expert observed that the iPod’s outrageous success is
theresultofmultiplemergingtrends:thedesireforincreasedmobility,instantgratifcation, andcustomisation,
all melded together with the natural pull toward fashion. But if the wave has already crashed on the shore, it is
necessary to look for countertrends and every trend has one. For example, even as wireless technologies extend
the reach of communication, people pay more to travel to destinations beyond the reach of their Black Berries.
To identify a countertrend, make it a habit to ask those who resist a trend (like the coffee drinker who refuses
to go to Starbucks) what products or services would appeal to them, and then see what possibilities come to
mind. It is necessary to try to set aside your preconceived notions of necessary things and get into the minds
ofthosewhoresistthefow. Trend canbeusedasastartingpoint,youwillknowbetterwheretolookforthe
countertrend, and that’s where you can get ahead of the game.
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* Study an existing product or service and explore ways to improve its function. Products or services that work
canbeimprovedsothattheyworkevenbetter. TissueKupsisatissuedispensershapedsothatitfts perfectly
in a car cup holder. Lorraine Santoli came up with the seed of the idea in her car after struggling with a tissue
box that kept sliding away from her. She knew there had to be a solution, and there was. The company was
launched online in 2003 and reached sales of around $3 million within two years. The simplicity of the product
may be its best feature.

»  Thinkofpossibilitiesthatwouldstreamlineacustomer ’sactivities. Manypeoplearebusy,sotheylookforfrms
that can bear some of the burdens of life for them. That’s what keeps businesses like dry cleaner and grocery
delivery services going. Take some time to ponder the day-to-day experience of people in the market segment
you would like to serve.

* Consider ways to adapt a product or service to meet customer needs in a different way. Darren Hitz realised
that bachelor parties could be about more than just serious drinking and exotic dancers. That’s when he came
up with the idea to launch Adventure Bachelor Party, a company that brings thrills to bachelor parties by taking
guys on packaged adventures like white-water rafting trips. The start-up has only been around since 2004, but
Hitzalreadyoffersover20adventures,includingcattleherdinginTexasandfshing offtheCaliforniacoast.

He also provides trips for bachelorette parties. In his words, “I enjoy being able to provide a service where
everyone has a great time and is happy.”

* Imagine the market for a product or service could be expanded. Jane Silber’s 9-year-old daughter had a weight
problem, and Silber found that few gyms allow children to use their facilities. Matching this information with
thetrendtowardincreasedchildhoodobesity(up300percentsince1980),Silberrealisedthatshehadidentifed
a wonderful business opportunity. In August of 2006, she opened Generation Now Fitness in Chatsworth,
California,toexpandthereachofftness servicestotweensandteens. Thoughthisstoryisfocusedonone
industry, the principle will apply to any market that may be of interest to you.

» Itis necessary to keep an eye on new technologies. New technologies often open up potential for start-ups, but
only those who take note of the possibilities can reap the rewards. Read widely, talk to industry experts, consult
governmentoffces thatpromotenewtechnologies,gotoanearbyresearchuniversityandvisitwithfaculty
whoworkatthecuttingedgeoftheirfelds, andtherearesomanysourcesofinsightavailable.Itisregardless
of where you look, be sure to research innovations that have commercial value, particularly for new ventures.
ChrisSavareseisanavidgolferwhowantedtofnd awaytousenewtechnologytotrackgolfballshackedoff
into the rough and high brush. He searched a patent library (a good place to start) and found several possible
approaches, but the answer to his question came from a trip to a department store. He observed that the security
tagsthatstoresattachtoapparelitemsandothergoodsandfgured theymightworkforhisgolfballconcept.

Sure enough, they did!

* Theradiofrequencyidentifcation  (RFID)technologythatkeepstrackofanitem’slocation(forexample,
a sweater that a shoplifter might like to walk away with) can also be used as a homing device in golf balls,
allowing them to be detected from as far away as 100 feet. Savarese’s company, RadarGolf, now packages a
dozenradio-taggedballswithalocatortofnd themfor$250,andthemarketreallylikeshisinnovation.His
business is growing 30 percent a year, with revenues about to hit the $1 million mark. New technology was
clearly the key that got the ball rolling for Savarese. It can be encouraged to seek and size up new venture ideas
inwhatevercircumstancesyoufnd  yourself.Then,byconsideringanumberofinternalandexternalfactors,
you should be able to bring together the pieces of the opportunity puzzle.
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Summary

Ifproft isyourmotivation,abusinessmustbeabletocoverallofitscosts,payforallofitsexpenses,cover
theowner ’spersonalfnancialneedsandhaveenoughnetrevenuelefttoallowthebusinesstogrow.

Asuccessfulbusinessallowsmakingaproftwhiledoingworkthatisenjoyable.
A business based on equipment is dependent on technology that can be understood.

Any task or responsibility people don’t like to do or don’t have time to do can be the basis for a service
business.

An inventive entrepreneur can develop a new product or improve an existing one.
It is very critical to determine whether an idea for a new business actually represents a good opportunity.

Several motivations lead you to start a business from scratch rather than pursuing other alternatives, such as
buying a franchise or an existing business or joining a family business.

The primary source of start-up ideas is personal experience, either at work or at home.

Acreativepersoncanfndoutusefulideasinmanydifferentplaces.
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Self Assessment
1. A successful business allows making while doing work that is enjoyable.
a. proft

b. investment
c. research
d.

planning

2. A business __is an opportunity only for the entrepreneur who has the appropriate experience, skills, and
access to the resources necessary for the venture’s launch and growth.
a. idea
b. proft
c. venture

d. organisation

3. Many start-ups fail as do not understand the nature and importance of a competitive advantage.
a. organisations

b. entrepreneurs
c. individuals
d

. customers

4. A business based on is dependent on technology that can be understood.
a. internet

b. equipment
C. resources
d

. inventory

5. Many start-ups developed from ideas, are those concerned with providing customers with a product or
service that does not exist in a particular market.
a. Type A
b. TypeB
c. TypeC
d. Type D
6. ideasarethosebasedonofferingcustomersbenefts fromnewandimprovedwaysofperformingold
functions, probably account for the largest number of start-ups.
a. Type A
b. Type B
c. TypeC
d. TypeD
7. ideas involve new or relatively new technology.
a. Type A
b. Type B
c. TypeC
d. Type D
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8. Which of the following statements is true?

a.

b.
c.
d.

To qualify as a good investment opportunity, a product or service must meet a real customer need.
The primary source of start-up ideas is accidental discovery, either at work or at home.
Hobbies and personal interests do not add passion to the start-up process.

Withoutadequategrowth,thebusinesswillnotbeabletoprovidesuffcient returnstoattractinvestors,if
they are ever needed.

9. Which of the following statements is false?

a.

A source of new start-up ideas is personal experience which involves something called serendipity, or a gift
for making desirable discoveries by accident.

Personal contacts may open up conversations with suppliers who are interested in working with customers
who have needs that are not currently being met.

A deliberate search often involves looking for change-based opportunities, but it may take a number of
other paths.

Change is one of the most important sources of ideas for entrepreneurs.

10. Match the following.

1. Primary source for business A. Largest number of start-ups
2. Accidental discovery B. Serendipity
3. Type B ideas C. New technology

D.

4. Type C ideas

Personal experience

a.
b.

o

&~

1-A, 2-D, 3-B, 4-C
1-C, 2-D, 3-B, 4-A
1-B, 2-A, 3-D, 4-C
1-D, 2-B, 3-C, 4-A

27/JNU OLE



Entrepreneurship and Small Business Management

Chapter I11

Franchises and Buyouts

Aim

The aim of this chapter is to:

* explain franchising options and structure of the industry
» discussthebeneftsofbeingafranchisee

» illustrate the advantages and disadvantages of a franchise

Objectives

The objectives of this chapter are to:

* understand franchises and buyouts

* identify the business opportunity by opening a franchise

» recognise the methods to acquire an established business

Learning outcome

At the end of this chapter, you will be able to:

* identify major pros and cons of franchising

» describe the process for evaluating a franchise opportunity

» understandthebeneftsofbuyinganexistingbusiness
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3.1 Introduction

Franchises are also known as chain stores. They operate business under a special arrangement. Franchises are
moderated industries that follow a set business model, which includes a name, an image, and a set of support services.
The buyout process usually begins when an interested purchaser or group of purchasers makes a formal buyout offer
to a company’s board of directors, who are the representatives of the company’s shareholders. Negotiations and
tender offers ensue, and the board of directors eventually either recommends that the shareholders sell their shares

to the purchaser or discourages the shareholders from doing so.

3.2 Pros and Cons of Franchising

“Look before you leap”is an old adage that should be followed by entrepreneurs considering franchising. Entrepreneurs
should not let their enthusiasm to blind them to the realities of franchising, both good and bad. Weighing the purchase

of a franchise against alternative paths to starting a business is an important task, which requires careful consideration

of many factors. The table given below illustrates the major advantages and disadvantages of franchising.

Advantages Disadvantages

Franchise fees

Royalties

Restrictions on growth

Less independence in operations
Franchisor may be sole supplier of some
supplies

Termination/renewal clauses

Greater likelihood of success
Formalised training
Financial assistance

Proven marketing methods
Managerial assistance
Quicker start-up time

Table 3.1 Advantages and disadvantages of franchising

Among different personal goals and circumstances of individuals, franchising will not be the ideal choice for all
prospectiveentrepreneurs.However,manypeoplefnd  afranchisetobethebestalternativeforowningabusiness.
When you are evaluating future entrepreneurial opportunities, it is better to carefully weigh the pros and cons of
franchisingpresentedinthischapter.Inthecurrentcontext,abroaddefnition offranchisingisnecessarytoencompass
the term’s diversity. Franchising is a marketing system revolving around a two-party legal agreement whereby one
party (the franchisee) is granted the privilege to sell a product or service and conduct business as an individual
owner,butisrequiredtooperateaccordingtomethodsandtermsspecifed bytheotherparty(thefranchisor).For
example, Subway (the franchisor) franchises quick-service, fast-food outlets to local owners (franchisees).

3.2.1 Other Advantages of Franchising

Buying a franchise can be attractive for a variety of reasons. The greatest overall advantage by far is the probability
of success. Franchisors offer a business model with proven success. Business data on failures of franchises are
diffcult tofnd andevaluate.Nevertheless,thesuccessrateforfranchisesseemstobemuchhigherthanthatfor
non-franchised businesses.

One explanation for the lower failure rate is that most franchisors are highly selective when granting franchises.
Manypotentialfranchiseeswhoqualifyfhanciallyarestillrejected.

Therearethreeadditional,andmorespecifc,  reasonswhyafranchiseopportunityisappealing. Afranchiseistypically
attractivebecauseitofferstraining,fnancialassistance,andoperatingbeneftsthatarenotreadilyavailable tothe
entrepreneur starting a business from scratch. Naturally, different franchises vary in the depth of support they provide
foreachoftheseformsofassistance.Forexample,McDonald’soffersexcellenttrainingbutnofnancing.
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3.2.2 Training

The training given by franchisors is invaluable to many small entrepreneurs because it compensates for weaknesses
in their managerial skills. Training by the franchisor often begins with an initial period of a few days or a few weeks
at a central training school or another established location and then continues at a franchise site. McDonald’s is
widely recognised for its off-site franchisee training effort at Hamburger University.

The training by Kwik Kopy Printing, another famous franchisor, is extensively covering the technical aspects of
running a printing business as well as the standard topics of accounting, computer purchasing and use, and leadership.
Its training facility, located in the picturesque city of Northwest Forest, a few miles from Houston, Texas, looks like
an amusement park, with a full-size replica of the Alamo. However, franchise trainees quickly realise that the three-
week training program is very demanding. Classes start at 7:00 A.M. and conclude at 6:00 P.M., Monday through
Friday, and they continue for a half-day on Saturday. Express Personnel Services (EPS) is also a strong believer

in initial training for prospective franchisees. Consider this description of EPS’s new franchisee training system:
Franchiseesandtheirstaffattendandgetbenefttedfromthisintensivethree-weekstart-uptraining.

Our curriculum involves three levels of learning. Cursory learning that provides an overview of materials. Working
knowledge provides thorough understanding without performing tasks and the competency level involves performing

thetask,throughroleplaystoenhanceunderstandingandretentionotknowledge. Thefrst twoweeksoflearning
are held at Express Personnel’s international headquarters in Oklahoma City. This allows the students an opportunity
tolearnandpracticethekeyfunctionstheywillbeperformingwithintheiroffces. Thestudentsareinvolvedin

various role-play scenarios, group exercises and classroom discussions to learn the three pillars of our business:
* Sales
* Recruiting

e Service

Thefrst twoweeksoftrainingfocusoninsidesales,outsidesalesandbusinessmanagement. Thirdweekallows
thenewfranchiseetoperformthemajorbusinessfunctionsinanExpressUniversitycertifed extensionoffce.
Theseoffces aremodeloffces thatprovideanavenueforthenewfranchiseetotrulyacquireliveexperienceprior

to their opening week.

3.2.3 Financial Assistance

The costs of starting an independent business are often high, and the typical entrepreneur’s sources of capital
are quite limited. The entrepreneur’s standing as a prospective borrower is weakest at this point. By teaming up
withafranchisingorganisation,theaspiringfranchiseemayenhanceherorhislikelihoodofobtainingfnancial
assistance.

If the franchising organisation considers the applicant to be a suitable prospect with a high probability of success,
itfrequentlyextendsahelpinghandfnancially. Thefranchiseeisseldomrequiredtopayupfrontthecompletecost

of establishing the business. In addition, the beginning franchisee is normally given a payment schedule that can be
met through successful operation. For example, in the early days of the Jiffy Lube franchise, the franchisor would
loan the franchisee funds to purchase the real estate for a store. Also, the franchisor may permit the franchisee to
delay payments for products or supplies obtained from the parent organisation, thus increasing the franchisee’s
working capital.

It is good to get associated with a well-established franchisor may also improve a new franchisee’s credit standing
withabank. Thereputationofthefranchisingorganisationandthemanagerialandfnancial controlsthatitprovides
serve to recommend the new franchisee to a banker. Also, the franchisor will frequently co-sign a note with a local
bank, thus, guaranteeing the franchisee’s loan.
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The U.S. Small Business Administration (SBA) has introduced the Franchise Registry (http://wwwfranchiseregistry.
com), that expedites loan processing for small business franchisees. The Registry “enables lenders and SBA local
offce andverifes afranchisesystem’slendingeligibilitythroughthelnternet. Thisreducesredtape,time,andcost

for all concerned.” Listing on this registry means that the SBA has found that the particular franchise agreement does
not impose unacceptable control provisions on the franchisee. Therefore, loan applications for registered franchises
can be reviewed and processed more quickly.

3.2.4 Operating Benefts

Most franchised products and services are widely known and accepted. For example, consumers will readily buy
Baskin-Robbins ice cream or use PIP Printing services because they are aware of the reputation these businesses
have.

Travellers will recognise a restaurant or a motel because of its name or type of roof or some other feature such as
the “Golden Arches” of McDonald’s. They may turn into a Denny’s restaurant or a Holiday Inn because of their
previous experiences with the chain and their knowledge that they can depend on the food and service these outlets
provide.Thus,franchisingoffersbothaprovenlineofbusinessandproduct/serviceidentifcation.

An entrepreneur who enters into a franchising agreement acquires the right to use the franchisor’s nationally advertised
trademark or brand name. This serves to identify the local enterprise with the widely recognised product or service.
Ofcourse,thevalueofproductidentifcation dependsonthetypeofproductorserviceandtheextenttowhichit

has been promoted. In any case, the franchisor must maintain the value of its name by continued advertising and
promotion.

Franchisors also offer well-developed and thoroughly tested methods of marketing and management. The manuals

andproceduressuppliedtofranchiseesenablethemtofunctionmoreeffciently fromthestart. Thisisonereason
of franchisors insist on the observance of high quality methods of operation and performance. If one franchise were
allowedtooperateatasubstandardlevel,itcouldeasilydestroycustomers’ confdenceintheentiresystem.

The existence of proven products and methods, however, does not guarantee that a franchise will succeed. For
example, a location that the franchisor’s marketing research shows to be satisfactory may turn out to be inferior. Or
the franchisee may lack ambition or perseverance. But the fact that a franchisor has a record of successful operation
proves that the system can work, because it has worked elsewhere.

3.2.5 Limitations of Franchising

Franchising is like a coin, which has two sides. We have presented the positive side of franchising, but t i
important that you also learn about its negative side. Four shortcomings, in particular, permeate the franchise form
of business:

*  The costs associated with the franchise
*  The operating restrictions that can be a part of the franchise agreement
*  The loss of entrepreneurial independence

*  Alack of franchisor support

3.2.6 Franchise Costs

Higher costs characterise the better known and more successful franchises. Franchise costs have several components,
all of which need to be recognised and considered.

* Initial franchise fee: The total cost of a franchise begins with an initial franchise fee, which may range from
several hundred to many thousands of dollars. The initial fee for a Wing Zone, a takeout/delivery restaurant is
$20,000-$25,000;McDonald’sinitialfeeis$45,000.

* Investment costs: Signifcant costsmaybeinvolvedinrentingorbuildinganoutletandstockingitwith
inventory and other equipment. Also, certain insurance premiums, legal fees, and other start-up expenses must
be paid. It is often recommended that funds be available to cover personal expenses and emergencies for at least
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sixmonths.Areputablefranchisorwillalwaysprovideadetailedestimateofinvestmentcosts; Thetablegiven

below shows the information provided by Wing Zone. Curves for Women, a women’s workout facility, charges
between $30,000 and $40,000 for a franchise, workout equipment included. The total net worth requirement for
a KFC restaurant exceeds $1,000,000, and the prospective franchise must have cash and other personal assets
worth this amount.

Low High
Franchise fee $20,000 $ 25,000
Leasehold improvements 50,000 80,000
Equipment (excludes sales tax) 48,000 53,000
Signs 6,000 8,000
Computer P. O.S. system 18000 18,000
Offceequipment/phonesystem 3,000 3,500
Drop safe and lock 1,000 1,500
Digital security system 0 3,000
Initial inventory 4,000 4,000
Start up marketing 3,000 3,000
Grand-opening fund 5,000 5,000
Insurance (down-payment) 3,000 3,500
Initial training expenses 2,000 3,000
Uniforms 1,000 1,000
Utility deposits 1,000 2,500
Architectural plans 5,000 8,000
Real estate cost 4,000 7,000
Working capital 15,000 20,000
Total Investment $189,000 $249,000

Table 3.2 An estimate of investment costs by wing zone

* Royalty payments: A common practice is for the franchisor to receive continuing royalty payments, calculated
as a percentage of the franchisee’s gross income. McAlister’s Deli, for example, charges a 5 percent royalty fee.
McDonald’s currently charges a “service fee” of 4 percent of monthly sales plus the greater of (a) a monthly
base rent or (b) a percentage rent based on monthly sales.

* Advertising costs: Many franchisors require that franchisees to contribute an advertising fund so as to promote
the franchise. These fees are generally 1 to 2 percent of sales or even more. If entrepreneurs could generate the
same level of sales by setting up an independent business, they would save the franchise fee and some of the
othercosts.However,ifthefranchisorprovidesthebenefts previouslydescribed,themoneyfranchiseespay
for their relationship with the franchisor may prove to be a very good investment.
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3.2.7 Restrictions on Business Operations

Franchisorsareconcernedabouttheimageoftheirbusinesses;makeeveryefforttocontrolhowfranchiseesconduct
certain aspects of the franchise business. Thus, the franchisee is restricted in her or his ability to use personal business
judgment. The following types of control are frequently exercised by a franchisor:

» Restricting sales territories
*  Requiring site approval for the retail outlet and imposing requirements regarding outlet appearance
* Restricting goods and services offered for sale

* Restricting advertising and hours of operation

3.2.8 Loss of Independence

Frequently, individuals leave salaried employment for entrepreneurship because they dislike working under the direct
supervisionandcontrolofothers.Butwhentheyenterintoafranchiserelationship,suchindividualsmayfnd that

a different pattern of supervision has taken over. The franchisee surrenders a considerable amount of independence

in signing a franchise agreement.

Eventhoughthefranchisor’sinfuence onbusinessoperationsmaybehelpfulinensuringsuccess,thelevelof

control exerted may be unpleasant to an entrepreneur who cherishes independence. In addition, some franchise
contracts go to extremes, covering unimportant details or specifying practices that are more helpful to others in
the chain than to the local operation. For example, a food franchise may be prevented from selling a non-approved
product in a local market.

Entrepreneurs should recognise that they can lose the right to a franchise if they do not abide by performance
standards or fail to pay royalties. Additionally, there is no guarantee that a franchise will be renewed beyond the
contracted time, which is typically 15 to 20 years.

3.2.9 Lack of Franchisor Support

Just like a marriage, a franchisor/franchisee relationship can experience stress, which may lead to a breakup. Perceived
lack of franchisor support sometimes creates disputes, especially when the franchisee believes the franchisor is not
honouring its commitments. Disputes may revolve around a lack of continued training, poor promotional support,

or other issues. Once a communication breakdown occurs between the two parties, the well-being of the franchise is

in jeopardy. Entrepreneurs who are considering purchasing a franchise should recognise this inherent disadvantage

of franchising.

3.3 Franchising Options

The term franchising was derived from a French word meaning “freedom” or “exemption from duties.” In business,
franchising describes a unique type of business option that offers entrepreneurs the possibility ofreducing the overall
risk associated with buying an independent business or starting a business from scratch. The franchise arrangement
allowsnewbusinessoperatorstobeneft  fromtheaccumulatedbusinessexperienceofallmembersofthefranchise
system.

Thepotentialvalueofafranchisingarrangementisdefned bytherightscontainedinalegalagreementknownas
thefranchisecontract;therightsitconveysarecalledthefranchise. Theextentandimportanceoftheserightsmay
bequitevaried. Whenthemainbeneft ~ thefranchiseereceivesistheprivilegeofusingawidelyrecognisedproduct

name, the arrangement between the franchisor (supplier) and the franchisee (buyer) is called product and trade
name franchising. Automobile tire outlets carrying the Goodyear brand name and soft drink bottlers distributing Dr
Pepper are both engaged in this type of franchising.

Alternatively, entrepreneurs who receive an entire marketing and management system are participating in a broader
type of arrangement referred to as business format franchising. Fast-food outlets (for example, Burger King), hotels
and motels (for example, Radisson), and business services (for example, Mail Boxes) typically engage in this type
of franchising. The volume of sales and the number of franchise units associated with business format franchising
have increased steadily over the years.
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Amasterlicenseeisafrm  orindividualwhichhaveacontinuingcontractualrelationshipwithafranchisortosellits
franchises. This independent company or businessperson is a type of middleman or sales agent. Master licensees are
responsibleforfnding newfranchiseeswithinaspecifed  territory.Sometimes,theyevenprovidesupportservices
such as training and warehousing, which are more traditionally provided by the franchisor. Also gaining widespread
usage is multiple-unit ownership, in which a single franchisee owns more than one unit of the franchised business.
Someofthesefranchiseesareareadevelopers,individualsorfrms thatobtainthelegalrighttoopenseveraloutlets

in a given area.

Piggyback franchising refers to the operation of a retail franchise within the physical facilities of a host store.
Examples of piggyback franchising include a cookie franchise doing business inside an Arby’s fast-food outlet and
a Krispy Kreme donut franchise operating within a Wal-Mart store. A new trend in piggyback franchising is locating
walk-in health clinics in Wal-Marts, Target stores, drugstores, and other retail outlets. This form of franchising
benefts bothparties. Thehoststoreisabletoaddanewproductline,andthefranchiseeobtainsalocationnear

prospective customers.

3.4 Structure of Franchising Industry

Franchisors and franchisees are the two main parties in the franchise industry. A franchisor may be a manufacturer
or another channel member (a wholesaler or retailer) that has an attractive business concept worthy of duplication.
Asshowninthefgure  givenbelow,afranchisecanbesoldbythefranchisordirectlytoindividualfranchiseesor
marketed through master licensees or area developers. Most franchisors also own one or more outlets that are not
franchised. These outlets are referred to as company-owned stores.

Franchise Parties Franchisee Facilitators

Industry Association
(example: IFA)

Franchisor

Master Licensee/
Area Developers

Federal/State Agencies
(example: FTC)

Franchisee-
Owned Operating
Units

Business/Consulting Firms
(example: Franchisee

Company-Owned

Stores

Connections)

Fig. 3.1 The structure of franchising
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

In addition to these parties, the franchising industry contains other important groups called facilitators. Facilitators
include industry associations, governmental agencies and private businesses.

34/JNU OLE



The International Franchise Association (http://www.franchise.org), or IFA, is an important industry association

that serves franchise members by attempting to safeguard and enhance the business and regulatory environment of

the industry. It has over 30,000 members—franchisors, franchisees, and suppliers—that operate in more than 100
countries. Nevertheless, the IFA is highly selective, and not all companies applying for membership are accepted.
Referring to itself'as “The Voice of Franchising,” the [FA sponsors legal and government affairs conferences, franchise
management workshops, seminars on franchisor/franchisee relations, and trade shows. The IFA also champions

the causes of minority business groups. For example, the Women’s Franchise Committee (WFC), formed in 1996,
provides leadership conferences, mentoring programs, a network of professionals, and other services for women
franchisees.

Numerous federal and state agencies are involved in the franchise industry. Agencies such as the Federal Trade
Commission (http://www.ftc.gov), or FTC, provide information on franchise opportunities and enforce franchising
laws and regulations. Presale franchise disclosure practices are subject to special scrutiny by these agencies.

A third category of facilitators includes private businesses providing franchise information and consulting services
to franchisors and franchisees. For example, Franchise Connections (http://www.franchiseconnections.com) and
The Franchise Company (http://www.thefranchisecompany.com) are two businesses that assist with franchising
evaluation and offer development services.

3.5 Evaluating Franchise Opportunities

After making a decision to pursue a franchising opportunity, the prospective franchisee must identify a franchise
candidate and investigate it completely. As we discuss the investigation process, we will continue to use examples
involving Wing Zone, a takeout/ delivery restaurant franchise featuring buffalo wings.

3.5.1 Selecting a Franchise

With the growth of franchising over the years, the task of selecting an appropriate franchise has become easier.
Personal observation frequently sparks interest, or awareness may begin with exposure to an advertisement in a
newspaperormagazineoronthelnternet. Theheadlinesoftheseadvertisementsusuallyhighlightthefnancial and
personal rewards sought by the entrepreneur. Inc., Entrepreneur, and the Wall Street Journal are three examples of
publications that include advertisements of franchisors.

3.5.2 Investigating the Potential Franchise

Thenatureofthecommitmentrequiredinfranchisingjustifes carefulinvestigationofinformationonfranchising.
Basically, three sources of information should be tapped:

Independent third-party sources of information

» State and federal agencies are valuable sources of franchising information. Since most states require registration
offranchises,aprospectivefranchiseeshouldnotoverlookstateoffces asasourceofassistance.TheFederal
Trade Commission publishes the Franchise Opportunities Handbook, which is a useful directory of hundreds
of franchisors. Also, a comprehensive listing of franchisors can be found in the Franchise Opportunities Guide,
which is published by the International Franchise A ssociation. Launching a franchised business typically requires
asubstantialfnancial investment,usuallymanythousandsofdollars.Furthermore,thebusinessrelationship
generally continues over a period of years.

* The evaluation process is a two-way process. The franchisor wishes to investigate the franchisee, and the
franchisee obviously wishes to evaluate the franchisor and the type of opportunity being offered. Time i
required for this kind of analysis. It should be sceptical of a franchisor pressurising to sign a contract without
time for proper investigation.
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The franchisor as a source of information

*  Obviously, the franchisor being evaluated is a primary source of information. However, information provided
by a franchisor must be viewed in light of its purpose—to promote the franchise.

*  One way to obtain information about franchisors is to communicate directly with them. For example, when
wedecidedtoinvestigatethefranchiseWingZone,wefrst accesseditshomepage.Requestwasgivenforthe
information, and within a few days packet containing an attractive brochure and various marketing materials
reached. The brochure included such information as start-up costs and franchisees’ testimonials.

» Itisimportantforpotentialfranchiseesthatmanyofthefnancialfguresprovidedinthefranchisor’sinformation
packetareonlyestimates. Whileproftclaimsarebecomingmorecommon,reputablefranchisorsarecarefulnot
tomisrepresentwhatafranchiseecanexpecttoattainintermsofsales,grossincome,andprofts. Theimportance
ofearningstoaprospectivefranchiseemakesthesubjectofproftclaimsaparticularlysensitiveone.

*  After an entrepreneur has expressed further interest in a franchise by completing the application form and
thefranchisorhastentativelyqualifed thepotentialfranchisee,ameetingisusuallyarrangedtodiscussthe
disclosure document. A disclosure document is a detailed statement of such information as the franchisor’s
fnances, experience,size,andinvolvementinlitigation. Thedocumentmustinformpotentialfranchiseesof
any restrictions, costs, and provisions for renewal or cancellation of the franchise.

Existing and previous franchisees as sources of information

» There is better source of franchise facts than existing franchisees. Sometimes, however, the distant location of
other franchisees precludes a visit to their place of business. In that case, a simple telephone call can elicit that
person’sviewpoint.Ifpossible,talkalsowithfranchiseesthatleftthebusiness;theycanoffervaluableinsights
into their decision to give up the franchise.

3.5.3 Finding Global Franchising Opportunities

Agreatopportunitycontinuestoexistforsmallbusinessfrms intheUnitedStatestofranchiseinternationally.
Traditionally, U.S. franchisors did most of their international franchising in Canada because of that country’s
proximity and language similarity. This, however, has changed. A combination of events, including the structuring
of the European Union (EU) and the passage of the North American Free Trade Agreement (NAFTA), has opened
other foreign markets to U.S. franchisors.

Although the appeal of foreign markets is substantial, the task of franchising abroad is not easy. The challenges

of international franchising are described on the website of Gaebler Ventures in the following way: International
franchising is more risky than domestic franchising, but there’s a world of opportunity out there. Whether you are
a franchisor or a franchisee, international franchising could put you on track to achieve your business and personal
goals beyond your wildest dreams. But, be sure you understand some of the differences between international
franchising and domestic franchising. Unlike domestic franchising, international franchising requires an added
level of expertise, primarily around issues involved with doing business in an unfamiliar cultural context.

The good news is that the challenges of international franchising are not insurmountable. Regardless of whether you
are a current business owner exploring the possibility of franchising your company internationally or a potential new
business owner interested in opening a franchise abroad, you can take advantage of opportunities in international
franchising by addressing a few issues upfront.

Many sources of international franchising information are available to entrepreneurs. Many U.S. government
publications are helpful, as is the information on several websites, such as that of the International Herald-Tribune.
Also, individual foreign countries may host websites that contain useful information about franchising opportunities
inthatcountry;theBritishFranchising  Association’ssiteathttp://british-franchise.orgisoneexample.
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3.5.4 Legal Issues in Franchising

Last but not the least, one must consider the legal issues in franchising.

The franchise contract

The basic features of the relationship between the franchisor and the franchisee are included in the franchise contract.
This contract is typically a complex document, running to many pages. Because of its importance as the legal basis
for the franchised business, the franchise contract should never be signed by the franchisee without legal counsel.

In fact, reputable franchisors insist that the franchisee have legal counsel before signing the agreement. An attorney
may anticipate trouble spots and note any objectionable features of the contract. In addition to consulting an attorney,
a prospective franchisee should use as many other sources of help as practical.

In particular, he or she should discuss the franchise proposal with a banker, going over itin as much detail as possible.
Theprospectivefranchiseeshouldalsoobtaintheservicesofaprofessionalaccountingfrm inexaminingthe
franchisor’s statements of projected sales, operating expenses, and net income. An accountant can help in evaluating
the quality of these estimates and in identifying projections that may be unlikely to be realised.

One of the most important features of the franchise contract is the condition relating to termination and transfer
of the franchise. Some franchisors have been accused of devising agreements that permit arbitrary cancellation of
the franchise relationship. Of course, it is reasonable for the franchisor to have legal protection in the event that a
franchisee fails to obtain an appropriate level of operation or to maintain satisfactory quality standards.

The prospective franchisee should be wary of contract provisions that contain overly strict cancellation policies.
Similarly, the rights of the franchisee to sell the business to a third party should be clearly stipulated. A franchisor
who can restrict the sale of the business to a third party could potentially assume ownership of the business at an
unreasonably low price. The right of the franchisee to renew the contract after the business has been built up to a
successful operating level should also be clearly stated in the contract.

Franchise disclosure requirements

The offer and sale of a franchise are regulated by both state and federal laws. At the federal level, the minimum
disclosurestandardsarespecifed byRule436oftheFederalTradeCommission(FTC).Therule,formallyentitled
“Disclosure Requirements and Prohibitions Concerning Franchising and Business Opportunity Ventures,” went
into effect in October of 1979.

A guide to the rule can be found on the Federal Trade Commission’s website at http://www.ftc.gov/bep/franchise/
netrule.htm.Addressesofthestateoffces ~ administeringfranchisedisclosurelawscanbefoundathttp://www.ftc.
gov/bep/franchise/netdiscl.htm.

A document called the Uniform Franchise Offering Circular (UFOC) provides the accepted format for satisfying
the franchise disclosure requirements of the FTC. The original UFOC format was amended in April 1993 by its
creator, the North American Securities Administrators Association (NASAA). On January 1, 1996, all franchisors
using the UFOC disclosure format were obliged to abide by the new amendments.

The UFOC disclosure must include information on a variety of items, including litigation and bankruptcy history,
investment requirements, and conditions that would affect renewal, termination, or sale of the franchise. Most
franchise experts recommend that a franchisee’s attorney and accountant review the document. Another option for
the entrepreneur seeking to make his or her dream a reality is buying an existing business. In the next section, we
discuss some of the issues facing the individual who chooses this alternative.

37/]NU OLE



Entrepreneurship and Small Business Management

3.6 Buying an Existing Business

For would-be entrepreneurs, one alternative to starting from scratch or buying a franchise is to buy an established
business. The decision to purchase an existing business should be made only after careful consideration of the
advantages and disadvantages.

3.6.1 Reasons for Buying an Existing Business
The reasons for buying an existing business can be condensed into the following four general categories:

*  To reduce some of the uncertainties and unknowns that must be faced in starting a business from the ground
up
» To acquire a business with ongoing operations and established relationships with customers and suppliers

* To obtain an established business at a price below what it would cost to start a new business or to buy a
franchise

* To begin a business more quickly than by starting from scratch

Reduction of uncertainties
Asuccessfulbusinesshasalreadydemonstrateditsabilitytoattractcustomers,managecosts,andmakeaproft.
Althoughfutureoperationsmaybedifferent,thefrm’s pastrecordshowswhatitcandounderactualmarket

conditions. For example, just the fact that the location must be satisfactory eliminates one major uncertainty. A lthough
traffc countsareusefulinassessingthevalueofapotentiallocation,theacidtestcomeswhenabusinessopensits
doorsatthatlocation. Thistesthasalreadybeenmetinthecaseofanexistingfrm. Theresultsareavailableinthe
formofsalesandproft  data.Non-competeagreementsareneeded,however,todiscouragethesellerfromstarting

a new company that will compete directly with the one being sold.

Acquisition of ongoing operations and relationships

The buyer of an existing business typically acquires its personnel, inventories, physical facilities, established banking
connections, and ongoing relationships with trade suppliers and customers. Extensive time and effort would be
requiredtobuildtheseelementsfromscratch.Ofcourse,theadvantagederivedfrombuyinganestablishedfrm’s
assetsdependsonthenatureoftheassets.Forexample,afrm’sskilled,experiencedemployeesconstituteavaluable
assetonlyiftheywillcontinuetoworkforthenewowner. Thephysicalfacilitiesmustnotbeobsolete,andthefrm’s

relationships with banks, suppliers, and customers must be healthy. In any case, new agreements will probably have
to be negotiated with current vendors and leaseholders.

A new business owner who fails to carefully consider the nature of the assets may face some unpleasant surprises.
Consider the experience of Norman Savage. Shortly after buying a small mortgage company in Fort Wayne, Indiana,
Savage learned that the seller had given some employees 20 percent pay increases after the deal was made, effectively
buying for himself credit for being a generous boss and leaving the cost of that generosity for Savage to pay. In
addition,someofthefrm’s  businesslicenseswereabouttoexpire,andSavagehaddiffculty locatingthenecessary
documentstorenewthem. Totopitoff,oneoftheoffcecomputersneededtobereplaced.

On the other hand, Thomas J. Cerri encountered no such problems when he bought Mill Valley Lumber Company in
Mill Valley, California. He recalls, “When we took over, eight key employees stayed on with us, and it really made
all the difference.” The sales staff had nearly 100 years of experience among them and “seemed to be friends with
everyone in the area.” With a well-connected sales staff and other key employees staying on the job, Mill Valley
Lumber continued to enjoy a close relationship with its customers, despite the invasion of giant competitors like
Home Depot.
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A bargain price

If the seller is more eager to sell than the buyer is to buy, an existing business may be available at what seems to be
a low price. Whether it is actually a good buy, however, must be determined by the prospective new owner. Several
factors could make a “bargain price” anything but a bargain. For example, the business may be losing money, the
neighbourhood location may be deteriorating, or the seller may intend to open a competing business nearby. On
the other hand, if research indicates that the business indeed is a bargain, purchasing it is likely to turn out to be a
wise investment.

A quick start

Most entrepreneurs are eager to easily jump in their new business and may not be comfortable waiting the months
and years sometimes required to launch a business from scratch. Buying an existing business may be an excellent
way to begin operations much more quickly.

3.6.2 Finding a Business to Buy

Sometimes, in the course of day-to-day living and working, a would-be buyer comes across an opportunity to buy
an existing business. For example, a sales representative for a manufacturer or a wholesaler may be oftered an
opportunity to buy a customer’s retail business. In other cases, the prospective buyer needs to search for a business
to buy.

Sources of leads about businesses available for purchase include suppliers, distributors, trade associations, and
evenbankers.Realtorsparticularlythosewhospecialiseinthesaleofbusinessfrms andbusinesspropertiescan
also provide leads.

In addition, there are specialised brokers, called matchmakers, who handle all the arrangements for closing a buyout.
Alargenumberofmatchmakers,suchasCertifed BusinessBrokers(http://www.certif  edbb.com)inHouston,
Texas, deal with mergers and acquisitions of small and mid-sized companies in the United States. Entrepreneurs
needtobewaryofpotentialconficts  ofinterestwithmatchmakers,however.Forexample,ifmatchmakersarepaid
onlyifabuy—selltransactionoccurs,theymaybetemptedtodowhateverittakestoclosethedeal,evenifdoing

so is detrimental to the buyer.

3.6.3 Investigating and Evaluating Available Businesses

Regardless of the source of the lead, a business opportunity requires careful evaluation— what some call due diligence.
As a preliminary step, the buyer needs to acquire background information about the business, some of which can

be obtained through personal observation or discussion with the seller. Talking with other informed parties, such as
suppliers, bankers, employees, and customers of the business, is also important.

Relying on professionals

Although some aspects of due diligence require personal checking, a buyer can also seek the help of outside experts.
The two most valuable sources of outside assistance are accountants and lawyers. It is also wise to seek out others
who have acquired a business, in order to learn from their experience. Their perspective will be different from that
of a consultant, and it will bring some balance to the counsel received.

The time and money spent on securing professional help in investigating a business can pay big dividends, especially
whenthebuyerisinexperienced. However,thefnal consequencesofabusinesspurchase,goodandbad,areborne
bythebuyer,andthustheprospectivebuyershouldneverleavethefnal decisiontotheexperts.Foronething,it

is a mistake to assume that professionals’ help is either unbiased or infallible, particularly when their fees may be
greaterifthebusinessisacquired.Prospectivebuyersshouldseekadviceandcounsel,buttheymustmakethefnal

decision themselves, as it is too important to entrust to someone else.
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Finding out why the business is for sale

The seller’s real reasons for selling may or may not be the stated ones. When a business is for sale, always question
theowner ’sreasonsforselling. Thereisarealpossibilitythatthefrm isnotdoingwellorthatunderlyingproblems
existthatwillaffectitsfutureperformance. Thebuyerwillbedifferent;thereforeitisbettertotaketheseller’s

explanations at face value.

Here are some of the most common reasons that owners offer their businesses for sale:
* Old age or illness

* Desire to relocate to a different part of the country

* Decision to accept a position with another company

*  Unproftabilityofthebusiness

* Loss of an exclusive sales franchise

*  Maturing of the industry and lack of growth potential

A prospective buyer cannot be certain that the seller-owner will be honest in presenting all the facts about the business,
especiallyconcerningfnancial matters. Toofrequently,sellershave“cookedthebooks”ortakenunreportedcash
out of the business.

The only way for the buyer to avoid an unpleasant surprise later is to do his or her best to determine whether the
seller is an ethical person. The following story highlights the importance of investigating the honesty of people
selling a business:

Anemployeeataprivateequityfrm (acompanythatbuysorinvestsinothercompanies)wasresponsiblefor

expansion into Eastern Europe. He discovered an opportunity to invest in a manufacturing company that had been
formerlyownedbythegovernmentandrecentlyprivatised. Thechiefexecutiveoffcer ofthiscompanywaslikable

and highly competent. However, as the negotiations carried on for months, it was discovered that the CEO had been
convicted of embezzling money from his former employer and had ties to organised crime. In light of this discovery,
negotiations with the CEO were terminated immediately.

Theimportantlessoninthisstoryisthatbackgroundchecksonkeypersonnelshouldbethefrst actionperformed
when conducting due diligence.

Examining the fnancial data

Thefrst stageinevaluatingthefnancial  healthofafrm  istoreviewthefnancial  statementsandtaxreturnsfor
thepastfve yearsorforasmanyyearsastheyareavailable. Thisfrst stagehelpsdeterminewhetherthebuyer
and the seller are in the same ballpark. If so, the parties move on to the second stage (discussed in the next section)
valuingthefrm.

Todeterminethehistoryofthebusinessandthedirectioninwhichitismovingthebuyer,mustexaminefnancial
datapertainingtothecompany’soperation.Iffnancial statementsareavailableforthepastfve years,thebuyer
can use these to get some idea of trends for the business. As an ethical matter, the prospective buyer is obligated to
showthefnancial statementstoothers,suchasapotentiallenderorlegaladvisor,onlyonaneed-to-knowbasis.
Todootherwiseisaviolationoftrustandconfdentiality.

Thebuyershouldrecognisethatfnancial statementscanbemisleadingandmayrequirenormalisingtoyielda

realistic picture of the business. For example, business owners sometimes understate business income in an effort to
minimise taxable income. On the other hand, expenses for such entries as employee training and advertising may be
reduced to abnormally low levels in an effort to make the income look good in the hope of selling the business.
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Otherfnancialentriesthatmayneedadjustmentincludepersonalexpensesandwageorsalarypayments.For

example, costs related to personal use of business vehicles frequently appear as a business expense. Family members
may receive excessive compensation or none at all. All entries must be examined to ensure that they relate to the
business and are appropriate.

The buyer should also scrutinise the seller’s balance sheet to see whether asset book values are realistic. Property
often appreciates in value after it is recorded on the books. In contrast, physical facilities, inventory, and receivables
may decline in value, so their actual worth is less than their accounting book value. Although these changes in value
aregenerallynotrefectedintheaccountant’srecords,theyshouldbeconsideredbytheprospectivebuyer.

Valuing the business
Oncetheinitialinvestigationandevaluationhavebeencompleted,thebuyermustarriveatafairvalueforthefrm.

Valuing a business is not easy or exact, even in the best of circumstances. Despite the fact that buyers prefer audited
fnancial statements,manyfrms operatewithoutthem.Invaluingsuchfrms, thebuyerwillhavetorelyonfederal

tax returns and state sales tax statements. It may also be helpful to scrutinise invoices and receipts of customers and
suppliersaswellasthefrm’sbankstatements.

Although mumerous techniques are used for valuing a company, they are typically derivations of three basic
approaches:

* Asset-based valuation
*  Market-comparable valuation

e (Cashfowbasedvaluation

3.6.4 Non-quantitative Factors in Valuing a Business
There are a lot of factors for evaluating the current business. These factors include:

e Competition: The prospective buyer should look into the extent, intensity, and location of competing businesses.
In particular, the buyer should check to see whether the business in question is gaining or losing in its race with
competitors. Additionally, new competitors to the marketplace (for example, Wal-Mart) may dramatically change
anexistingfrm’slikelihoodofsuccess.Pastperformanceisnoguaranteecoffutureperformance.

*  Market: The ability of the market to support all competing business units, including the one to be purchased,
should be determined. This requires marketing research, study of census data, and personal, on-the-spot
observation at each competitor’s place of business.

*  Future community development: Examples of future developments in the community that could have an indirect
impact on a business include a change in zoning ordinances already enacted but not yet in effect, a change from
atwo-waytraffcfowtoaone-waytraffcfow,andthewideningofaroadorconstructionofanoverpass.

* Legal commitments: Legal commitments may include contingent liabilities, unsettled lawsuits, delinquent tax
payments, missed payrolls, overdue rent or instalment payments, and mortgages of record against any of the
real property acquired.

e Union contracts: The prospective buyer should determine what type of labour agreement, if any, is in force, as
wellasthequalityofthefrm’s  employeerelations.Privateconversationswithkeyemployeesandrank-and-fle
workers can be helpful in determining their job satisfaction and the company’s likelihood of success.

*  Buildings: The quality of the buildings housing the business should be checked, with particular attention paid
toanyfre hazards.Inaddition,thebuyershoulddeterminewhetherthereareanyrestrictionsonaccesstothe
buildings.

*  Product prices: The prospective owner should compare the prices of the seller’s products with those listed in
manufacturers’ or wholesalers’ catalogues and also with the prices of competing products in the locality. This is
necessarytoensurefullandfairpricingofgoodswhosesalesarereportedontheseller’sfhancialstatements.
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3.6.5 Negotiating and Closing the Deal

The purchase price of a business is determined by negotiation between buyer and seller. Although the calculated value
may not be the price eventually paid for the business, it gives the buyer an estimated value to use when negotiating
price. Typically,thebuyertriestopurchasethefrm forsomethinglessthanthefullestimatedvalue;ofcourse,the

seller tries to get more than that value.

In some cases, the buyer may have the option of purchasing the assets only, rather than the business as a whole. When
a business is purchased as a total entity, the buyer takes control of the assets but also assumes any outstanding debt,
includinganyhiddenorunknownliabilities. Evenifthefnancialrecordsareaudited,suchdebtsmaynotsurface.

If the buyer instead purchases only the assets, then the seller is responsible for settling any outstanding debts
previouslyincurred. Anindemnifcation  clauseinthesalescontractmayserveasimilarfunction,protectingthe
buyer from liability for unreported debt.

An important part of the negotiation process is the terms of purchase. In many cases, the buyer is unable to pay

the full price in cash and must seek extended terms. At the same time, the seller may be concerned about taxes on
theproft fromthesale. Termsmaybecomemoreattractivetothebuyerandthesellerastheamountofthedown

payment is reduced and/or the length of the repayment period is extended. Like a purchase of real estate, the purchase
ofabusinessisclosedataspecifc time.Atitlecompanyoranattorneyusuallyhandlestheclosing.Preferably,

the closing occurs under the direction of an independent third party. If the seller’s attorney is the closing agent,

the buyer should exercise caution—a buyer should never go through a closing without the aid of an experienced
attorney who represents only the buyer.

Anumberofimportantdocumentsarecompletedduringtheclosing. Theseincludeabillofsale,certifcations asto
taxing and other government regulations, and agreements pertaining to future payments and related guarantees to the
seller. Thebuyershouldapplyfornewfederalandstatetaxidentifcation numberstoavoidbeingheldresponsible

for past obligations associated with the old numbers.
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Summary

*  Franchises are also known as chain stores. They operate business under a special arrangement.

*  The buyout process usually begins when an interested purchaser or group of purchasers makes a formal buyout
offer to a company’s board of directors, who are the representatives of the company’s shareholders.

»  The training given by franchisors is invaluable to many small entrepreneurs because it compensates for weaknesses
in their managerial skills.

»  The costs of starting an independent business are often high, and the typical entrepreneur’s sources of capital
are quite limited.

*  Most franchised products and services are widely known and accepted.
»  Higher costs characterise the better known and more successful franchises.

* Franchisorsareconcernedabouttheimageoftheirbusinesses;makeeveryefforttocontrolhowfranchisees
conduct certain aspects of the franchise business.

* Frequently, individuals leave salaried employment for entrepreneurship because they dislike working under the
direct supervision and control of others.

*  Thepotentialvalueofafranchisingarrangementisdefned bytherightscontainedinalegalagreementknown
asthefranchisecontract;therightsitconveysarecalledthefranchise.

* The basic features of the relationship between the franchisor and the franchisee are included in the franchise
contract.

* A successful business has already demonstrated its ability to attract customers, manage costs, and make a
proft.

*  Most entrepreneurs are eager to easily jump in their new business and may not be comfortable waiting the
months and years sometimes required to launch a business from scratch.

* Although some aspects of due diligence require personal checking, a buyer can also seek the help of outside
experts.
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Self Assessment

1. The purchase price of a business is determined by between buyer and seller.
a. negotiation

b. closure of the deal
c. competition
d

relationship

2. may include contingent liabilities, unsettled lawsuits, delinquent tax payments, missed payrolls, overdue
rent or instalment payments, and mortgages of record against any of the real property acquired.
a. Legal commitments

b. Union contracts
c. Competition
d.

Community development

3. Franchises are also known as
a. legal commitments

b. chain stores
c. union contracts
d

legal agreement

4.  Which of the following is not the source of information tapped for investigating the potential franchise?
a. Independent third-party sources

b. The franchisors themselves
c. Existing and previous franchisees
d

Negotiation between buyer and supplier

5. Whichofthefollowingisthefrststepforevaluatingafranchiseeopportunity?
a. Selecting a franchise

b. Investigating the potential franchise
c. Finding global franchising opportunities
d

Considering legal issues in franchising

6. Which of the following statements is false?
a. After making a decision to pursue a franchising opportunity, the prospective franchisee must identify a
franchise candidate and investigate it completely.
b. With the growth of franchising over the years, the task of selecting an appropriate franchise has become
diffcult.

c. Piggyback franchising refers to the operation of a retail franchise within the physical facilities of a host
store.

d. Amasterlicenseeisafrm  orindividualwhichhaveacontinuingcontractualrelationshipwithafranchisor
to sell its franchises.
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10.

Which of the following statements is false?

a. Masterlicenseesareresponsibleforfndingnewfranchiseeswithinaspecifedterritory.

b. Thepotentialvalueofafranchisingarrangementisdefned

known as the franchise contract.

c. The rights conveyed by franchise contract are called the franchisor.

bytherightscontainedinalegalagreement

d. In business, franchising describes a unique type of business option that offers entrepreneurs the possibility
of reducing the overall risk associated with buying an independent business or starting a business from

scratch.

A may be a manufacturer or another channel member (a wholesaler or retailer) that has an attractive

business concept worthy of duplication.
a. franchisor

b. customer
c. distributor

d. businessman

Which of the following is not a franchise facilitator?

a. Industry associations
b. State agencies
c. Consultingfrms

d. National agencies

Match the following.

1. Franchise party

Primary source of information

2. Franchise facilitator

Serendipity

3. Evaluation process

Two-way process

4. Franchisor

Slo %>

Company-owned stores

1-A, 2-D, 3-B, 4-C
1-C, 2-D, 3-B, 4-A
1-B, 2-A, 3-D, 4-C
1-D, 2-B, 3-C, 4-A

e o o e
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Chapter IV

Developing the New Venture Business Plan

Aim

The aim of this chapter is to:

* introduce the purpose of business plan in small business

* recognise importance of selecting a good location for small scale business

* identifyfnancingoptionsavailableforsmallbusiness

Objectives

The objectives of this chapter are to:

* analyse the business plans for small scale industry

» explain the type of loans available for small scale business

e discusstheneedforfnancialconsiderations

Learning outcome

At the end of this chapter, you will be able to:

» understand the need and purpose of a business plan
* knowthedifferentfnancialoptions

» discussthebeneftsofagoodlocatio  n for small scale industry
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4.1 Introduction

A business plan is a formal statement of a set of business goals, which are believed to be attainable, and the plan for
reaching those goals. It may also contain background information about the organisation or team attempting to reach
those goals. Business plans may also target changes in perception and branding by the customer, client, tax-payer,

or larger community. When the existing business is to assume a major change or when planning a new venture a 3

to 5 year business plan is required, since investors will look for their annual return in the 3 to 5 year time.

4.2 The Purpose of a Business Plan

There is no one correct formula for a business plan. After all, no one plan will work in all situations. But, in general,
a business plan is a document that outlines the basic idea underlying a business and describes related start-up
considerations.Abusinessplanisanentrepreneur’sgameplan;itcrystallisesthedreamsandhopesthatmotivate

an entrepreneur to take the start-up plunge. The business plan should lay out your basic idea for the venture and
include descriptions of where you are now, where you want to go, and how you intend to get there.

DavidGumpert,whoheadeduptheMITEnterpriseForum,offersaconciseandpracticaldefnition ofabusiness
plan, “It’s a document that convincingly demonstrates that your business can sell enough of its product or service
tomakeasatisfactoryproft — andtobeattractivetopotentialbackers.”ForGumpert,thebusinessplanisessentially
asellingdocumentusedtoconvincekeyindividuals,bothinsideandoutsidethefrm, thattheventurehasreal
potential. Equally important, it is an opportunity to convince yourself, the entrepreneur, that what appears to be a
good idea is also a good investment opportunity, both economically and in terms of your personal goals.

Fig. 4.1 Users of business plan
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

For the entrepreneur starting a new venture, a business plan has three basic objectives:
» To identify the nature and the context of the business opportunity i.e., why does such an opportunity exist
»  To present the approach the entrepreneur plans to use to exploit the opportunity

* To recognise factors that will determine whether the venture will be successful
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Thefgure givenaboveprovidesanoverviewofthosewhomighthaveaninterestinabusinessplanforanew
venture.

Thefrstgroupconsistsoftheinternalusersoftheplan:
*  The entrepreneur

*  Thenewfrm’smanagementandemployees

Thesecondgroupconsistsofoutsiderswhoarecriticaltothefrm’ssuccess:
» Its prospective customers

*  Suppliers

* Lenders

¢ Investors

4.2.1 Need of Business Plan

Thejustifcation usedfornotwritingabusinessplangoessomethinglikethis:“Companiesthatstartupbasedon
business plans are no more successful than those that do not.” It is true that studies attempting to measure the success
of entrepreneurs with business plans against the success of those without have produced mixed results.

Given what we know about Apple, Calvin Klein, and other businesses started without business plans, clearly having
a business plan is not a prerequisite for success. This simply tells us that the business plan is not the business. It
may well be that some entrepreneurs spend untold hours writing a 60-page business plan with another 50 pages of
appendixes but never follow the plan.

In such cases, writing the plan was a waste of time. If the plan is not going to lead to action, there is no need to bother
to write it. Only if you execute the business plan, it has a good chance of making a difference. Thomas Stemberg,
the founder of Staples who later became a venture capitalist, says it well.

4.3 Marketing of Small Business

Marketing is always different things to different people. Some entrepreneurs view marketing as simply selling a
productorservice.Othersseemarketingasthoseactivitiesdirectingthefow ofgoodsandservicesfromproducer
to consumer or user. In reality, small business marketing is much broader. It consists of many activities, some of
which occur even before a product is produced and made ready for distribution and sale.

Acomprehensivedefnition ofsmallbusinessmarketinghelpstoconveyitstruescopetoentrepreneurs.Small

business marketing consists of those business activities that direct the creation, development, and delivery of'a bundle
of satisfaction from the creator to the targeted user and that satisfy the targeted user. It should be noticed that this
defnition emphasisestheconceptofabundleofsatisfaction,i.e.,acoreproductandorserviceplusallitsimportant
extras.Itmaybehelpfultoviewaproduct/serviceashavingthreelevelsasseeninthefguregivenbelow.

*  Core product/service
* Actual product/service

*  Augmented product/ service

Thecoreproduct/serviceisthefundamentalbeneft orsolutionsoughtbycustomers. Theactualproduct/serviceis
thebasicphysicalproduct/servicethatdeliversthosebenefts. Theaugmentedproduct/serviceisthebasicproduct/
serviceplusextraorunsolicitedbeneftstotheconsumerthatmaypromptapurchase.

Inthecaseoftelevision,forexample,thecoreproductisentertainmentand/orinformation(thenews);theactual

product is the physical television set. The augmented product might include the ability to vote on acts that appear
on American Idol or the ability to watch a live sports event.
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Fig. 4.2 The three levels of a product/service
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Ultimately, a business provides satisfaction to its customers, not merely the tangible product or intangible service that
is the focus of the exchange. Let us consider Blue Nile Incorporated, which sells engagement rings and other jewellery
throughwebsite. AlthoughJewelleryisitscoreproduct,thebundleofsatisfactionthefrm providesincludesmore

than jewellery. In keeping with the company’s strong commitment to helping customers make the right purchase,
Blue Nile’s website provides a great deal of extra information. This assistance, along with competitive prices and
free shipping, is part of the bundle of satisfaction offered. And it appears to be working well.

4.3.1 Marketing Plan

After the entrepreneur’s idea has been examined and judged to be a viable opportunity, whether he or she is ready
topreparetheformalmarketingplan.Eachbusinessventureisdifferent;therefore,eachmarketingplanisunique.

An entrepreneur should not feel it necessary to develop a cloned version of a plan created by someone else i.¢.,
even the one suggested by the authors of this textbook. Nevertheless, most marketing plans should cover market
analysis, the competition, and marketing strategy.

Marketing Research )

The Marketing Plan
*Market Analysis
*TheCompetition
*MarketingStrategy
*Product/Service

*Distribution
*Promotion
*Pricing

Market Segmentation ) Sales Forecasting )

Fig. 4.3 Marketing plan and supporting marketing activities
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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4.3.2 Market Analysis

In the market analysis section of the marketing plan, the entrepreneur describes the target market. This description
ofpotentialcustomersiscommonlycalledacustomerprofle.

Marketing research information, compiled from both secondary and primary data, can be used to construct this
profle.Adetaileddiscussionofthemajorbenefts tocustomersprovidedbythenewproductorserviceshouldalso
beincludedinthissectionoftheplan.Obviously,thesebenefts mustbereasonableandconsistentwithstatements

in the product/service section of the plan. The review the following excerpt from the “Market Needs” section of the
marketing plan of Adorable Pet Photography, a home-based business located in Atlanta, Georgia.

Ifanentrepreneurenvisionsseveraltargetmarkets,eachsegmentmusthaveacorrespondingcustomerprofle.

Likewise, different target markets may call for an equal number of related marketing strategies. Typically, however,
a new venture will initially concentrate on a select few target markets or even just one. Another major component
of market analysis is the actual sales forecast. It is usually desirable to include three sales forecasts covering the
“most likely,” “pessimistic,” and “optimistic” scenarios. These scenarios provide investors and the entrepreneur
with different numbers on which to base their decisions.

4.3.3 Competition

Frequently, entrepreneurs ignore the reality of competition for new ventures, believing that the marketplace contains
no close substitutes or that their success will not attract other entrepreneurs. This is simply not realistic. Existing
competitorsshouldbestudiedcarefully,andtheirkeymanagementpersonnelprofled.Abriefdiscussionof

competitors’ overall strengths and weaknesses should be a part of the competition section of the plan. Also, related
products currently being marketed or tested by competitors should be noted.

Anassessmentshouldbemadeofthelikelihoodthatanyofthesefrms willentertheentrepreneur ’stargetmarket.
A SWOT analysis is always a good idea. It is important that your company have a clear understanding of what it
does well (strengths), what it doesn’t do so well (weaknesses), available market opportunities, and threats from
competitors as well as from changes in the company’s operating environment (social, technological, economic,
political, and other environmental variables).

4.3.4 Marketing Strategy

A well-prepared market analysis and competition discussions are important to the formal marketing plan. But the
information on marketing strategy forms the most detailed section of the marketing plan and, in many respects, is
subject to the closest scrutiny from potential investors. Such a strategy plots the course of the marketing actions
that will make or break the entrepreneur’s vision.

Four areas of marketing strategy that should be addressed include:

*  Product decisions that will transform the basic product or service idea into a bundle of satisfaction
* Distribution activities regarding the delivery of the product to customers

* Pricing decisions that will set an acceptable exchange value on the total product or service

*  Promotion activities that will communicate the necessary information to target markets
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4.4 Location Plan

An entrepreneur has several options when deciding where to locate his or her business either:
* In a brick-and- mortar building

* Athome

*  On the Web

* In some combination of the above places

Thelnternethasradicallytransformedhowbusinessisconducted;itisnowthelocationofchoiceformany
entrepreneurs. The online auction site eBay is a shining example of what’s possible on the Internet.

The entrepreneur when decides to purchase a franchise or an existing business usually receives considerable location
guidancefromthefranchisorormembersoftheexistingfrm. Butfortheentrepreneurwhochoosestostartaventure

from scratch, the location decision is very time consuming. Regardless of how the decision is made, all location
intentions should be described in the business plan.

In many cases, the choice of a location is a one-time decision. However, an entrepreneur may later consider relocating
the business to reduce operating costs or gain other advantages. Here consideration is required for three primary
options for the initial location decision, a traditional physical building, the entrepreneur’s home, and a website on
the Internet.

Although we recognise that the Internet can be an integral part of operations for both a traditional and a home-based
business,wetreate-commerceventuresinaseparatecategorybecauseofthelnternet’ssignifcance asasolesales
outletforthesesmallbusinesses. ~ Thefguregivenbelowdepictsthethreelocationoptions.

N a Entrepreneur’s
Traditional

Home

Brick-and-Mortar Store ﬁ
N

‘Web-Based
Startup

"

Fig. 4.4 Location options for the start-up
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

4.4.1 Importance of Location Decision

The importance of the initial decision is where to locate a traditional physical building, a brick-and-mortar store
which is underscored by both the high cost of such a store and the hassle of pulling up stakes and moving an
established business. Also, if the site is particularly poor, the business may never become successful, even with
adequatefnancing andsuperiormanagerialability. Theimportanceoflocationissoclearlyrecognisedbynational
chains that they spend thousands of dollars investigating sites before establishing new stores.
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The choice of a good location is much more vital to some businesses than to others. For example, the site chosen for
a dress shop can make or break the business because it must be convenient for customers. In contrast, the physical
locationoftheoffce  ofapaintingcontractorisoflessimportance,sincecustomersdonotneedfrequentaccessto

the facility. Even painting contractors, however, may suffer if their business site is poorly chosen.

4.4.2 Factors in Selecting a Good Location
Fivekeyfactorsareshowninfguregivenbelowtoguidethelocationselectionprocess:
*  Customer accessibility

*  Business environment conditions

*  Availability of resources

*  The entrepreneur’s personal preference

» Site availability and costs

Other factors relevant to location include neighbour mix, security and safety, services, past tenants’ fate, and the
life-cycle stage of the area. In this particular situation, one factor may carry more weight than others. However, each
ofthefvekeyfactorsshouldalwayshavesomeinfuenceonthefnallocationdecision.

Optimum

Customer Location Resource
Accessibility j\ / Availability )
Business Env1ronment @ Entrepreneur’s )

Conditions Personal Preference

Site Availability
and Costs J

Fig. 4.5 Five key factors in determining a good business location
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Customer accessibility
Customeraccessibilityisanimportantconsiderationinselectingalocation.Retailoutletsandservicefrms are
typical examples of businesses that must be located so as to make access convenient for target customers. Rarely will
customers be willing to regularly travel long distances to shop. Many products, such as snack foods and gasoline, are
conveniencegoods,whichrequirearetaillocationclosetotargetcustomers;otherwise,consumerswillsubstitute
competitive brands when a need arises. Services such as tire repair and hair styling also require a location readily
accessible to customers.

Choosing the best location for a retail store used to be a hit-ormiss proposition. The recent emergence of site-
selectionsoftwarehasremovedmuchoftheguessworkfromfnding agoodlocation.Itspopularityhastakenoff
as the software has become more sophisticated and user-friendly.

Site-selection software programs can now give users access to demographic information such as age, income, and
raceforspecifc  neighbourhoods,aswellasinformationonotherbusinesseslocatednearby,climate,traffc fow,
and more. Convenient access for customers is one reason small businesses have successfully created such a strong
presence on the Internet. With the appropriate computer connection, customers can access a small business’s home
page from anywhere in the world.
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Business environment conditions

A start-up business is affected in a number of ways by the environment in which it operates. Environmental conditions
canhinderorpromotesuccess. Weatherisoneimportantenvironmentalfactorthatinfuences thelocationdecision,

as well as the demand for many products such as air conditioners and outdoor swimming pools. Environmental
issues were particularly important to entrepreneur Tsering Gyalzen, who planned to build a cybercafé, containing
eight laptop computers and solar-powered generators, at the 17,400-foot-high base camp of Mount Everest. He

will be forced to construct a temporary structure because the base camp sits on a glacier that moves several inches
each day.

Competition, legal requirements, and tax structure are a few of the other critical environmental factors. Every
entrepreneurseeksprofts; therefore,allfactorsaffectingthefnancial  pictureareofgreatconcern.Stateandlocal
governments can help or hinder a new business by forgiving or levying taxes. Obviously, the best time to evaluate
environmental conditions is prior to making a location commitment.

While most efforts of state and city governments are designed to support start-ups, most cities have regulations that
restrict new business operations under certain circumstances.

For example, cities have zoning ordinances that may limit the operations of home-based businesses. Limitations
typicallyrelatetovehiculartraffc andparking,signage,nonrelatedemployeesworkinginahome,theuseofa

home more as a business than as a residence, the sale of retail goods to the public, and the storage of hazardous
materials and work-related equipment.

Availability of resources

The availability of resources associated with producing a product and operating a business should be considered
in selecting a location. Raw materials, labour supply, and transportation are some of the factors that have a bearing
on location. Nearness to raw materials and suitability of labour supply are particularly critical considerations in the
location of a manufacturing business.

e  Suitability of labour supply: A manufacturer’s labour requirements depend on the nature of its production
process. Availability of workers, wage mates, labour productivity, and a history of peaceful relations with
employeesareallparticularlyimportantconsiderationsforlabour-intensivefrms. Insomecases,theneed
forsemiskilledorunskilledlabourjustifes  locatinginanareawithsurpluslabour.Inothercases,frms fnd it
desirable to seek a pool of highly skilled labour.

* Availability of transportation: Accesstogoodtransportationisimportanttoalmostallfrms.Forexample,good
highways and bus systems provide customers with convenient access to retail stores. For small manufacturers,
quality transportation is especially vital. They must carefully evaluate all the trucking routes that support their
transportation needs, considering the costs of both transporting supplies to the manufacturing location and
shippingthefnished producttocustomers.lItiscriticalthattheyknowwhetherthesecostswillallowtheir
product to be competitively priced.

Personal preference of the entrepreneur

As a practical matter, many entrepreneurs discount customer accessibility, business environment conditions, and
resource availability and consider only their personal preference in locating a business. Often, their personal preference
istostayintheirhomecommunity;thepossibilityoflocatingelsewhereneverenterstheirmind.Ontheotherhand,

locating a business in one’s home community is not necessarily illogical. In fact, it offers certain advantages.

From a personal standpoint, the entrepreneur generally appreciates and feels comfortable with the atmosphere of the
home community, whether it is a small town or a large city. From a practical business standpoint, the entrepreneur
canmoreeasilyestablishcredit. Hometownbankerscanbedealtwithmoreconfdently, andotherbusinesspersons
may be of great service in helping evaluate a given opportunity.
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Site availability and costs

Onceanentrepreneurhassettledonacertainareaofthecountry,aspecifc sitemuststillbechosen.Theavailability

of potential sites and the costs associated with obtaining them must be investigated. Site availability should be
after evaluating a site for his new business, one entrepreneur is said to have exclaimed, “It must be a good site, |
know of four businesses that have been there in the last two years!” Fortunately, such a misguided approach to site
evaluation is not typical of entrepreneurs, many of whom recognise the value of seeking professional assistance in
determining site availability and appropriateness.

If an entrepreneur’s top choices are unavailable, other options must be considered. One choice is shared facilities.

In recent years, business incubators have sprung up in all areas of the country. A business incubator is a facility

that rents space to new businesses or to people wishing to start businesses. Incubators are often located in recycled
buildings,suchasabandonedwarehousesorschools. Theyservefedgling businessesbymakingspaceavailable,
offering management advice, and providing clerical assistance, all of which help lower operating costs. An incubator
tenantcanbefullyoperationalthedayaftermovingin,withoutbuyingphones,rentingacopier,orhiringoftce

employees.

Ultimately, the site selection process must depend on evaluation of relevant costs. The costs involved in building on
anew site may be prohibitive, or the purchase price of an existing structure may exceed the entrepreneur’s budget.
Assuming that a suitable building is available, the entrepreneur must decide whether to lease or buy. Although
ownershipconfersgreaterfreedominthemodifcation anduseofabuilding,theadvantagesofleasingusually
outweighthesebenefts. Werecommendthatmostnewfrmsleasefortworeasons:

* Alargecashoutlayisavoided. Thisisimportantforanewsmallfrm, whichtypicallylacksadequatefnancial
resources.

* Riskis reduced by avoiding substantial investment and by postponing commitments for space until the success
of the business is assured and the nature of building requirements is better known.

When entering into a leasing agreement, the entrepreneur should check the landlord’s insurance policies to be sure
there is proper coverage for various types of risks. If not, the lessee should seek coverage under his or her own

policy. It is important to have the terms of the leasing agreement reviewed by an attorney.

4.4.3 Attraction of Home-Based Business

Themainattractionsofahome-basedbusinessrelatetofnancial andfamilylifestyleconsiderationsasgivenin
fgurebelow.
Primary Income 18%
Second, Part-Time Income 36%
To Be Own Boss 21%
Family Responsibilities 12%

Health, No Work, New

)
Challenge, or Other Reasons 12%

Fig. 4.6 Entrepreneurs’ reasons for operating a home-based business
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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Financial considerations

Like most business ventures, a home-based business has an important goal, earning money and locating at home
helpsincreaseprofts byreducingcosts.ThiswasthemotivationofBiancaWright,whodoesfreelancewritingfor
magazines.Sheneededacomputer,offcesupplies,andanInternetconnectionforherhome-basedbusinessventure.

With the ups and downs of the advertising industry, Donavan Andrews, 31, and Stephen Smyk, 35, thought it would
bebesttostarttheirfedglingadvertisingagencyintheirhome.

Receiving full compensation for her work was Rose Anne Raphael’s motivation for starting a home-based business.
Her boyfriend noticed that her employer was billing clients more than seven times as much as Raphael was earning.
“T was getting paid $17 an hour and the company was billing clients at $125 an hour for my work. That’s when I
thoughtlhadtheopportunitytobecomeself-employed,”’saysRaphael.She’sbeenrunningapublic-relationsfrm

out of a one-bedroom apartment.

Family lifestyle considerations

Many young entrepreneurs remain in a family business because of close family ties. Similarly, entrepreneurs who
locate business operations in the home are frequently motivated by the desire to spend more time with family
members. Consider the following examples.

JoyceThomas,47,0wnsChinoHills,California—basedMedicalR eimbursementSpecialists(MRS),aMedicare-
compliance company. MRS started out handling electronic claims for local physicians. After two years, Thomas
decidedtouseherexperiencetotrainotherwomentoprocessclaimsfromtheirhomes.ShehelpedstartS00aftliate
businesses across the country and won contracts with hospitals nationwide.

4.4.4 Technology and Challenges of Home-Based Business

The challenges of home-based businesses are mainly on their location. Advancements in business-application
technology are a major catalyst in the rapid growth of home-based businesses. Personal computers, fax machines,
voice mail, and e-mail are among the technological tools that help the home-based business compete effectively
with commercial-site businesses. Such technology makes it possible to operate many types of businesses almost
anywhere. One important technological tool available to home-based businesses is the Internet. Millions of small
frms, whicharebasedathome,areusingwebsitestosellproductsandservices. Virtuallyeveryproductsoldin

traditional retail outlets is now sold over the Internet.

Justasmostbusinesseslocatedatcommercialsiteshavetheirproblems;home-basedbusinessesfacespecial
challengesattributabletotheirlocation. Wewillbriefy examinetwoofthesechallenges,businessimageandlegal
considerations.

Business image

Maintaining an image of professionalism, while working at home is a major challenge for home-based entrepreneurs.
Allowing young children to answer the telephone, for example, may undermine a professional image. Likewise, a
baby crying or a dog barking in the background during a phone call can be distracting to a client.

Ifclientsorsalespeoplevisitthehome-basedbusiness,itiscriticalthataprofessionaloffce areabemaintained.
Spacelimitationssometimesmakethisdiffcult.

Legal considerations

Some local laws pose a problem for home-based businesses. Zoning ordinances, for example, regulate the types of
enterprises permitted in various geographical areas. Some cities outlaw any type of home-based business within city
limits. Many zoning laws, dating as far back as the 1930s, have never been updated. The intent of such laws is to
protect a neighbourhood’s residential quality by preventing commercial signs and parking problems. There is also tax
issues related to a home-based business. Generally, a separate space must be clearly devoted to business activities in
orderfortheentrepreneurtoclaimataxdeduction. Acertifed publicaccountantcanbehelpfulinexplainingthese

tax regulations. Insurance considerations may also affect a home-based business. An entrepreneur’s homeowner’s
policy is not likely to cover business activities, liabilities, and equipment.
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4.4.5 Start-Up Business on Internet

We currently live in a digital economy fuelled by the tremendous growth of the Internet. Access to the Internet
continues to transform the way we live and the way business is conducted. It is important for aspiring entrepreneurs
to learn as much as they can about cyberspace because there’s opportunity online.

Few primary questions to be addressed include:
*  What is the Internet and how does it support e-commerce?
*  Whatbeneftsdoese-commerceofferthestart-up?

*  Whatbusinessmodelsrefectane-commercestrategy?

4.4.6 E-Commerce Business Model

E-commerce means electronic commerce, or the paperless exchange of business information via the Internet. It is
an alternative means of conducting business transactions that traditionally have been carried out by telephone, by
mail, or face to face in brick-and-mortar stores. It is logical to study the circumstances surrounding e-commerce in
order to uncover the opportunities the Internet offers as a start-up location.

Let’s begin by examining some existing e-commerce business models. The term business model describes a group
ofsharedcharacteristics,behaviours,andgoalsthatafrm followsinaparticularbusinesssituation.Onlinebusiness
frms differintheirdecisionsconcerningwhichcustomerstoserve,howbesttobecomeproftable, andwhattoinclude
on their websites. The real world of e-commerce contains endless combinations of business models. However, it is
important to keep in mind that a poorly devised business model can be a major factor in business failure.

Type of customers served
Marketingtheoryclassifestraditionalbrick-andmortarfrmsasmanufacturers,wholesalers,orretailers,depending

on the customers they serve. E-commerce businesses also are commonly distinguished according to customer focus.
There are three major categories of e-commerce business models:

*  Business-to-business models

1 (B2B)model(sellingtobusiness  customers)aresignifcantlygreaterthanthosefor frms withabusiness-
to-consumer(B2C)model(sellingtofnal ~ consumers).BecauseB2Bsuccessstoriesgenerallyreceiveless
publicity than B2C ventures do, the potential of a B2B opportunity may be overlooked. Aspiring entrepreneurs
shouldbesuretoconsidertheB2Bmodel. AlIB2Bfrms donotlookalike.OneformofB2Bstrategy
emphasisessalestransactions.Byusingonlinecapabilities,aB2Bfrm canachievegreatereffciency inits
selling and buying. International Business Machines (IBM) is a good example. By dealing directly with its
corporatecustomersonline,itisabletobuilditscomputersystemsandrelatedproductstomeetthespecifc
needs of its customers. As much as IBM relies on the Internet to deliver its business solution, it also has an
extensive sales force and consulting services to deliver value to its many customers worldwide.

*  Business-to-consumer models
] IncontrasttoaB2Bmodel,abusiness-to-consumer(B2C)modelhasfnal consumersascustomers.Inthe
traditional retail setting, customers generally approach a business location (a brick-and-mortar store) with the
intent of shopping or purchasing. Alternatively, customers might purchase via telephone or mail order, using
a printed catalogue. The B2C model introduces another alternative for consumers for buying online.

*  Auction site models
71 Here, some entrepreneurs sell their wares over the Internet without either a website or a storefront, by means
of'e-commerce sites based on the auction site model. Internet auction sites are Web-based businesses o ffering
participantsthefnal consumersandbusinesses,theabilitytolistproductsforbiddingbypotentialbuyers.
Revenues to the auction site are derived from listing fees and commissions on sales.
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4.5 Financial Forecasting

Usingthebasicfnancialinformationdiscussedhelpsanowner-managercandevelopproformafnancialstatements,
orprojectedfnancial statements.Thenecessityoffnancial  forecastingisdescribedquiteaptlybysmallbusiness
consultant Paul A. Broni:

Thepwurposeofproformafnancialstatementsistoanswerthreequestions:

* Howproftablecanthefrm  beexpectedtobe,giventheprojectedsaleslevelsandtheexpectedsales—expense
relationships?

*  Howmuchandwhattypeoffnancing(debtorequity)willbeused?

*  Willthefrm haveadequatecashfows?  Ifso,howwilltheybeused;ifnot,wherewilltheadditionalcash

come from?
Preparinghistoricalfnancial —statements,suchasincomestatements,balancesheets,andcashfow statements,is
notadiffcult task;accountantshaveperfectedthatprocess.Projectingthefnancials foranewcompanyisanother

matter, however, and presents a real challenge.

Forecasting proftability

Profts rewardanownerforinvestinginacompanyandconstituteaprimarysourceoffnancing forfuturegrowth.
Therefore,itiscriticalforanentrepreneurtounderstandthefactorsthatdriveprofts. Afrm’s netincomeisdependent
onfvevariables:

* Amount of sales: The dollar amount of sales equals the price of the product or service times the number of
units sold or the amount of service rendered.

*  Cost of goods sold:Costofgoodssoldisthecostofproducingorpurchasingthefrm’s productsorservices.
Thesecostscanbeeitherfxed (thosethatdonotvarywithachangeinsalesvolume)orvariable(thosethat
change proportionally with sales).

*  Operating expenses: These expenses relate to marketing and distributing the product, general and administrative

expenses,anddepreciationexpenses. Aswithcostofgoodssold,operatingexpensescanbefxed orvariable
in nature.

e Interest expense: An entrepreneur who borrows money agrees to pay interest on the loan principal. For example,

a loan of $25,000 for a full year at a 12 percent interest rate results in an interest expense of $3,000 for the year
(0.12 _ $25,000).

* Taxes:Afrm’sincometaxesarefguredasapercentageoftaxableincome(earningsbeforetaxes).

4.6 Sources of Financing

Wheninitiallyfnancing asmallbusiness,anentrepreneurwillrelyonpersonalsavingsandthenseekfnancing
from family and friends. If these sources are inadequate, the entrepreneur may then turn to more formal channels
offnancing,suchasbanksandoutsideinvestors.

Thefgure belowgivesanoverviewofthesourcesoffnancing ofsmallercompanies.Asindicated,somesourcesof
fnancing, suchasbanks,businesssuppliers,asset-basedlenders,andthegovernmentwhichareessentiallylimited
toprovidingdebtfnancing.  Equityfnancing formostentrepreneurscomesfrompersonalsavingsand,inrare
instances, from selling stock to the public. Other sources including friends and family, other individual investors,
venturecapitalists,andlargecorporationsmayprovideeitherdebtorequityfnancing, dependingonthesituation.
Keepinmindthattheuseoftheseandothersourcesoffundsarenotlimitedtoastart-up’sinitialfnancing. Such
sourcesmayalsobeusedtofnanceafrm’sday-to-dayoperationsandbusinessexpansions.
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Inpresentingthedifferentsourcesoffnancingforsmallercompanies,wewilllookat

*  Sources “close to home”—personal savings, friends and family, and credit cards
*  Bankfnancing,whichbecomesaprimaryfnancingsourceasthefrmgrows

*  Business suppliers and asset-based lenders

*  Private equity investors

*  The government

» Large companies and stock sales
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\
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\
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\
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Asset-Based Lenders

Equity Debt

Government-Sponsored Programs

Venture Capital Firms

A

Community-Based Financial Institutions

Large Corporations

Public Sale of Stock

A

— N

Fig. 4.7 Sources of funds
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

4.6.1 Sources Close to Home

Thesearchforfnancial —supportusuallybeginsclosetohome.Theaspiringentrepreneurbasicallyhasthreesources
ofearlyfnancing:personalsavings,friendsandfamily,andcreditcards.

Personal savings

It is imperative for an entrepreneur to have some personal investment in the business, which typically comes from
personalsavings.Indeed,personalsavingsisbyfarthemostcommonsourceofequityfnancing usedinstartinga
new business. With few exceptions, the entrepreneur must provide an equity base. A new business needs equity to
allowforamarginoferror.Initsfrst fewyears,afrm canillaffordlargefxed  outlaysfordebtrepayment.Also,
a banker—or anyone else for that matter—is unlikely to loan venture money if the entrepreneur does not have his
or her own money at risk, which is sometimes referred to as “having skin in the game.”

Friends and family

Personalsavingsistheprimarysourceoffnancing formostsmallbusinessstart-ups,withfriendsandfamily
followinginadistantsecondplace.Thefgure givenbelowshowsthatfriends,closefamily,andotherrelatives
provide almost 80 percent of start-up capital from personal sources beyond the entrepreneur’s personal savings.
Entrepreneurswhoacquirefnancing  fromfriendsandfamilyareputtingmorethanjusttheirfnancial futureson
the line as they’re putting important personal relationships in jeopardy, too.

However, friends and relatives who provide business loans sometimes feel that they have the right to offer suggestions
concerning the management of the business. Also, hard business times may strain the relationship. But if relatives
andfriendsare theonlyavailablesourceoffnancing,  theentrepreneurhasnoalternative. Tominimisethechance

of damaging important personal relationships, the entrepreneur should plan to repay such loans as soon as possible.
In addition, any agreements made should be put in writing, as memories tend to become fussy over time.
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Fig. 4.8 Sources of personal capital for small frms
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Forsomeonewhocannotacquiremoretraditionalfnancing, suchasabankloan,creditcardfnancing maybe
an option, but a necessary one. The interest costs can become overwhelming over time, especially because of the
tendencytoborrowbeyondtheabilitytorepay.Soitisessentialthatanentrepreneurusingcreditcardfnancing be

extremely self-disciplined to avoid becoming over-extended.

4.6.2 Bank Financing

Commercial banks are the primary providers of debt capital to small companies. However, banks tend to limit their
lendingtoprovidingfortheworking-capitalneedsofestablishedfrms,specifcallyforfnancingaccountsreceivable
andinventory.Quitesimply,theywantfrms  withproventrackrecordsandpreferablyplentyofcollateralintheform
othardassets.Bankersarereluctanttoloanmoneytofnancelosses,researchanddevelopmentexpenses,marketing
campaigns,andother*“soft”assets.Suchexpendituresshouldbefnanced byequitysources.Nevertheless,itiswise

to cultivate a relationship with a banker sooner rather than later, and well in advance of making a loan request.

Types of loans
Bankers primarily make business loans in one of three forms: lines of credit, term loans, and mortgages.

* Lines of credit: A line of credit is aninformal agreement or understanding between the borrower and the bank
as to the maximum amount of credit the bank will provide the borrower at any one time. Under this type of
agreement, the bank has no legal obligation to provide the stated capital. The entrepreneur should arrange for a
line of credit in advance of an actual need because banks extend credit only in situations about which they are
well informed. Attempts to obtain a loan on a spur-of-the-moment basis are generally ineffective.

e Term loans: Under certain circumstances, banks will loan money on a 5- to 10-year term. Such term loans are
generallyusedtofnance  equipmentwithausefullifecorrespondingtotheloan’sterm.Sincetheeconomic
benefts ofinvestinginsuchequipmentextendbeyondasingleyear,bankscanbepersuadedtolendonterms
thatmorecloselymatchthecashfowstobereceivedfromtheinvestment.

* Mortgages: Mortgages, which represent a long-term source of debt capital, can be one of two types: chattel
mortgages and real estate mortgages. A chattel mortgage is a loan for which certain items of inventory or other
movable property serve as collateral. The borrower retains title to the inventory but cannot sell it without the
banker’s consent. A real estate mortgage is a loan for which real property, such as land or a building provides
the collateral. Typically, these mortgages extend over 25 or 30 years.
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Understanding banker’s perspective
To be effective in acquiring a loan, an entrepreneur needs to understand a banker’s perspective about making loans.
All bankers have two fundamental concerns when they make a loan:

*  How much income the loan will provide the bank, both in interest income and in other forms of income such
as fees?

*  The likelihood is that the borrower will default on the loan. A banker is not rewarded adequately to assume large
amounts of risk and will, therefore, design loan agreements so as to reduce the risk to the bank.

Inmakingaloandecision,abankeralwaysconsidersthe“fveC’sofcredit™:
*  The borrower’s character

*  The borrower’s capacity to repay the loan

*  The capital being invested in the venture by the borrower

*  The conditions of the industry and economy

e The collateral available to secure the loan

When seeking a loan, an entrepreneur will be required to provide certain information in support of the loan request.
Failure to provide such information in an effective manner will almost certainly result in rejection by the banker.
Thus, the goal is not merely to present the needed information, but to make an effective presentation. Providing
inaccurateinformationornotbeingabletojustifyassumptionsmadeinforecastingfnancial resultsissuretomake
the banker question the entrepreneur’s business acumen.

Selecting a banker
Thewidevarietyofservicesprovidedbybanksmakeschoosingabankacriticaldecision.Foratypicalsmallfrm,

the provision of checking-account facilities and the extension of short-term (and possibly long-term) loans are the
twomostimportantservicesofabank.Normally,loansarenegotiatedwiththesamebankinwhichthefrm maintains
itscheckingaccount.Inaddition,thefrm  mayusethebank’ssafe-depositvaultoritsservicesincollectingnotesor
securingcreditinformation. Anexperiencedbankercanalsoprovidemanagementadvice,particularlyinfnancial

matters, to a new entrepreneur. The location factor limits the range of possible choices of banks. For convenience
in making deposits and conferring about loans and other matters, a bank should be located in the same general
vicinityasthefrm.  Allbanksareinterestedintheirhomecommunitiesand,therefore,tendtobesympatheticto
theneedsoflocalbusinessfrms.  Exceptinverysmallcommunities,twoormorelocalbanksareusuallyavailable,

thus permitting some freedom of choice.

Negotiating the loan

In negotiating a bank loan, the owner must consider the terms that will accompany the loan. Four key terms are
included in all loan agreements: the interest rate, the loan maturity date, the repayment schedule, and the loan
covenants.

Interest rate

The interest rate charged by banks is usually stated in terms of either the prime rate or the LIBOR. The prime rate is
the rate of interest charged by banks on loans to their most creditworthy customers. The LIBOR (London Inter-Bank
Offered Rate) is the interest rate that London-based banks charge other banks in London, which is considerably
lower than the prime rate. This rate is published each day in the Wall Street Journal.

Althoughasmallfrm  shouldalwaysseekacompetitiveinterestrate,concernabouttheinterestrateshouldnot
override consideration of the loan’s maturity date, its repayment schedule, and any loan covenants.
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Loan maturity date

Aloan’stermshouldcoincidewiththeuseofthemoney;short-termneedsrequireshort-termfnancing, whilelong-
termneedsdemandlong-termfnancing. Forexample,sincealineofcreditisintendedtohelpafrm withonly
itsshort-termneeds, itisgenerallylimitedtooneyear.Somebanksrequirethatafrm “cleanup”’alineofcredit

one month each year. Because such a loan can be outstanding for only 11 months, the borrower can use the money
tofnance seasonalneedsbutcannotuseittoprovidepermanentincreasesinworkingcapital,suchasaccounts
receivable and inventories.

Repayment schedule

With a term loan, the loan is set to be repaid over 5 to 10 years, depending on the type of assets used for collateral.
However, the banker may have the option of imposing a balloon payment, i.e., a very laige payment that the borrower
isrequiredtomakeataspecifed pointabouthalfwaythroughthetermoverwhichthepaymentswerecalculated,

repaying the rest of the loan in full. However, if the lender has the option of imposing a balloon payment whereby
the rest of the loan comes due in full in three years rather than seven years, the lender can reassess the quality of

the loan and decide whether to collect the balance or to renew the loan.

Loan covenants

In addition to setting the interest rate and specifying when and how the loan is to be repaid, a bank normally imposes
other mstrictions, such a loan covenants, on the borrower. Loan covenants require certain activities (positive
covenants) and limit other activities (negative covenants) of the borrower to increase the chance that the borrower
will be able to repay the loan. Some types of loan covenants a borrower might encounter include the following:

*  Abankwillusuallyrequirethatthebusinessprovidefnancial statementsonamonthlybasisor,atthevery
least, quarterly.

* Awaytorestrictafrm’s ~ managementfromsiphoningcashoutofthebusiness,thebankmaylimitmanagers’
salaries. It also may prohibit any personal loans from the business to the owners.

*  Abankmayputlimitsonvariousfnancial ratiostomakecertainthatafrm canhandleitsloanpayments.Or
thebankmightlimittheamountofdebtthefrm canborrowinthefuture,asmeasuredbytheratiooftotaldebt
tothefrm’stotalassets.

*  Theborrowerwillnormallyberequiredtopersonallyguaranteethefrm’s loan.Abankerwantstherighttouse
boththefrm’s assetsandtheowner’spersonalassetsascollateral.If abusinessisstructuredasacorporation,

the owner and the corporation are separate legal entities and the owner can escape personal liability for the
frm’s debts—thatis,theownerhaslimitedliability. However,mostbanksarenotwillingtolendmoneytoany
small business without the owner’s personal guarantee as well.

4.6.3 Business Suppliers and Asset-Based Lenders

Companiesthathavebusinessdealingswithanewfrm arepossiblesourcesoffundsforfnancing inventoriesand
equipment. Both wholesalers and equipment manufacturers/suppliers can provide trade credit (accounts payable)
or equipment loans and leases.

Accounts payable (trade credit)

Credit extended by suppliers is very important to a start-up. In fact, trade (or mercantile) credit is the source of
short-termfundsmostwidelyusedbysmallfrms. Accountspayable(tradecredit)areofshortdurationof30days

is the customary credit period. Most commonly, this type of credit involves an unsecured, open-book account. The
supplier(seller)sendsmerchandisetothepurchasingfrm; thebuyerthensetsupanaccountpayablefortheamount

of the purchase. The amount of trade credit available to a new company depends on the type of business and the
supplier’sconfdenceinthefrm.

Moreoften,however,afrm  hastopayitssupplierspriortoreceivingcashfromitscustomers.Infact,thiscanbe
aseriousproblemformanysmallfrms,particularlythosethatselltolargecompanies.
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Equipment loans and leases

Some small businesses, such as restaurants, use equipment that is purchased on an instalment basis through an
equipment loan. A down payment of 25 to 35 percent is usually required, and the contract period normally runs from
threetofve years.Theequipmentmanufacturerorsuppliertypicallyextendscreditonthebasisofaconditional

sales contract (or mortgage) on the equipment. During the loan period, the equipment cannot serve as collateral for
another loan. Instead of borrowing money from suppliers to purchase equipment, an increasing number of small
businesses are beginning to lease equipment, especially computers, photocopiers, and fax machines.

Three reasons are commonly given for the increasing popularity of leasing:
*  Thefrm’scashremainsfreeforotherpurpose
e Available lines of credit (a form of bank loan) can be used for other purposes

* Leasing provides a hedge against equipment obsolescence

Whileleasingiscertainlyanoptiontobeconsideredforfnancing theacquisitionofneededequipment,anentrepreneur
should not simply assume that leasing is always the right decision. A business owner can make a good choice only
after carefully comparing the interest charged on a loan to the implied interest cost of a lease, calculating the tax

consequencesofleasingversusborrowing,andexaminingthesignifcance oftheobsolescencefactor.Also,the
ownermustbecarefulaboutcontractingforsomuchequipmentthatitbecomesdiffcult tomeetinstalmentorlease
payments.

Asset-based lending

As its name implies, an asset-based loan is a line of credit secured primarily by assets, such as receivables, inventory
orboth.Thelendercushionsitsriskbyadvancingonlyapercentageofthevalueofafrm’s assets,generally,65

to 85 percent against receivables and up to 55 percent against inventory. Of the several categories of asset-based
lending, the most frequently used is factoring. Factoring is an option that makes cash available to a business before
accounts receivable payments are received from customers.

4.6.4 Private Equity Investors

Overthepastdecade,privateequitymarketshavebeenthefastestgrowingsourceoffnancing forentrepreneurial
venturesthathavepotentialforbecomingsignifcantbusinesses.

For an entrepreneur, these sources fall into two categories: business angels and venture capitalists.

Business angels

Business angels are private individuals who invest in early stage companies. They are the oldest and largest source
of early-stage equity capital for entrepreneurs. The term angel originated in the early 1900s, referring to investors
onBroadwaywhomaderiskyinvestmentstosupporttheatricalproductions. Thistypeoffnancing hascometobe
known as informal venture capital because no established marketplace exists in which business angels regularly
invest.

The majority of these individuals are self-made millionaires who have substantial business and entrepreneurial
experience. Business angels generally make investments that are relatively small, over 80 percent of business angels
investinstart-upfrms  withfewerthan20employees.Theyinvestlocally,usuallynomorethan50milesfromtheir

homes. Some limit their investments to industries in which they have had experience, while others invest in a wide
variety of business sectors.

Along with providing needed money, private investors frequently contribute knowhow to new businesses. Because
many of these individuals invest only in the types of businesses in which they have had experience, they can be very
demanding. Also, they base their investment decision primarily on the potential risk and return of the investment,
rather than on their personal relationship with the entrepreneur, unlike friends and family. Thus, the entrepreneur
must be careful in structuring the terms of any such investors’ involvement.

62/JNU OLE



Venture capitalists

In addition to business angels who provide informal venture capital, small businesses also may seek out formal
venture capitalists, groups of individuals who form limited partnerships for the purpose of raising capital from large
institutional investors, such as pension plans and university endowments. Within the group, a venture capitalist serves
as the general partner, with other investors constituting the limited partners. As limited partners, such investors have
thebeneft oflimitedliability. Theventurecapitalistraisesapredeterminedamountofmoney,calledafund.Once

the money has been committed by the investors, the venture capitalist screens and evaluates investment opportunities
inhigh-potentialstart-upsandexistingfrms.

For the investment, the venture capitalist receives the right to own a percentage of the entreprencur’s business.
Reaching agreement on the exact percentage of ownership often involves considerable negotiation. The primary
issuesarethefrm’s  expectedprofts infutureyearsandtheventurecapitalist’srequiredrateofreturn.Oncean
investment has been made, the venture capitalist carefully monitors the company, usually through a representative
whoservesonthefrm’sboard.

Most often, investments by venture capitalists take the form of convertible debt or convertible preferred stock. In this
way, venture capitalists ensure themselves senior claim over the owners and other equity investors in the event the
frmisliquidated,buttheycanconverttostockandparticipateintheincreasedvalueofthebusinessifitissuccessful.
Althoughventurecapitalasasourceoffnancing receivessignifcant coverageinthebusinessmedia,fewsmall
companies, especially start-ups, ever receive this kind of funding. No more than 1 or 2 percent of the business plans
received by any venture capitalist are eventually funded—not exactly an encouraging statistic. Failure to receive
funding from a venture capitalist, however, does not indicate that the venture lacks potential. Often, the venture is
simplynotagoodft  fortheinvestor.So,beforetryingtocompeteforventurecapitaltnancing, anentrepreneur
shouldassesswhetherthefrmandthemanagementteamareagoodftforaparticularinvestor.
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Summary

A business plan is a formal statement of a set of business goals, which are believed to be attainable, and the
plan for reaching those goals.

Abusinessplanisanentrepreneur’sgameplan;itcrystallisesthedreamsandhopesthatmotivateanentrepreneur
to take the start-up plunge.

Marketing is always different things to different people. Some entrepreneurs view marketing as simply selling
a product or service.

Small business marketing consists of those business activities that direct the creation, development, and delivery
of a bundle of satisfaction from the creator to the targeted user and that satisfy the targeted user.

Thecoreproduct/serviceisthefundamentalbeneftorsolutionsoughtbycustomers.
In the market analysis section of the marketing plan, the entrepreneur describes the target market.
A well-prepared market analysis and competition discussions are important to the formal marketing plan.

Thelnternethasradicallytransformedhowbusinessisconducted;itisnowthelocationofchoiceformany
entrepreneurs.

The choice of a good location is much more vital to some businesses than to others.
Customer accessibility is an important consideration in selecting a location.
A start-up business is affected in a number of ways by the environment in which it operates.

Weatherisoneimportantenvironmentalfactorthatinfuences thelocationdecision,aswellasthedemandfor
many products such as air conditioners and outdoor swimming pools.

The availability of resources associated with producing a product and operating a business should be considered
in selecting a location.

Onceanentrepreneurhassettledonacertainareaofthecountry,aspecifcsitemuststillbechosen.

(B2B)model(sellingtobusinesscustomers)aresignifcantly greaterthanthoseforfrms ~ withabusiness-to-
consumer(B2C)model(sellingtofnalconsumers).

IncontrasttoaB2Bmodel,abusiness-to-consumer(B2C)modelhasfnalconsumersascustomers.

Profts rewardanownerforinvestinginacompanyandconstituteaprimarysourceoffnancing forfuture
growth.
Personalsavingsistheprimarysourceoffnancing formostsmallbusinessstart-ups,withfriendsandfamily

following in a distant second place.

Commercial banks are the primary providers of debt capital to small companies.

The interest rate charged by banks is usually stated in terms of either the prime rate or the LIBOR.
Credit extended by suppliers is very important to a start-up.

Business angels are private individuals who invest in early stage companies. They

Within the group, a venture capitalist serves as the general partner, with other investors constituting the limited
partners.
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Self Assessment

1. A business is a formal statement of a set of business goals, which are believed to be attainable, and the
plan for reaching those goals.
a. plan

b. document
c. agreement

d. policy

2.  Which of the following is not included in the second group in business plan which consists of outsiders critical
tothefrm’ssuccess?
a. Customers

b. Suppliers
c. Lenders
d

Brokers

3. The isthefundamentalbeneftorsolutionsoughtbycustomers.
core product/service

a

b. actual product/service

c. augmented product/ service
d

. product accessibility

4. Which among the following is the paperless exchange of business information via Internet?
a. E-commerce

b. Business angels
c. Voice mail
d.

Fax machine

5. Whichofthefollowingisthecostofproducingorpurchasingthefrm’sproductsorservices?
Cost of goods sold

®

b. Amount of sales
c. Operating expenses
d

Interest expense

6. Which expenses relates to marketing and distributing the product, general and administrative expenses, and
depreciation expenses?
a. Cost of goods sold

b. Amount of sales
c. Operating expenses

d. Interest expense

7. Afrm’s arefguredasapercentageoftaxable.
a. income taxes

b. amount of sales
c. operating expenses
d

interest expense
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8. Which of the following statements is false?

a.
b.

Thesearchforfnancialsupportusuallybeginsclosetohome.

Personalsavingsistheprimarysourceoffnancingformostsmallbusinessstart-ups,withfriendsandfamily
following in a distant second place.

Commercial banks are the primary providers of debt capital to small companies.

d. Aterm loan is an informal agreement or understanding between the borrower and the bank as to the maximum

amount of credit the bank will provide the borrower at any one time.

9. Which of the following statements is false?

a.
b.

C.

Lines of credit represent a long-term source of debt capital.
Under certain circumstances, banks will loan money on a 5- to 10-year term.

A chattel mortgage is a loan for which certain tems of mventory or other movable property serve as
collateral.

A real estate mortgage is a loan for which real property, such as land or a building provides the collateral.

10. Match the following.

1. Accounts payable Private individuals

2. Lines of credit LIBOR

3. Interest rate Trade credit

olao|w|»

A form of bank loan

4. Business angels

/e o o

1-A, 2-D, 3-B, 4-C
1-C, 2-D, 3-B, 4-A
1-B, 2-A, 3-D, 4-C
1-D, 2-B, 3-C, 4-A
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Chapter V

Focusing on the Customer

Aim

The aim of this chapter is to:

introduce customer relationship
explain product life cycle

illustrate the new product development process

Objectives

The objectives of this chapter are to:

elucidate promotional planning
explain supply chain management

describethestrategyoptionsforglobalfrms

Learning outcome

At the end of this chapter, you will be able to:

understand the channels of distribution
recognise the steps in promotional planning

identify the processes involved in product life cycle
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5.1 Introduction

A customer (also known as a client, buyer, or purchaser) is usually used to refer to a current or potential buyer or
user of the products of an individual or organisation, called the supplier, seller, or vendor. This is typically through
purchasing or renting goods or services. However, in certain contexts, the term customer also includes by extension
any entity that uses or experiences the services of another. A customer may also be a viewer of the product or service
that is being sold despite deciding not to buy them. The general distinction between a customer and a client is that

a customer purchases products, whereas a client purchases services.

5.2 Building Customer Relationship

Customerrelationshipmanagement(CRM)meansdifferentthingstodifferentfrms. Itissymbolisedbysimple
smiles or comments such as “thank you” and “come again”, as communicated by employees to customers who
have just made a purchase. For others, CRM embodies a much broader marketing effort, leading to nothing short of
completecustomisationofproductsand/orservicestoft individualcustomerneeds. ThegoalsofaCRMprogram,

when a small company is concerned, fall somewhere between these two perspectives.

Regardlessofthelevelofafrm’s commitmenttocustomerrelationshipmanagement,thecentralmessageofevery

CRMprogramis*“Courtcustomersformorethanaone-timesale.” Afrm thatstronglycommitstothisideawill
appreciatethemanybenefts aCRMprogramcanoftfer.Customerrelationshipmanagement(CRM)canbedefned
asa“‘company-widebusinessstrategydesignedtooptimiseproftability andcustomersatisfaction,byfocusingon

highlydefned andprecisecustomergroups.”Itistheimplementationofcustomer-centricstrategies,whichput
customersfrst sothatthefrm cansucceed.CRMinvolvestreatingcustomersthewaytheentrepreneurwouldwant
to be treated if he or she were a customer, the business version of the Golden Rule. For decades, entrepreneurs
haverecognisedtheimportanceoftreatingcustomerswell;“thecustomerisking’isanoldadage.ModernCRM
focuses on:

»  Customers rather than products
* Changes in company: processes, systems, and culture

*  Allchannelsandmediainvolvedinthemarketingeffort,fromthelnternettofeldsales.

The forerunners of many modern CRM techniques were developed in the 1960s by marketers such as Sears and
various book clubs. They simply stored information about their customers in computers for reasons other than
invoicing. Their goal was to teach who their customers are, what they wanted, and what sort of interests they had.
Thenalongcamemarketerswithideasaboutthepotentialbenefts ofadoptingacustomerorientation,followedby
the rise of the Internet.

It should be noted that CRM, in its purest form, has nothing to do with technology, although Internet technology
hasdefnitelybeenamajorforceinCRM’sdevelopment. Justasputtingonthelatest$300pairoftechnologically
designed basketball shoes doesn’t make the wearer a WNBA or NBA player, buying or developing CRM computer
software does not, in itself, lead to higher customer retention. But it can help if it is used properly. Most importantly,
there must be company-wide commitment to the concept if CRM is to be productive.

5.2.1 The Importance of CRM to Small Firms

Theimportanceof CRMtothesmallfrm asdepictedinthefollowingfgure,  afrm’s nextsalecomesfromoneof
two sources, a current customer or a new customer. Obviously, both current and potential customers are valued by
asmallfrm,butsometimescurrentcustomersaretakenforgrantedandignored.

While marketing efforts devoted to bringing new customers into the fold are obviously important, keeping existing
customershappyisgivenahigherpriority. ACRMprogramaddressesthispriority.Somefrms, however,appearnot
to recognise this simple truth, and this results in different levels of CRM initiatives. One interesting study of CRM
involvementamongfamilyandnonfamilyfrms  concludedthatnon-familybusinessesareaheadoffamily-owned
companies with respect to starting and completing CRM initiatives.”
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BrianVellmureofInitiumTechnology,aproviderofCRMsolutionstosmallfrms, hasidentifed fve economic
beneftsofmaintainingrelationshipswithcurrentcustomers:

*  Acquisition costs for new customers are huge

* Long-time customers spend more money than new ones
*  Happy customers refer their friends and colleagues

*  Order-processing costs are higher for new customers

*  Old customers will pay more for products

Happy Pay more to buy product
Customers Refer Friends and colleagues

Current
Customers

Unhappy
Customers

Buy from a
competitor next time

New Have high acquisition costs
Customers and order-processing costs

Fig. 5.1 Sources of the next sale
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

5.2.2 Components of Customer Satisfaction

Anumberoffactorsunderafrm’scontrolresultsincustomersatisfaction.Oneclassicarticleidentifesthefollowing
four elements as keys to customer satisfaction:

»  Providingthemostbasicbeneftsoftheproductand/orservicetheelementsthatcustomersexpectallcompetitors
to deliver

»  Offering general support services, such as customer assistance
»  Setting up a system to counteract any bad experiences customers may experience

* Delivering extraordinary services that excel in meeting customers’ preferences and make the product and/or
service seem customised

Smallfrms areinauniquepositiontoofferextraordinaryservice.RelationshipmarketingadvocatePatrickDaly,

who oversees a customer relations program for a company in Redwood City, California, suggests the following ways
to provide extraordinary service: Naming names. In todays detached, “just give me your account number” world,
nothing is more well received than individual, personalised attention. Being a courteous and friendly to customers,
greeting them by name is valued 10 times more on the “worthy of loyalty” scale.

In customer care, customers pretty much know what they do and don’t want from your company. If you remember
what they want on an individual basis, even if it’s something as simple as knowing a dry cleaning customer likes
light starch in his collars then you have mastered one of the key elements of a strong loyalty program.

Boo-boo research is done if part of any customer loyalty program is taking the time to reach out to lost customers

to learn why they went elsewhere. In many cases, just contacting them and showing them that you really care about
gettingtheirbusinesswillwinthembackalongwiththeircontributiontoyourprofts.
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5.2.3 Understanding Psychological and Sociological Infuences on Customers

Forunderstandingthepsychologicalandsociologicalinfuencesoncustomers,itisimportanttounderstandconsumer
behaviourmodel. Thefourpsychologicalinfuences  thathavethegreatestrelevancetosmallbusinessesareneeds,
perceptions, motivations, and attitudes.

Needs

Needs are described as the starting point for all behaviour. Without needs, there would be no behaviour. Although
consumerneedsareinnumerable,theycanbeidentifedasfallingintofourcategoriesphysiological,social,
psychological,andspiritual. Consumers’needsareneverfullysatisfed, therebyensuringthecontinuedexistenceof
business. One of the more complex characteristics of needs is the way in which they function together in generating
behaviour.Inotherwords,variousneedsoperatesimultaneously,makingitdiffculttodeterminewhichneedisbeing

satisfed byaspecifc productorservice.Nevertheless,carefulassessmentoftheneeds—behaviourconnectioncan

be very helpful in developing marketing strategy. Different purchases of the same product satisfy different needs.

A needs-based strategy would result in a different marketing approach in each of these situations.

Perceptions

A second psychological factor, which is called perception, encompasses those individual processes that ultimately
give meaning to the stimuli consumers encounter. When this meaning is severely distorted or entirely blocked,
consumerperceptioncancloudasmallfrm’s marketingeffortandmakeitineffective.Forexample,aretailermay

mark its fashion clothing “on sale” to communicate a price reduction from usual levels, but customers’ perceptions
may be that “these clothes are out of style.”

Perception is considered as two-sided coin. It depends on the characteristics of both the stimulus and the perceiver.
Consumers attempt to manage huge quantities of incoming stimuli through perceptual categorisation, a process by
which things that are similar are perceived as belonging together. Therefore, if a small business wishes to position
itsproductalongsideanexistingbrandandhaveitacceptedascomparable,themarketingmixshouldrefect an
awareness of perceptual categorisation. Similar quality can be communicated through similar prices or through a
packagedesignwithacolourschemesimilartothatofanexistingbrand. Thesehelpaconsumerft thenewproduct
into the desired product category.

Smallfrms thatuseanexistingbrandnameforanewproductarerelyingonperceptualcategorisationtopre-sell

the new product. On the other hand, if the new product is physically different or of a different quality, a brand
name should be selected to create a distinctive perceptual categorisation by the consumer. If a consumer has strong
brandloyaltytoaproduct,itisdiffcult forotherbrandstopenetratehisorherperceptualbarriers. Thatindividual

is likely to have distorted images of competing brands because of a pre-existing attitude. Consumers’ perceptions
thus present a unique communication challenge.

Motivations

Unsatisfedneedsalwayscreatetensionwithinanindividual. Whenthistensionreachesacertainlevel,theindividual
becomes uncomfortable and is motivated to reduce the tension. Everyone is familiar with hunger pains, which are
manifestationsofthetensioncreatedbyanunsatisfed physiologicalneed.Motivationsaregoaldirectedforcesthat
organiseandgivedirectiontotensioncausedbyunsatisfed needs.Marketerscannotcreateneeds,buttheycanoffer
unique motivations to consumers.

If an acceptable reason for purchasing a product or service is provided, it will probably be internalised by the consumer
as a motivating force. The key for the marketer is to determine which motivations the consumer will perceive as
acceptable in a given situation. The consumer behaviour variables such as physiological needs, the other three classes
of needs social, psychological, and spiritual can be similarly connected to behaviour through motivations.
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Forexample,whenincompletesatisfactionofaperson’ssocialneedsiscreatingtension,afrm mayshowhowits
productcanfullfll  thosesocialneedsbyprovidingacceptablemotivationstothatperson. Acampusclothingstore
might promote styles that communicate that the college student wearing those clothes has obtained membership in
a group such as a fraternity or sorority. Understanding motivations is not easy. Several motivations may be present
in any situation, and they are often subconscious. However, they must be investigated in order for the marketing
effort to be successful.

Attitudes

Like the other psychological variables, attitudes are not to be observed, but everyone has them. An attitude is an
enduring opinion, based on a combination of knowledge, feeling, and behavioural tendency. An attitude may act as
an obstacle or a catalyst in bringing a customer to a product. For example, consumers with the belief that a local,
family-run grocery store has higher prices than a national supermarket chain may avoid the local store. Armed with an
understanding of the structure of a particular attitude, a marketer can approach the consumer more intelligently.

5.3 Product Life Cycle and New Product Development

Ourdiscussionofgrowthandinnovationillustratedhowentrepreneurialfrms canbepartofthedevelopmentof
new products for the marketplace. It is necessary to ask some questions, to focus our discussion more narrowly, to
answer two additional questions:

*  Whatcreatestheneedforinnovationinaspecifcbusiness?

* And how can innovation are managed?

Examining these questions by looking at the product life cycle concept and a four-stage approach, leads to new
product development.

5.3.1 Product Life Cycle

An important concept underlying sound product strategy is the product life cycle, which allows us to visualise the
salesandprofts ofaproductfromthetimeitisintroduceduntilitisnolongeronthemarket. Theproductlifecycle

provides a detailed picture of what happens to an individual product’sorservice’ssalesandprofts; ithasashape
similartothatofthecompetitiveadvantagelifecycle,depictedthefollowingfgure. Progressingalongtheproduct

life cycle (sales) curve in, it can see that the initial stages are characterised by a slow and, ideally, upward movement.
The stay at the top is exciting but relatively brief. Then, suddenly, the decline begins, and downward movement can
berapid.Itistobenotedthattheshapeofthetypicalproft curveasshowninthefgure. ~ Theintroductorystageis
dominatedbylosses,withprofts  peakinginthegrowthstage. Theproductlifecycleconceptisimportanttothe

small business owner for three reasons.

»  First, it helps the entrepreneur to understand that promotion, pricing, and distribution policies should all be
adjustedtorefectaproduct’spositiononthecurve.

* Second, it highlights the importance of rejuvenating product lines, whenever possible, before they die.

*  Third, it is a continuing reminder that the natural life cycle of a product follows the classic normal curve and,
thereforethatinnovationisnecessaryforafrm’ssurvival.

Good business practice entails beginning a new curve before the existing curve of the product life cycle peaks.
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Sales Curve
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Time
Introduction Growth Maturity Decline

Fig. 5.2 The product life cycle
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

5.3.2 New Product Development Process

Amajorresponsibilityoftheentrepreneuristofnd, evaluate,andintroducenewproducts. Thisresponsibility
requires that the entrepreneur to establish a process for developing new products. In big businesses, committees or
entire departments are created for that purpose.

Eveninsmallfrms, however,newproductdevelopmentneedstobeaformalisedprocess.Entrepreneurstendto
treatnewproductdevelopmentasamountainoustaskanditusuallyis.Manyfnd thatthefour-stage,structured
approach, described below, is the most effective way to tackle new product development.

Idea accumulation

Thefrst stageofthenewproductdevelopmentprocess,ideaaccumulation,involvesincreasingthepoolofideas

under consideration. New products start with ideas, and these ideas have varied origins. These are sales, engineering,
orotherpersonnelwithinthefrm  Government-ownedpatents,whicharegenerallyavailableonaroyalty-freebasis
privately,ownedpatentslistedbytheU.S.PatentOffce. Othersmallcompaniesthatmaybeavailableforacquisition

or merger competitors’ products and advertising requests and suggestions from customers brainstorming marketing
research (primary and secondary).

Business analysis

Business analysis is the second stage in new product development. Every new product idea must be carefully studied
inrelationtoseveralfnancialconsiderations.Costsandrevenuesareestimatedandanalysedwithtechniquessuch
asbreak-evenanalysis.Anyideafailingtoshowthatitcanbeproftable isdiscardedduringthebusinessanalysis
stage. Four key factors need to be considered in conducting a business analysis:

*  The product’s relationship is an existing product lineSomefrmsaddverydifferentproductstotheirproduct
mix. In most cases, any product item or product line added should be consistent with or somehow related to the
existing product mix. If the product is completely new, it should have at least a family relationship to existing
products. Otherwise, the new product may call for drastic and costly changes in manufacturing methods,
distribution channels, type of promotion, and/or sales strategy.

*  Cost of development and introduction:One problem in adding new products is its cost of their development and
introduction. Considerable capital outlays may be necessary, including expenditures for design and development,
marketing research to establish sales potential, advertising and sales promotion, patents, and additional equipment.
Onetothreeyearsmaypassbeforeproftsarerealisedonthesaleofanewproduct.

73/JNU OLE



Entrepreneurship and Small Business Management

e Available personnel and facilities: Obviously, having adequate skilled personnel and production equipment
is preferable to having to add employees and buy equipment. Thus, introducing new products is typically more
appealing if the personnel and the required equipment are already available.

e Competition and market acceptance Still another factor to be considered in a business analysis is the potential
competition facing a proposed product in its target market. Competition must not be too severe. The ideal
solutionistoofferaproductthatissuffciently differentfromexistingproductsorthatisinacostandprice
bracket where it avoids direct competition.

Development of product

The next stage of new product development entails sketching out the plan for branding, packaging, and other
supporting efforts, such as pricing and promotion. An actual prototype may be needed at this stage. After these
componentshavebeenevaluated,thenewproductideamaybejudgedamisft anddiscardedorpassedontothe
next stage for further consideration.

Product testing

The last step in the product development process is product testing. The physical product should be proven acceptable
through testing. While the product can be evaluated in a laboratory setting, a limited test of market reaction should
also be conducted

5.4 Supply Chain Management

Supplychainmanagementisasystemofmanagementwhichintegratesandcoordinatesthewaysinwhichafrm

fnds therawmaterialsandnecessarycomponentstoproduceaproductorservice,buildstheactualproductor

service, and then delivers it to customers. Recent attention directed toward supply chain management has motivated
attemptsbybothsmallandlargefrmstocreateamorecompetitive,customer-drivensupplysystem.

In other words, effective supply chain management can potentially lower the costs of inventory, transportation,
warehousing, and packaging while increasing customer satisfaction. The Internet and available software are major
drivers of current developments in supply chain management. Pre-Internet communication between parties in

the supply chain was slow or nonexistent. But the Internet, with its simple, universally accepted communication
standards, has brought suppliers and customers together in a way never before thought possible.

Entrepreneurs often regard distribution as the least glamorous marketing activity. Nevertheless, an effective
distribution system is just as important as a unique package, a clever name, or a creative promotional campaign.
Thus, a small business owner should understand the basic principles of distribution, which apply to both domestic
and international distribution activities.

In marketing, distribution encompasses both the physical movement of products and the establishment of intermediary
(middleman) relationships to achieve product movement. The activities involved in physically moving a product are
calledphysicaldistribution(logistics);thesystemofrelationshipsestablishedtoguidethemovementofaproduct

is called the channel of distribution.

Distribution is essential for both tangible and intangible goods. Since distribution activities are more visible for
tangible goods (products), it is necessary to focus primarily on products. Most intangible goods (services) are
delivered directly to the user. An income tax preparer and a barber, for example, serve clients directly. Marketing
a person’s labour can involve channel intermediaries. An employment agency, for example, provides an employer
with temporary personnel.
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5.4.1 Intermediaries

Intermediaries can often perform marketing functions better than the producer of a product can. A producer can
perform its own distribution functions including delivery, if the geographic area of the market is small, customers’
needs are specialised, and risk levels are low, as they might be for a producer of doughnuts. Intermediaries generally
providemoreeffcient meansofdistributionifcustomersarewidelydispersedorifspecialpackagingandstorage
areneeded.Manytypesofsmallfrms,suchasretailstores, functionasintermediaries.

Someintermediaries,calledmerchantmiddlemen,taketitletothegoodstheydistribute,therebyhelpingafrm to
share or totally shift business risk. Other intermediaries, such as agents and brokers, do not take title to goods and,
therefore, assume less market risk than do merchant middlemen.

5.4.2 Channels of Distribution

A channel of distribution can be either direct or indirect. In a direct channel, there are no intermediaries, as the
product goes directly from producer to user. An indirect channel of distribution has one or more intermediaries
between producer and user. Figure given below depicts the various options available for structuring a channel of
distribution.

E-commerce (online merchandising) and mail-order marketing is direct channel systems for distributing consumer
goods.Amazon.comisanexampleofanonlinemerchandiserthatusesadirectchanneltofnal consumers.Industrial
purchasers are equally familiar with industrial distributors. Channels with two or three stages of intermediaries
areprobablytheonesmosttypicallyusedbysmallfrms producingproductswithgeographicallylargemarkets.
Itisimportanttonotethatasmallfrm mayusemorethanonechannelofdistribution,apracticecalleddual
distribution.

Firmsthatsuccessfullyemployasingledistributionchannelmayswitchtodualdistributioniftheyfnd thatan
additionalchannelwillimproveoverallproftability. ~ Alogicalstartingpointinstructuringadistributionsystemis

to observe systems used by competing businesses. Such an analysis should reveal some practical alternatives, which
can then be evaluated. The three main considerations in evaluating a channel of distribution are costs, coverage,
and control.
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( Direct Channel ) ‘ Indirect Channel ’

Retailer Wholesaler Agent/Broker
Channel Channel Channel

Producer Producer Producer Producer
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Retailers or
Industrial
Distributer

Retailers or
Industrial
Distributer

Retailers or
Industrial
Distributer
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or Industrial
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or Industrial
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Consumers
or Industrial
User

Consumer

or Industrial
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Fig. 5.3 Alternative channels of distribution
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Costs
The absence of intermediaries does not make a direct channel inherently less expensive than an indirect channel. The
leastexpensivechannelmaybeindirect.Forexample,afrm producinghandmadedollsneednotpurchasetrucks

and warehouses to distribute its product directly to customers, but it can instead rely on established intermediaries
thatownsuchfacilities.Smallfrms ~ shouldlookatdistributioncostsasaninvestmentspendingmoneyinorderto

make money. They should ask themselves whether the amount of money they “invest” in intermediaries would still
get the job done if they used direct distribution.

Coverage
Smallfrmscanoftenuseindirectchannelsofdistributiontoincreasemarketcoverage. Supposeasmallmanufacturer’s
internalsalesforcecanmake10contactsaweekwithfnal usersofthefrm’s product.Creatinganindirectchannelwith

10industrialdistributors,eachmaking 1 Ocontactsaweekcouldexposetheproductto 100fnalusersaweek.

Control

A direct channel of distribution is at times preferable because it provides more control. Intermediaries may not
market a product as desired. An entrepreneur must carefully select intermediaries that provide the desired support.
A small business that chooses to use intermediaries to help distribute and market its product must be sure that the
intermediaries have a good understanding of how the product is best used and why it’s better than competitors’
offerings. Additionally, if a wholesaler carries competing products, an entrepreneur must be sure that her or his
product gets its fair share of marketing efforts. Distributors must know what makes the product special and how
besttomarketit.Sloppymarketingeffortsandinsuffcient productknowledgebyintermediariescanunderminethe
success of even the best product.
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5.4.3 Scope of Physical Distribution

In addition to the intermediary rlationships that make up a channel, there nmust also be a system of physical
distribution. The main component of physical distribution is transportation. Additional components include storage,
materials handling, delivery terms, and inventory management.

Transportation

The major decision regarding physical transportation of a product is which method to use. Available modes of
transportationaretraditionallyclassifed  asairplanes,trucks,railroads,pipelines,andwaterways.Eachmodehas
uniqueadvantagesanddisadvantages. Thechoiceofaspecifc modeoftransportationisbasedonseveralcriteria:
relative cost, transit time, reliability, capability, accessibility, and traceability.

Transportationintermediarieslegallyclassifed ascommoncarriers,contractcarriers,andprivatecarriers. Common
carriers, which are available for hire to the general public, and contract carriers, which engage in individual contracts
with shippers, are subject to regulation by federal and/or state agencies. Lines of transport owned by the shippers

are called private carriers.

Storage

Lack of space is a common problem for small businesses. When a channel system uses merchant middlemen or
wholesalers, title to the goods is transferred, as is responsibility for the storage function. On other occasions, the
smallbusinessmustplanforitsownwarehousing.Ifafrm istoosmalltoownaprivatewarehouse,itcanrentspace

in a public warehouse. If storage requirements are simple and do not involve much special handling equipment, a
public warehouse can provide economical storage.

Materials handling

A damaged product in the right place at the right time is worth little. Therefore, a physical distribution system
must arrange for suitable materials handling methods and equipment. Forklifts, as well as special containers and
packaging, are part of a materials-handling system.

Delivery terms
A small but important part of a physical distribution system is the delivery terms, specifying which party is responsible
for several aspects of the distribution:

» Paying the freight costs
»  Selecting the carriers
*  Bearing the risk of damage in transit

» Selecting the modes of transport

The simplest delivery term and the one most advantageous to a small business as seller is F.O.B. (free on board)
origin, freight collect. This shifts all the responsibility for freight costs to the buyer. Title to the goods and risk of
loss also pass to the buyer at the time the goods are shipped.

Logistics companies specialise in transportation and distribution services, providing trucking, packaging, and
warehousing services for small and medium-sized companies with limited in-house staff. Many small businesses
believethatusingthesethird-partylogisticsfrms ismorecosteffectivethancarryingoutthesamefunctionsin-

house. Effective management of a company’s products requires attention to both maintaining existing products and
developing new products.

Like people, products pass through life cycle stages and face different obstacles at each stage. A successful
entrepreneur must have a carefully planned product strategy. Managing your supply chain requires planning how
andfrom,thecomponentsareobtainedforyourproductsandhowthedeliveryofthefnished producttoyour
customers. Various channels of distribution exist to deliver your product to your customers, but the advantages and
disadvantages of each must be considered carefully.
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5.5 Pricing Decisions

Pricingandcreditdecisionsarevitalbecausetheyinfuencetherelationshipbetweenthebusinessanditscustomers.
Thesedecisionsalsodirectlyaffectbothrevenueandcashfow. Ofcourse,customersdislikepriceincreasesand
restrictivecreditpolicies;therefore,theentrepreneurneedstosetpricesanddesigncreditpoliciesaswiselyas
possible, to avoid the need for frequent changes.

Because a value must be placed on a product or service by the provider before it can be sold, pricing decisions are
acriticalissueinsmallbusinessmarketing. Thepriceofaproductorservicespecifes whatthesellerrequiresfor
giving up ownership or use of that product or service. Often, the seller must extend credit to the buyer in order to
make the exchange happen. Credit is simply an agreement between buyer and seller that payment for a product or
service will be received at some later date. This chapter examines both the pricing decisions and the credit decisions
ofsmallfrms.

5.5.1 Setting a Price

In setting a price, the entrepreneur decides on the most appropriate value for the product or service being offered
for sale. This task might seem easy, but it isn’t. It is essential to remember that total sales revenue depends on just
twocomponents,i.e.,salesvolumeandpriceandevenasmallchangeinpricecandrasticallyinfuence revenue.
Pricing is also important because it indirectly affects sales quantity. Setting a price too high may result in lower
quantities sold, reducing total revenue. In the above example, quantity sold was assumed to be independent of price
and it very well may be for such a small change in price.

However, a larger increase or decrease might substantially affect the quantity sold. Pricing, therefore, has a dual
infuence ontotalsalesrevenue.ltisimportantdirectly — as part of the gross revenue equation and indirectlythrough

its impact on demand. Before beginning a more detailed analysis of pricing, we should note that services are generally
morediffculttopricethanproductsbecauseoftheirintangiblenature.

However,theimpactofpriceonrevenueandproftsisthesame.Becauseestimatingthecostofprovidingaserviceand
the demand for that service is a more complex process, the following discussions will focus on product pricing.

5.5.2 Selecting a Price Strategy

Althoughtechniqueslikebreak-evenanalysisyieldagoodideaofafeasiblepriceforaspecifc product,their
seemingly precise nature can be very misleading. Such analyses are only one kind of tool for pricing and should
notbythemselvesdeterminethefnal ~ price.Pricedeterminationmustalsoconsidermarketcharacteristicsandthe
frm’s currentmarketingstrategy.Pricingstrategiesthatrefect theseadditionalconsiderationsincludepenetration
pricing, skimming pricing, follow-the-leader pricing, variable pricing, price lining, and pricing at what the market
will bear.

Penetration pricing

Afrm thatusesapenetrationpricingstrategypricesaproductorserviceatlessthanitsnormal,long-rangemarket

price in order to gain more rapid market acceptance or to increase existing market share. This strategy at times
discourages new competitors from entering a market niche if they mistakenly view the penetration price as a long-
rangeprice.Obviously,afrmthatusesthisstrategysacrifcessomeproftmargintoachievemarketpenetration.

Skimming pricing

A skimming price strategy sets prices for products or services at high levels for a limited period of time before
reducing prices to lower, more competitive levels. This strategy assumes that certain customers will pay a higher
price because they view a product or service as a prestige item. Use of a skimming price is most practical when
there is little threat of short-term competition or when start-up costs must be recovered rapidly.
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Follow-the-leader pricing

A follow-the-leader pricing strategy uses a particular competitor as a model in setting a price for a product or service.
The probable reaction of competitors is a critical factor in determining whether to cut prices below a prevailing
level.Inasmallbusiness,acompetitionwithlargerfrms isseldominapositiontoconsideritthepriceleader.If
competitorsviewasmallfrm’s  pricingasrelativelyunimportant,theymaynotrespondtoapricedifferential.On

the other hand, some competitors may view a smaller price-cutter as a direct threat and counter with reductions of
their own. In such a case, the use of a follow the-leader pricing strategy accomplishes very little.

Variable pricing

Some businesses use a variable pricing strategy to offer price concessions to certain customers, even though they
may advertise a uniform price. Lower prices are offered for various reasons, including a customer’s knowledge
andbargainingstrength.Insomefelds ofbusiness,therefore,frms  maketwo-partpricingdecisions: Theyseta
standard list price but offer a range of price concessions to particular buyers, for example, those that purchase large
quantities of their product.

Sellers using a type of variable pricing strategy called a dynamic (personalised) pricing strategy charge more than
thestandardpriceaftergaugingacustomer’sfnancial meansanddesirefortheproduct. Theinformation-gathering
capability of the Internet has allowed such retailers as Amazon.com to use dynamic pricing.

Price lining

A price lining strategy establishes distinct price categories at which similar items of retail merchandise are offered

for sale. The amount of inventory stocked at different quality levels would depend on the income levels and buying
desires of a store’s customers. A price lining strategy has the advantage of simplifying the selection process for the

customer and reducing the necessary minimum inventory.

Pricing at what the market will bear

The strategy of pricing on the basis of what the market will bear can be used only when the seller has little or no
competition. Obviously, this strategy will work only for non-standardised products. For example, a food store might
offereggrollwrappersthatitscompetitorsdonotcarry. Busyconsumerswhowanttofx eggrollsbuthaveneither

the time nor the knowledge to prepare the wrappers themselves will buy them at any reasonable price.

Some fnal notes on pricing strategies

In some situations, local, state, and federal laws have to be considered in setting prices. When a small business
markets a line of products, some of which may compete with each other, and pricing decisions must take into
account the effects of a single product price on the rest of the line. Continually adjusting a price to meet changing
marketing conditions can be both costly to the seller and confusing to buyers. An alternative approach is to use a
systemofdiscountingdesignedtorefect avarietyofneeds.Forexample,asellermayofferatradediscountto

a particular buyer (such as a wholesaler) because that buyer performs a certain marketing function for the seller
(such as distribution). The stated, or list, price is unchanged, but the seller offers a lower actual price by means of
adiscount.Smallfrmsshouldnottreatbadpricingdecisionsasun-correctablemistakes.

5.6 Promotional Planning

For starting up a business, it is necessary to be bold enough to shout about it. Whether you call it audacious advertising
or guerilla, street-level, or in-your-face marketing, it’s all about breaking through the clutter and getting the attention
of your target consumers. A thorough understanding of your customer is the key to the success of any such marketing
attempts. Knowing that his customers attend such events as the NBA All-Star game and the Super Bowl, Brauner
plans to take his Bald Guyz street team to those cities during the festivities.
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5.6.1 Determining the Promotional Budget
There are four commonsense approaches to budgeting funds for small business promotion:

* Allocating a percentage of sales
1 Often, the simplest method of determining how much to budget for promotion is to earmark promotional
dollarsbasedonapercentageofsales.Afrm’spastexperiencesshouldbeevaluatedtoestablisha
promotion-to-sales ratio. If 2 percent of sales, for example, have historically been spent on promotion with
goodresults,thefrm  shouldbudget2percentofforecastedsalesforfuturepromotion.Secondarydataon
industry averages can be used for comparison.

*  Deciding how much can be spared
| Anotherpiecemealapproachtopromotionalbudgetingwidelyusedbysmallfrms isspendingwhatever
left over when all other activities have been funded. The decision about promotional spending might be
made only when a media representative sells an owner on a special deal that the business can afford. Such
an approach to promotional spending should be avoided because it ignores promotional goals.

* Spending as much as the competition does
1 Sometimes,asmallfrm  buildsapromotionalbudgetisbasedonananalysisofcompetitors’budgets.By
duplicating the promotional efforts of close competitors, the business hopes to reach the same customers
and will at least be spending as much as the competition. If the competitor is a large business, this method is
clearlynotfeasible;however,itcanbeusedtoreacttoshort-runpromotionaltacticsbysmallcompetitors.
Unfortunately, this approach results in the copying of competitors’ mistakes as well as their successes.

*  Determining what it will take to do the job
[} The preferred approach to estimating promotional expenditures is to decide the job to be done. This method

requiresacomprehensiveanalysisofthemarketandthefrm’s goals.Iftheseestimatesarereasonably
accurate, the entrepreneur can determine the total amount that needs to be spent. In many cases, the best
way for a small business to set promotional expenditures incorporates all four approaches. In other words,
compare the four estimated amounts and set the promotional budget at a level that is somewhere between
the maximum and minimum amounts. After the budget has been determined, the entrepreneur must then
decide how dollars will be spent on the various promotional methods. Which methods are chosen depends
onanumberoffactors. Wewillnowexaminepersonalselling,afrequentchoiceforsmallfrms.

. o Spending as Determining
Allocating a Deciding How .
£ £ Much as the What It Will
Percentage of much Can Be .
Competition Take to Do the
sales Spared
Does Job

i N e

Comparison Process

v

Decision

Promotional Budget

Fig. 5.4 Four-step method for determining a promotional budget
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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5.6.2 Advertising Practices for Small Firms

Anothersignifcant promotionalexpenditureforthesmallfrm  isadvertising. Advertisingresultsintheimpersonal
presentationofanideathatisidentifed ~ withabusinesssponsor.Ideasinadvertisingarecommunicatedtoconsumers
through media such as television, radio, magazines, newspapers, billboards, and the Internet.

Advertising objectives
Itsprimarygoalisinforming,persuading,andremindingcustomersoftheavailabilityorsuperiorityofafrm’s product
orservice.Tobesuccessful,itmustrestonafoundationofpositivefeaturessuchasproductqualityandeffcient

service. It is important to remember that advertising can bring no more than temporary success to an otherwise
second-rate product. Advertising must be viewed as a complement to a good product and never as a replacement
for a bad product. The entrepreneur must avoid creating false expectations with advertising, as such expectations
arelikelytodisappointcustomersandleavethemdissatisfed.

Types of advertising

The two basic types of advertising are product advertising and institutional advertising. Product advertising is
designed to make potential customers aware of a particular product or service and create a desire for it. Institutional
advertising, on the other hand, conveys information about the business itself. It is intended to make the public aware
of the company and enhance its image so that its product advertising will be more credible and effective.

Obtaining assistance with advertising

Most small businesses rely on others’ expertise to create their promotional messages. There are several sources
for this specialised assistance, including advertising agencies, suppliers, trade associations, and advertising media.
Advertising agencies can provide the following services:

*  Furnishdesign,artwork,andcopyforspecifcadvertisementsand/orcommercials

* Evaluate and recommend the advertising media with the greatest “pulling power”
» Evaluate the effectiveness of different advertising appeals

*  Advise on sales promotions and merchandise displays

*  Conduct market-sampling studies to evaluate product acceptance or determine

»  Thesalespotentialofaspecifcgeographicarea

*  Furnish mailing lists

Since advertising agencies charge fees for their services, an entrepreneur must make sure that the return from those
services will be greater than the fees paid. Quality advertising assistance can best be provided by a competent
agency. With s high level of computer technology currently available, creating print advertising n-house i
becomingincreasinglycommonamongsmallfrms. Otheroutsidesourcesmayassistinformulatingandcarrying

out promotional programs. Suppliers often furnish display aids and even entire advertising programs to their dealers.
Trade associations also provide helpful assistance. In addition, the advertising media can provide some of the same
services offered by an ad agency.

Frequency of advertising

It is necessary to determine advertising as an important and highly complex issue for a small business. Advertising
shouldbedoneregularly,andattemptstostimulateinterestinafrm’s productsorservicesshouldbepartofan
ongoing promotional program. One-shot advertisements that are not part of a well-planned promotional effort lose
muchoftheireffectivenessinashortperiod. Ofcourse,somenoncontinuousadvertisingmaybejustifed, suchas
advertising to prepare consumers for acceptance of a new product. Such advertising may also be used to suggest to
customers new uses for established products or to promote special sales. Deciding on the frequency of advertising
involves a host of factors, both objective and subjective, and a wise entrepreneur will seek professional advice.
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Where to advertise
Mostsmallfrmsrestricttheiradvertising,eithergeographicallyorbycustomertype.Advertisingmediashouldreach
afrm’s presentordesiredtargetmarket. Fromamongthemanymediaavailable,asmallbusinessentrepreneurmust
choose those that will provide the greatest return for the advertising dollar. The most appropriate combination of
advertisingmediadependsonthetypeotfbusinessanditscurrentcircumstances. Arealestatesalesfrm, forexample,
mayrelyalmostexclusivelyonclassifed advertisementsinthelocalnewspaper,supplementedbyinstitutional
advertising in the Yellow Pages of the telephone directory.

Atransfer-and-storagefrm  mayuseacombinationofradio,billboard,and YellowPagesadvertisingtoreach

individuals planning to move household furniture. A small toy manufacturer may emphasise television advertisements
and participation in trade fairs. A local retail store may concentrate on display advertisements in the local newspaper.
The selection of media should be based not only on tradition but also on a careful evaluation of the various methods
thatareavailabletocoverafrm’sparticularmarket.

Agoodwaytobuildamediamixistotalkwithrepresentativesfromeachmedium. Asmallfrm willusuallyfnd
these representatives willing to recommend an assortment of media, not just the ones they represent. Before meeting
with these representatives, the entrepreneur should learn about the strengths and weaknesses of each medium.

5.6.3 Sales Promotional Tools

Sales promotion can serve as an inducement to buy a certain product while typically offering value to prospective
customers. Generally, sales promotion includes any promotional technique, other than personal selling or advertising
that stimulates the purchase of a particular good or service. Three of the most widely used options: specialties, trade
show exhibits, and publicity.

Specialties

The most widely used specialty item is a calendar. Other popular specialty items are pens, key chains, coffee mugs,
andshirts. Almostanythingcanbeusedasaspecialtypromotion,aslongaseachitemisimprintedwiththefrm’s

name or other identifying slogan. The distinguishing characteristics of specialties are their enduring nature and
tangible value. Specialties are referred to as the “lasting medium.” As functional products, they are worth something
torecipients.Specialtiescanbeusedtopromoteaproductdirectlyortocreategoodwillforafrm; theyareexcellent
remindersofafrm’sexistence.

Trade show exhibits

Advertising often cannot substitute for trial experiences with a product, and a customer’s place of business is not
always the best environment for product demonstrations. Trade show exhibits allow potential customers to get
hands-on experience with a product. Trade show exhibits are of particular value to manufacturers. The greatest
beneft oftheseexhibitsisthepotentialcostsavingsoverpersonalselling. Tradeshowgroupsclaimthatthecost

of an exhibit is less than one-fourth the cost of sales calls, and many small manufacturers agree that exhibits are
more cost-effective than advertising.

Publicity
Ofparticularimportancetosmallfrms  ispublicity,whichprovidesvisibilityforabusinessatlittleornocost.Publicity
canbeusedtopromotebothaproductandafrm’s image;itisavitalpartofpublicrelationsforthesmallbusiness.

A good publicity program requires regular contacts with the news media. Although publicity is not always free,
the return on a relatively small investment can be substantial. Other examples of publicity efforts that entail some
expenseincludeinvolvementwithschoolyearbooksandyouthathleticprograms. Whilethebenefts arediffcult to
measure, publicity is nevertheless important to a small business and should be used at every opportunity.

When to use sales promotion

Asmallfrm usessalespromotiontoaccomplishvariousobjectives.Forexample,smallmanufacturerscanuseitto
stimulate channel members, retailers and wholesalers to market their product. Wholesalers can use sales promotion
to induce retailers to buy inventories earlier than they normally would, and retailers, with similar promotional tools,
may be able to persuade customers to make a purchase.
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The source (a small business) must send out its message in such a way that intended recipients (in the target market)
receive it, understand it, and are moved to respond to it. But this is no simple exercise. Many decisions must be
made along the way mainly for decisions regarding the size of the promotional budget, the promotional mix, the
natureandplacementofadvertising,theidentifcation =~ othigh-potentialprospects,participationintradeshows,and

the list goes on.

5.7 Global Marketing

More than a million automobiles are stolen m the United States each year. The business world i undergoing
profound change. There was a time when mational economies were isolated by trade and nvestment barriers,
differences in language and culture, distinctive business practices, and various government regulations. However,
these dissimilarities are fading over time as market preferences converge, trade barriers fall, and national economies
integrate to form a global economic system. This process is the essence of globalisation. Though the trend toward
convergence has been developing for some time, the pace is quickening, creating global opportunities that did not
exist even a few years ago. And with the astounding rate of economic growth in countries such as China and India,
it would be unwise to ignore overseas opportunities.

5.7.1 Small Business as Global Enterprises

Asglobalcommunicationsystemscanbemademoreeffcient andtradeagreementspryopennationalmarkets

to foreign competition, while entrepreneurs are focusing more on international business. Today’s sophisticated
technologiesareexpensivetodevelopandcanbequicklyreplaced;therefore,itisimportanttorecoverresearch
anddevelopmentcostsoveralargermarketandinlesstimebytakingadvantageofinternationalsales. Smallfrms

may decide to go global by having opportunities expansion in mind, or they may be forced to enter foreign markets
inordertocompetewiththosefrmsintheirindustrythathavealreadydoneso.

Differences in types of trading systems and import requirements can also make international trade challenging. A
small manufacturer of diagnostic and surgical eye care equipment discovered that a global company must regularly
modifyitsproductstomeetrigiddesignspecifcations,whichvaryfromcountrytocountry.

5.7.2 Forces Driving Global Business

At one time, most entrepreneurs in the United States were content to position their start-ups for the home market
and look forward to the day when international sales mightnaterialise. With untapped market potential at home and
few overseas competitors, many small business owners used this strategy successfully. Today, more small businesses
are planning from the start to penetrate all available markets, both domestic and foreign.

Inotherwords,manysmallfrms arelookingtodomorethansimplyexpandaproftable marketwhentheyget
involved in international business. No longer insulated from global challengers, they must consider the dynamics
of the new competitive environment.

One way to adjust to these emerging realities is through innovation. In many industries, innovation is essential to
competitiveness,givingasmallcompanyanadvantageoveritslarge-frm counterparts.Smallbusinessesthatinvest
heavily in research and development often outperform their large competitors. When R&D costs rise, they often
cannot be recovered from domestic sales alone. Increasing sales in international markets is the only viable way to
recoverthefrm’s  investment.Insomecases,thismayrequireidentifyingdynamicmarketsthatarebeginningto

open around the world and locating in or near those markets.

Thebasicforcesbehindglobalexpansioncanbedividedintofourgeneralcategoriesasseeninthefollowingfgure,

i.e., expanding markets, gaining access to resources, cutting costs, and capitalising on special features of location.
Within each category fall some tried and true motivations, as well as some new angles that have emerged with the
global economy.
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Expanding Markets
Traditional motivation: Extend the
product life cycle

EMERGING MOTIVATION:FIND
BUYERS FOR HIGHLY
SPECIALIZED PRODUCTS

Cutting Costs

OBTAIN TARIFF REDUCTIONS

Gaining Access to Resources
Traditional motivation: Find raw
materials

EMERGING MOTIVATION:
OBTAIN HUMAN RESOURCES

Capitalizing on Special Features
of the Location

Traditional motivation: Reduce Global Traditionalmotivation:Proftfrom
labour and traditional costs. E . unique local features, such as
EMERGING MOTIVATION: Xpansion

Italianartisan’sfairfordesign.
EMERGING

MOTIVATION:FOLLOW LARGE
CLIENT FIRMS THAT LOCATE
ABROAD

Fig. 5.5 Basic forces driving global enterprises
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Strategy options for global frms

Once an entrepreneur has decided to go global, the next step is to plan a strategy that matches the potential of the
frm. Throughoutmostofthe20thcentury,manysmallcompanieswerehesitanttostepintotheworldofglobal
trade.Today,suchfrms areshowingsignsofacceleratedinternationalisation.In ~ caseofsomeindustries,eventhe
smallestandnewestofcompaniesmustglobalisejusttosurvive.Formostofthesmallbusinesses, thefrst step
toward globalisation is a decision to export a product to other countries or to import goods from abroad to sell in
the domestic market. These initial efforts are often followed by more sophisticated non-export strategies, such as
licensing, franchising, forming strategic alliances with international partners, or even locating facilities abroad as
seeninthefollowingfgure.

Locating
Facilities

Exporting

/LY o
International /I( ﬂﬁﬁg!"‘ k)
Strategic 4 A v < Importing

Alliances

Global Strategy
Options

Foreign
Licensing

International

Franchising

Fig. 5.6 Strategy options for global enterprises
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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Exporting

Exporting involves the sale of products produced in the home country to customers in other nations. Exporting is
popular among small businesses because it provides a low-cost way of expanding into the international arena: Put
another way, small export companies can market and distribute their products in other countries without incurring
theexpenseofsupportingcostlyoperationsinthosemarkets.Ifthefnancial benefts frominternationalsalesmore
than offset shipping costs and tariffs, exporting is a favourable option.

In one way small companies can look into an export program is to join a trade mission, i.e., a trip organised to
help small business owners meet potential buyers abroad and navigate cultural and regulatory obstacles in foreign
markets. In some cases, exporting to international markets may actually promote business in the domestic market,
especially when seasonal demand in the home market offsets that from abroad.

Theriseofthelnternethasfuelledvigorousgrowthinexportactivity.Smallfrms nowseethelnternetasapowerful
tool for increasing their international visibility, allowing them to connect with customers who were previously
beyond their reach.

Ofcourse,sellinggoodstointernationalcustomersisseldoma‘“walkinthepark.”Productsmayhavetobemodifed

to meet government standards or the unique interests of buyers abroad, language barriers and a lack of government
connections can put a company at a great disadvantage in negotiations, and unfair exchange rates can make it next
toimpossibletoofferproductsatcompetitiveprices. Andsomecountries’'marketscanbediffcult toenterunless
acompanyiswillingtorevealthespecifcs ofitscoretechnologies,whichareoftenthebedrockofitscompetitive
advantage. Nonetheless, small companies are proving that export success is within reach.

Importing
Thefip sideofexportingisimporting,involvessellinggoodsfromabroadinthefrm’s homemarket. Whenasmall
companyfnds aproductabroadthathasmarketpotentialathomeoridentifes aproductthatwouldsellathome

butcannotfnd adomesticproducer,animportstrategymaybethebestsolution.RichBirnbaumisthefounder
of ProWorth, a bare-bones operation in Englewood Cliffs, New Jersey, which also employs his brother, as well as
several high school students and retirees part-time.

Birnbaum sells exquisite Swiss brand-name watches and diamond jewellery through eBay, other online auction
services,andthefrm’s  website.BirnbaumdecidedtouseeBaybecausethecustomeracquisitioncostsarelimitedto

the cost of a listing, which allows him to keep prices low. The venture has been very successful. Launched in January
1999, the company racked up $1 million in sales by that year’s end, allowing Birnbaum to pay himself a salary of
about $100,000 and still break even.37 Not a bad start—and business at ProWorth continues to build over time.

Foreign licensing

Importingandexportingarethemostpopularinternationalstrategiesamongsmallfrms, buttherearealsoother
options.Becauseoflimitedresources,manysmallfrms  arehesitanttogoglobal.Onewaytodealwiththisconstraint
is to follow a licensing strategy. Foreign licensing allows a company in another country to purchase the rights to
manufactureandsellafrm’s  productsinoverseasmarkets.Thefrm  buyingtheserightsiscalledthelicensee.The
licenseemakespaymentstothelicensor,orthefrm sellingthoserights,normallyintheformofroyalties.i.e.,a

fee paid for each unit produced.

International licensing always have drawbacks. The licensee makes all the production and marketing decisions,
and the licensor must share returns from sales with the licensee. However, foreign licensing is the least expensive
way to go global, since the licensee bears all the cost and risk of setting up a foreign operation. MSS Global uses a
foreignlicensingstrategy;thecompanyhassoldmorethan40,000licensesaroundtheglobe.
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Thesmallcompanycouldneverhaveachievedsuchrapidexpansionifithadhadtosetupitsownoffces abroad,
learn the culture and tax laws, and establish a market position in each country in which it did business. Licensing
agreements with major computer hardware manufacturers covering the South and Central American markets have
paid off. MSS Global may not have a marketing team, a direct sales staff, or even venture capital, but the company
makes money every time a licensee sells its product to a foreign retailer. This is the beauty of foreign licensing.

Small companies tend to think of products when they explore international licensing options, but licensing intangible
assets such as proprietary technologies, copyrights, and trademarks may offer even greater potential returns. Just as
Disney licenses its famous Mickey Mouse character to manufacturers around the world, a small retailer called Peace
Frogs has used licensing to introduce its copyrighted designs in Spain. Foreign licensing can also be used to protect
againstcounterfeitactivity,ortheunauthoriseduseofintellectualproperty.Licensingrightstoafrm inaforeign
marketprovidesalocalchampiontoensurethatotherfrmsdonotuseprotectedassetsinaninappropriateway.

International franchising

International franchising & a variation on the licensing theme. The franchisor offers a sandard package of
products, systems, and management services to the franchisee, which provides capital, market insight, and hands-
on management. Though international franchising was not widely used before the 1970s, today it is the fastest-
growingmarket-entrystrategyofU.S.frms,  withCanadaasthedominantmarket(followedbyJapanandtheUnited
Kingdom, in that order). This approach is especially popular with U.S. restaurant chains that want to establish a
global presence. McDonald’s, for example, has raised its famous golden arches in more than 121 countries around
the world. But international franchising is useful to small companies as well.

Danny Benususan, the owner of Blue Note, a premier jazz dub n Manhattan that opened its doors m 1981.
Considered one of the top venues in the world for jazz and other forms of music, this club has attracted the attention
of international businesspeople who have established franchises abroad. The Tokyo location was opened in 1988,
followedbyclubsinOsaka,Fukuoka,andNagoya,Japan.Thefrst Europeanclub,inMilan,Italy,wasaddedtothe

Blue Note family in March of 2003, and that was followed by another Asian franchise in Seoul, South Korea. As

a result of these international extensions, the club has successfully established itself as the world’s only franchised
jazz club network. Blue Note has proved that there is more than one way for a small business to globalise.
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Summary

A customer (also known as a client, buyer, or purchaser) is usually used to refer to a current or potential buyer
or user of the products of an individual or organisation, called the supplier, seller, or vendor. This is typically
through purchasing or renting goods or services.

Customerrelationshipmanagement(CRM)meansdifferentthingstodifferentfrms. Itissymbolisedbysimple
smiles or comments such as “thank you” and “come again”, as communicated by employees to customers who
have just made a purchase.

Needs are described as the starting point for all behaviour. Without needs, there would be no behaviour.

An important concept underlying sound product strategy is the product life cycle, which allows us to visualise
thesalesandproftsofaproductfromthetimeitisintroduceduntilitisnolongeronthemarket.

Amajorresponsibilityoftheentrepreneuristofnd,evaluate,andintroducenewproducts.

Supply chain management is a system of management which integrates and coordinates the ways in which a
frm fnds therawmaterialsandnecessarycomponentstoproduceaproductorservice,buildstheactualproduct
or service, and then delivers it to customers.

Intermediaries can often perform marketing functions better than the producer of a product can.

A channel of distribution can be either direct or indirect. In a direct channel, there are no intermediaries, as the
product goes directly from producer to user. An indirect channel of distribution has one or more intermediaries
between producer and user.

In setting a price, the entrepreneur decides on the most appropriate value for the product or service being offered
for sale.

The two basic types of advertising are product advertising and institutional advertising.

Asglobalcommunicationsystemscanbemademoreeffcient andtradeagreementspryopennationalmarkets
to foreign competition, entrepreneurs focusing more on international business.
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Self Assessment
1. Which of these do not refer o a current or potential buyer or user of the products of an individual or
organisation?
a. Customer
b. Client
c. Buyer
d. Supplier
2. Majorresponsibilitiesofthe istofnd,evaluate,andintroducenewproducts.
a. customer
b. client
c. buyer
d. entrepreneur
3. can often perform marketing functions better than the producer of a product can.
a. intermediaries
b. customers
c. clients
d. vendors
4. are described as the starting point for all behaviour.
a. Needs
b. Perceptions
c. Motivations
d. Attitudes

5. Which is an enduring opinion, based on a combination of knowledge, feeling, and behavioural tendency?

a.

b
C.
d

& o o e

Need
Perception
Motivation
Attitude

aregoaldirectedforcesthatorganiseandgivedirectiontotensioncausedbyunsatisfedneeds.

Needs

Perceptions
Motivations
Attitudes

7.  Which phase of the product life cycle includes sales?

a.

b.
C.
d.

Introduction
Growth
Maturity

Decline
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8. Which of the following statements is false?

a. Amajorresponsibilityoftheentrepreneuristofnd,evaluate,andintroducenewproducts.

b.

d. Idea accumulation is the second stage in new product development.

9. Which of the following statements is false?

a. The Internet and available software are major drivers of current developments in supply chain

Thefrst stageofthenewproductdevelopmentprocess,ideaaccumulation,involvesincreasingthepoolof
ideas under consideration.

New products start with ideas, and these ideas have varied origins.

management.

Distribution is essential only for intangible goods.

In marketing, distribution encompasses both the physical movement of products and the establishment of

intermediary (middleman) relationships to achieve product movement.

A channel of distribution can be either direct or indirect.

10. Match the following.

1. Online merchandising A. Direct or indirect
2. Channel of distribution B. E-commerce
3. Tangible goods C. Services
4. Intangible goods D. Products
a. 1-A,2-D, 3-B, 4-C
b. 1-C,2-D, 3-B, 4-A
c. 1-B,2-A,3-D, 4-C
d. 1-D, 2-B, 3-C, 4-A
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Chapter VI

Managing Growth in Small Businesses

Aim

The aim of this chapter is to:

* highlight the importance of entrepreneurial leadership
» explain the sources of employees

» enlist different risk management options

Objectives

The objectives of this chapter are to:

* elucidate human resource management

* explain organisational culture and total quality management

* describe risk management in small scale business

Learning outcome

At the end of this chapter, you will be able to:

* understand the importance of improving productivity
* recognise different business risks

* identify the method to manage operations
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6.1 Introduction

Marketing of small businesses is a basic thing that helps any small business to grow. Good marketing directly
affectsbothrevenuesandprofts  todeliversustainablegrowth.Effectivesmallbusinessmarketingrequiresspecifc
techniques. The “Business Growth Solutions” website is full of proven low-cost solutions and techniques that achieve
rapidgrowthinincomeandprofts. Creatingahigh-performancecompanytakesleadership.Thekeytobuilding

that team has been collaboration.

6.2 Entrepreneurial Leadership

Leadership roles differ greatly depending on the size of the business and its stage of development. A business that is
justbeginning,forexample,facesproblemsanduncertaintiesunlikethoseofafamilyfrm thathasbeenfunctioning
well over several generations. Therefore, with the recognition that leadership cannot be reduced to simple rules or
processesthatftallsituations.

6.2.1 Leadership

Leadership is far more focused on the destination than on the details of getting to the target. Entrepreneurs must
conveytheirvisionofthefrm’s  futuretootherparticipantsinthebusiness,sothateveryoneinvolvedcancontribute
most effectively to the accomplishment of the mission. Although leaders must also engage in some of the more
mundaneprocessesofmanagement,particularlyasthebusinessgrows, thefrst taskoftheentrepreneuristocreate
and communicate the vision.

6.2.2 Leaders Shape the Culture of the Organisation

Over time, an organisation tends to take on a life of its own. That is, an organisational culture begins to emerge,
that helps employees understand the business stands and their work. You Organisational culture are the factor that
determines the “feel” of a business. It tends to be the “silent teacher” that sets the tone for employee conduct, even
whenmanagersarenotpresent. Acompany ’sculturedoesnotemergeovernight;itunfoldsoverthelifetimeofthe
businessandusuallyrefectsthecharacterandstyleofthefounder.

Because of its power to shape how business is conducted, the culture of the organisation should not be left to chance.
If'a founder is honest in his or her dealings, supportive of employees, and quick to communicate, he or she will likely
set a standard that others will follow. An entrepreneur can create an innovative cultural environment by setting aside
his or her ego and opening up to the ideas of others, supporting experimentation through the elimination of unnecessary
penalties for failure, and looking for and tapping into the unique gifts of all employees. Like empowerment, creating
a culture that fosters innovation tends to draw employees into the work of the company and often provides a boost

to commitment and employee morale.

The above-mentioned actions are largely symbolic, focusing attention on the thrust of the business and its purpose.
However,deliberatephysicaldesigneffortscanalsoinfuencetheculture,shapingthewaypeopleintheorganisation
interactandwhattheyachievetogether.Joe AnthonyownsNew YorkCity—based VitalMarketing,acompanythat

brings in around $20 million a year doing multicultural and youth marketing. Anthony and his management team
havetakenveryintentionalstepstosetthetoneofbusinessandgeneratespecifc results.InAnthony’swords,
“We group our project teams together ... [and] create these bullpens so people will always be able to turn around
and troubleshoot.” Jonathan Vehar, senior partner of New and Improved, an innovation training and development
company in Evanston, Illinois, offers more design suggestions. He notes that an entrepreneur can spur creativity
bysprinklingallworkspaceswithvisuallystimulatingfeatures,includingidea-inspiringartwork;videomonitors,

and well positioned windows that open up the view to other environments.

It is also possible to encourage communication, by positioning work spaces far away from bathroom facilities,
which naturally creates occasions for employees to run into one another and start idea-generating conversations.
These are relatively simple concepts for setting up physical space, but they can have a profound effect on the mind-
set employees assume when they come to work. One feature that every leader should strive to incorporate into the
organisational culture is a positive, “can-do” attitude. It is possible to work on one’s own attitude and inspire others
to follow your lead.
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Some practical steps you can take to become more positive in your outlook are given below.

*  Recognise accomplishments at the end of each day. Take a moment to celebrate the day’s achievements, knowing
that you are one step closer to achieving your business ambitions. Don’t dwell on the fact that some things
remain undone that is just the adventure left for the next day.

* At the close of business, take time to set goals for the next day. Establishing priorities for the next day will
increase your focus and boost your motivation. Write them down and e-mail them to yourself. Then relax,
knowing that you have already gotten a head start on tomorrow’s tasks.

» Take care of yourself. Tend to your health. Eat nourishing food, and get appropriate exercise. Find activities
that you enjoy and spend time doing them. Change up your life from time to time to avoid falling into a rut and
lapsing into boredom.

*  Spendtimewithfriendswhoareupbeat.It’sdiffcult tomaintainapositiveframeofmindifeveryonearound
youisbreathingthefreofdoomandgloom.Optimismiscontagious.Catchit,andspreadit!

* Imagine your way to success. Mind-set alone will not lead the way to results, but neither will a good game
planencumberedbyfagging  motivationandanegativeframeofmind.Envisionpositiveoutcomes,suchas
customersbeingsatisfedastheyuseyourproducts.

*  Use thoughts of failure as a signal to turn your attention back to achievement. You will have setbacks, but
it’s time to move on (mentally) once you have addressed the root problem. Adventure calls from the business
opportunities that lie before you.

Attitude matters in everything, whether an event is mentally framed as a setback or a positive life experience is
entirely up to you.

6.3 Managing Human Resources

Finding the right employees for your business is always critical, but keeping them is just very important. Once

Goldbergfgured outthatentertainersmadegoodcleaners,hehadtofnd awaytohirethemandthentokeepthem
from quitting. Hiring them was easy because many entertainers are always looking for work. To retain these multi-
talentedemployees,Goldberghimselthadtobecreativeandfexible. Theartisticendeavoursshouldtakepriority,

so the company adapts to rehearsal schedules and travel commitments by allowing employees to complete their
work when they can. Every business is different, but the “people factor” cannot be ignored if success is the goal.
Goldbergunderstandsthisandknowshowtofnd theemployeeshiscompanyneeds.Afterthat,it’sjustamatterof
“care and feeding” for those hired. In the big picture, it really is that simple.

6.3.1 Need for Quality Employees

In a classic study of good-to-great companies (companies that advanced from being really good to become truly
great),JimCollinsobservedthatthegreatcompaniesfrst “gottherightpeopleonthebus.” Thisreasoningis
particularly relevant to personnel in key positions, as the right people in the right places provide a strong foundation
for any business. In a broad sense, this concept is applicable to all employees, in view of their direct and indirect
impact on business success.

Employeesaffectproftabilityinmanyways.Inmostsmallfrms, salespeople’sattitudesandtheirabilitytoserve
customer needs directly affect sales revenue. Also, payroll is one of the largest expense categories for most businesses,
havingadirectimpactonthebottomline.Byrecruitingthebestpossiblepersonnel,afrm canimproveitsreturn
oneachpayrolldollar.Recruitmentandselectionofemployeesestablishafoundationforafrm’s ongoinghuman
relationships.In asense,thequalityof afrm’s employeesdeterminesit’s potential. Asolid,effectiveorganisation

can be built only with a talented, ambitious workforce.
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6.3.2 Lure of Entrepreneurial Firms

Competingforwell-qualifedbusinesstalentrequiressmallfrmstorecognisetheirdistinctiveadvantages,especially

when recruiting outstanding prospects for managerial and professional positions. There are many good reasons to
work for an entrepreneurial business. This is especially true of growing enterprises led by individuals or teams
with a compelling vision of a desirable and attainable future. The work itself should attract talented prospects. The
opportunitytomakedecisionsandtoobtaingeneralmanagementorprofessionalexperienceatasignifcant level
is appealing to many individuals. Rather than toiling in obscure, low-level, specialised positions during their early
years, capable newcomers can quickly move into positions of responsibility in a well-managed small business.

In such positions, they can see the fruits of their labour and they make a difference in the success of the company.
Smallfrms canstructuretheworkenvironmenttoofterprofessional,managerial,andtechnicalpersonnelgreater
freedom than they would normally have in a larger business. In this type of environment, individual contributions
can be recognised rather than hidden under numerous layers of bureaucracy. In addition, compensation packages
can be designed to create powerful incentives. Flexibility in work scheduling and job-sharing arrangements are
other potential advantages.

For a business called THQ Inc., attracting bright and capable people is the name of the game. The company started
in 1990 with several dozen employees and has proven itself a tough competitor in the video game market. THQ
usesitssmallsizeasasellingpoint. AccordingtoCEOBrianFarrell,”“Weletpeopleknow,‘ You’llbeabigfsh ina
somewhatsmallerpondhereatTHQ. ”” Andthisapproachisdefnitely workingattractingbrilliantgamedevelopers
hasbeenoneofthefrm’ssecretweapons.

Thesehigh-potentialemployeesareluredwithacombinationofcreativefreedomandfnancial incentives. They
gettoshareinthefrm’s  successes,becauseanyonewhodesignsagreatgameatTHQisnoticedandgivengreater
responsibility. And their jobs are structured in such a way that they can avoid the drudgery of bureaucratic or otherwise
unpleasant tasks they might have to endure at other businesses. Even though THQ is not the largest player in the
industry,itssuccesshasnotescapedthenoticeofcompetitors. Whenitcomestovideogames, THQisdetnitely a
force to be reckoned with.

6.3.3 Sources of Employees

Torecruiteffectively,itisessentialforthesmallbusinessmanagertoknowwhereandhowtofndqualifed

applicants. Sources are numerous, and it is impossible to generalise about the best source in view of the differences
in companies’ personnel needs and the quality of the sources from one locality to another. The following discussion
describessomesourcesofemployeesmostpopularamongsmallfrms.

e Help-wanted advertising: Hanging a “Help Wanted” sign in the window is one traditional form of recruiting used
bysomesmallfrms.  Asimilarbutmoreaggressiveformofrecruitingconsistsofadvertisingintheclassifeds
sectionoflocalnewspapers.Forsometechnical,professional,andmanagerialpositions,frms mayadvertise
in trade and professional journals. Although the effectiveness of help-wanted advertising has been questioned
by some, many small businesses recruit in this way.

*  Walk-ins: Afrm mayreceiveunsolicitedapplicationsfromindividualswhowalkintotheplaceofbusinessto
seek employment. Walk-ins are an inexpensive source of personnel, particularly for hourly work, but the quality
ofapplicantsvaries.Ifqualifed applicantscannotbehiredimmediately,theirapplicationsshouldbekeptonfle
for future reference. In the interest of good community relations, all applicants should be treated courteously,
whether or not they are offered jobs.

e Schools: Secondary schools, trade schools, colleges, and universities are desirable sources of personnel for
certainpositions,particularlythoserequiringnospecifcworkexperience.Somesecondaryschoolsandcolleges
haveinternshipprogramsthatenablestudentstogainpracticalexperienceinbusinessfrms. Applicantsfrom
secondary and trade schools often have useful educational backgrounds to offer a small business. Colleges and
universitiescansupplycandidatesforpositionsinmanagementandinvarioustechnicalandprofessionalfelds.

In addition, many colleges are excellent sources of part-time employees.
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¢ Public employment offces: Employmentoffces ineachstateofferinformationonapplicantswhoareactively
seekingemploymentandadministerthestate’sunemploymentinsuranceprogram. Theseoffces, locatedinall
mayjor cities, are for the most part a useful source of clerical workers, unskilled labourers, production workers,
and technicians. They do not actively recruit but only counsel and assist those who come in. Although public
employmentoffces canbeasourceofgoodemployees,theindividualstheyworkwithare,forthemostpart,
untrainedoronlymarginallyqualifed.

e Private employment agencies: Numerousprivatefrms offertheirservicesasemploymentagencies.Insome
cases,employersreceivetheseserviceswithoutcostbecausetheapplicantspayafeetotheagency;however,
moreoften,thehiringfrms  areresponsiblefortheagencyfee.Privateemploymentagenciestendtospecialise
inpeoplewithspecifcskills,suchasaccountants,computeroperators,andmanagers.

e Executive search frms: Forflling keypositions,smallfrms sometimesturntoexecutivesearchfrms,  often
calledhead-hunters,tolocatequalifed candidates. Thekeypositionsforwhichsuchfrms seekapplicants
are those paying a minimum of $50,000 to $70,000 per year. The cost to the employer may run from 30 to 40
percentofthefrst year’ssalary.Becauseofthehighcost,useofhead-huntersmayseemunreasonableforsmall,
entrepreneurialfrms. Attimes,however,theneedforamanagerwhocanhelpafrm “movetothenextlevel”
justifes theuseofanexecutivesearchfrm. Ahead-hunterisusuallybetterablethanthesmallfrm toconduct
a wide-ranging search for individuals who possess the right combination of talents for the available position.

*  Employee referrals: Employee recommendations of suitable candidates may provide excellent prospects.
Ordinarily, employees will hesitate to recommend applicants unless they believe in their ability to do the job.
Many small business owners say that this source accounts for more new hires than any other. A few employers
gosofarastoofferfnancialrewardsforemployeereferralsthatresultinthehiringofnewemployees.

e Internet recruiting: Recruiters are increasingly seeking applicants via the Internet. A variety of websites,
such as http://www.careerbuilder.com, http://www.monster.com, and http://www.hotjobs.com etc, which allow
applicantstosubmittheirrésumésandpermitpotentialemployerstosearchthoserésumésforqualifedapplicants.
Andasthelnternetisbecomingmoreandmorepopularasasourceofapplicants,manyfrms arepostingjob
openings on their own websites.

* Temporary help agencies: These help industry, which is growing rapidly, supplies employees (or temps) such
as word processors, clerks, accountants, engineers, nurses, and sales clerks for short periods of time. By using an
agencysuchasKellyServicesorManpowerlnc.,smallfrms candealwithseasonalfuctuations  andabsences
causedbyvacationorillness.Forexample,atemporaryreplacementmightbeobtainedtofll thepositionof
an employee who is taking leave following the birth of a child, a type offamily leave now mandated by law for
some employees. In addition, the use of temporary employees provides management with an introduction to
individualswhoseperformancejustifes anofferofpermanentemployment.Staffng  withtemporaryemployees
is less practical when extensive training is required or continuity is important.

6.3.4 Diversity in Workforce

Over time, the composition of the workforce has changed with respect to race, ethnicity, gender, and age. In 1990, for
example,76percentoftheworkforcewasWhite;by2000,0only69percentwas White.Muchofthischangecanbe

attributed to the growing proportion of Hispanic workers. The balance is shifting rapidly toward greater workforce
diversity, not only because of increased participation of racial minorities, but also because of higher proportions of
women and older workers entering the labour force.

The main challenge for human resource management is to adapt to a more diverse pool of potential employees. To
remain fully competitive, business owners need to step up recruitment of women and minorities and be open to
innovativewaystoaccesstheavailable  poolofapplicants. WhenDickSnowfounditdiffcult torecruit American
teenagers for summer work at his six East Coast Ben and Jerry’s ice cream stores, his solution was to hire 12 British
ice cream scoopers through the British Universities North American Club.
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Other small businesses have tapped immigrants as a source of workers. In fact, small companies are more likely to
employimmigrantsthanlargerfrms. Approximately 1 7percentofsmallcompanyworkersareimmigrants(citizens
andnoncitizens),whichworksouttonearlyoneoutofeveryfve employees.Ofthenearly20millionimmigrants
employed in the United States, around two-thirds work for small companies—about 3.3 million of these in companies
with fewer than 10 employees.

Though it discourage entrepreneurs from hiring illegal or undocumented workers, it is important to cast the
employmentnetasbroadlyaspossibletofndthebestpeopleavailable. Bydevelopinganawarenessofthe
potentialinvariouspartsofthetalentpool,smallfrms canimprovetheeffectivenessoftheirrecruitmentmethods.
Adapting to diversity is important not only because the workforce is becoming more diverse but also because
diversity m iself can be a good thing, through the mnovation it ntroduces to the workplace and the positive
effect it has on problem solving. Researchers at North-western University recently studied the value of diversity
by asking 50 groups of subjects to solve a murder mystery. Groups included individuals from different social
backgrounds,weremorelikelytosolvethecase;homogeneousgroupswerebothmoreoftenwrongandmore
confdentthattheywereright.

Venture capitalists are very much aware of this phenomenon and thus are less likely to invest in a company where
the management team more closely resembles the results of a cloning experiment than a group of individuals who
bring unique perspectives to bear on business challenges. Evidence suggests that various forms of diversity (based
on gender and ethnicity, as well as more subtle forms of variation related to personality, sensibility, work style, and
thelike)arebenefcial ,especiallywheninnovationisimportanttoafrm’scompetitiveness.

6.4 Managing Operations

Every business uses operations processes to create products or services for its customers. This process consists of
the activities involved in creating value for customers and earning their dollars. A bakery, for example, purchases
ingredients, combines and bakes them, and makes bakery products available to customers at some appropriate
location. For a service business such as a hair salon, the operations process includes the purchase of supplies and
the shampooing, haircutting, and other procedures involved in serving its clients.

Suchoperationsareattheheartofanybusiness;indeed,theyarethereasonsforitsveryexistence.ltshouldcome

as no surprise, then, that their design and effectiveness can determine the success of a business. Though we initially
focus on quality issues in this chapter, operations management goes well beyond this one very important feature.
Here methods of work improvement that can increase productivity and boost the performance of a company are
mentioned.

We also address the importance of establishing suitable purchasing policies, as well as introducing ways to control
inventory and minimise the cost of inputs. Simply put, the thrust of this chapter is to examine ways a business can
functioneconomicallyandproftably,  providingahigh-qualityproductorservicethatkeepscustomerscoming
backformore.Mostsignifcantly,  operationsmanagementisanimportantmeansofbuildingafrm’s competitive
strength in the marketplace.

6.4.1 Organisational Culture and Total Quality Management

A crucial element of effective quality management is a supportive organisational culture. The values, beliefs, and
traditionalpracticesfollowedbymembersofabusinessfrm constituteitsorganisationalculture.Somefrms are
mainly concerned with quality levels that they will refund money if a service or product is unsatisfactory or will
schedule overtime work to avoid disappointing a customer.

Qualityisaprimaryvalueinabusiness’sorganisationalculture.Qualityorientedcultureisnecessaryifafrm isto
achieve outstanding success. Time and training are required to build a TQM program that elicits the best efforts of
everyone in the organisation in producing a superior-quality product or service. A small business that adopts a total
quality management philosophy commits itself to the pursuit of excellence in all aspects of'its operations. Dedication
to quality on an organisation-wide basis is sometimes described as a cultural phenomenon.
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Total quality management always goes beyond merely ensuring that existing standards are met. Its objective is
continuous quality improvement, which is an ongoing e ffort to improve quality. For example, ifa production process
has been improved to a level where there is only 1 defect in 100 products, the process must then be shifted to the
next level and a new goal set of no more than 1 defect in 200 or even 500 products. The ultimate goal is zero defects,
a target that has been popularised by many quality improvement programs.

Continuous quality improvement efforts may include benchmarking, which is the process of identifying the best
products,services,andpracticesofotherbusinesses;carefullystudyingthoseexamples;andusinganyinsights

gained to improve one’s own operations. A simple type of benchmarking occurs when ownermanagers eat in
competitors’ restaurants or shop in competitors’ stores and then use what they learn to make improvements in their
own businesses.

6.4.2 Importance of Improving Productivity

Toremaincompetitive,afrmshouldcontinuallytrytoimproveitsproductivityasimprovementeffortsvarygreatly.
Some involve major reorganisations or changes in technology, while others merely upgrade existing operations. A
businessfrm’sproductivitymaybeexpressedasfollows:

Output

Productivity =
Input

Products and/or services

- (Labour + Energy + Cash + Raw materials + Equipment+ Information)

Afrm improvesitsproductivitybydoingmorewithlessbyincreasingoutputsand/ordecreasinginputs. Thiscan

be accomplished in many different ways. For example, a small restaurant may improve its pastry making by sending
thecheftocookingschool,buyingbetteringredients,gettingamoreeffcient oven,orredesigningthekitchen. At
onetime,productivityandqualitywereviewedaspotentiallyconficting.

However, production at a high-quality level reduces scrap and rework. Therefore, quality enhancement, automation,
and other improvements in operations methods can also boost productivity. Improving productivity in the labour-
intensiveservicesectorisespeciallydiffcult,sincemanagershavelessopportunitytotakeadvantageofautomation.
Smallservicefrms alwaysfnd waystobecomemoreeffcient. Atonetime,forexample,customersinbarbershops
wastedtimewaitingforbarberswhotookthemonafrst-come, frst-servedbasis.

To improve the system, many shops now use an appointment schedule. A drop-in customer can still get service
immediatelyifabarberisn’tbusyorelsesignupforthefrst convenientappointment.Suchasystemprovides
continuity in the barber’s work schedule and reduces delays and frustration for customers.

6.4.3 The Importance of Purchasing

Thequalityofafnished productusuallydependsonthequalityoftherawmaterialsused.Ifaproductmustbemade

with great precision and close tolerances, the manufacturer must acquire high-quality materials and component parts.
Then, if the manufacturer uses a well-managed production process, excellent products will result. Similarly, the
acquisition of high-quality merchandise makes a retailer’s sales to customers easy and it also reduces the number

of necessary markdowns and merchandise returns.

Purchasingalsocontributestoproftable ~  operationsbyensuringthatgoodsaredeliveredwhentheyareneeded.

Failure to receive materials, parts, or equipment on schedule can cause costly interruptions in production operations.
In a retail business, failure to receive merchandise on schedule may mean a loss of sales and, possibly, a permanent
loss of customers who were disappointed.
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Another aspect of effective purchasing is securing the best possible price. Cost savings go directly to the bottom line,
andpurchasingpracticesthatseekoutthebestpricescanhaveamajorimpactonthetnancial healthofabusiness.
Note, however, that the importance of the purchasing function varies according to the type of business. In a small,
labour-intensiveservicebusinessessuchasaccountingfrm purchasesofsuppliesareresponsibleforaverysmall

part of the total operating costs. Such businesses are more concerned with labour costs than with the cost of supplies
or other materials they may require in their operations process.

6.4.4 Objectives of Inventory Management

Both purchasing and inventory management share the same objective: to have the right goods in the right quantities
attherighttimeandplace. Asshowninthefgure below,achievingthisgeneralobjectiverequirespursuingmore
specifc subgoalsofinventorycontrol-ensuringcontinuousoperations,maximisingsales,protectingassets,and
minimising inventory costs.

Ensuring Optimising
Continuous Maximising Protecting Inventory
Operations Sales Assets Investment

J J J

Fig. 6.1 Objectives of inventory management
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Ensuring continuous operations is particularly important in manufacturing, as delays caused by lack of materials

or parts can be costly. Furthermore, sales can be maximised by completing production in a timely manner and by
stocking an appropriate assortment of merchandise in retail stores and wholesale establishments. Protecting inventory
fromtheft,shrinkage,anddeteriorationandoptimisinginvestmentslikewisecontributetooperationaleftciency
andbusinessprofts.

6.5 Managing Risk

Risk is the possibility of suffering harm or loss. In business, risk is the possibility of losses associated with the assets
andtheearningspotentialofthefrm.Thetermassets include not only inventory and equipment but also such factors
asthefrm’s employees,itscustomers,anditsreputation.Businessriskscanbeclassifed intotwobroadcategories:
market risk and pure risk. Market risk is the uncertainty associated with an investment decision.

An entrepreneur who invests in a new business hopes for a gain but realises that the eventual outcome may be a
loss. Only after identifying the investment opportunity, developing strategies, and committing resources will she or
hefnd outwhetherthefnal resultisagainoraloss.Pureriskisasituationwhereonlylossornolosscanoccur,
wherethereisnopotentialgain.Owningproperty, forinstance,createsthepossibilityoflossduetofre orsevere
weather;theonlyoutcomesarelossornoloss. Asageneralrule,onlypureriskisinsurable. Thatis,insuranceis

not intended to protect investors from market risks, where the chances of both gain and loss exist.
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6.5.1 Classifcation of Business Risk

The pure risks faced by a business can be put into the following categories: property risks, liability risks, and personnel
risks. Let’s take a look at these risks, related to the physical, legal, and human aspects of a business.

Property risks

In the course of establishing a business, an owner acquires property that will be necessary to provide the goods

and services of the company. If this property is damaged or destroyed, the business sustains a loss. In addition, the
temporarylossofuseofthepropertycanaddtothenegativefnancial impactonthebusiness.Severalcharacteristics

of business property and the risks associated with it are worthy of attention. There are two general types of property,
real property and personal property.

Real property consists of land and anything that is physically attached to land, such as buildings. Some business
owners purchase land and buildings, while others choose to lease necessary real property. It is important to note,
however, that some leases make the lessee responsible for any damage or loss to the leased premises. Personal
propertycanbedefned  simplyasanypropertyotherthanrealproperty.Personalpropertyincludesmachinery,
equipment(suchascomputers),furniture,fxtures,  stock,andvehicles. Whilethelocationofrealpropertyisfxed,
personalpropertycanbemovedfromplacetoplace. Amongtheriskstothepersonalpropertyofthesmallfrm are
thesecuritythreatstotheircomputersposedbyhackersandspyware, forexampleseethebelowgivenfgure.

Viruses and Worms 73%
Spyware 66%
Spam | 64%
Utside Hackers 1 57%
Identity Theft 55%

SecurityConfgurationCompliance 55%

Employee Violating Security 146%
Internal Hackers/Attacks 141%

Regulatory Compliance 39%
Don’t Know 28%

Fig. 6.2 Security threats to computers
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Property can be valued in a number of ways. The replacement value of property is the cost to replace or recreate
the property at today’s prices. For example, a building that was constructed 10 years ago at a cost of $200,000
may have a current replacement value of $250,000 because of the rising costs of materials and labour. The actual
cashvalue(ACV)ofapropertycanbeverydifferentfromitsreplacementvalue;thisinsurancetermreferstothe
depreciated value of a property.

Perils

Aperilisacauseofloss.Someperilsarenaturallyoccurringevents,suchaswindstorms,foods, earthquakes,and
lightning. The location of property may increase the likelihood of its loss from certain perils, for example, coastal
propertiesaremoresusceptibletowinddamageandfooding, andpropertiesnearfaultlinesaremoreproneto
damage from earthquakes.
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Notallperils,however,arenaturalevents;somearerelatedtotheactionsofpeople.Perilssuchasrobberyand

employee dishonesty involve criminal acts performed by people against business owners. The rapid growth of
electronic commerce (e-commerce) has led to new forms of dishonest acts, such as hacking, denial of access, and
improperuseofconfdentialinformation.

Losses
Property loss can be a direct loss, in which physical damage to property reduces its value to the property owner.
Thedirectlossofpropertyasaresultofwindstorm,fre, orexplosionisobvioustoeveryoneandhasthepotential

tosignifcantlyhinderanybusiness.

Aless obvious type of property loss is an indirect loss, which arises from inability to carry on normal operations due
to a direct loss. For example, if a delivery truck is damaged in an accident, the resulting loss of use can impair the
ability of a business to get its goods to customers. The indirect loss component of this event may cause a reduction
in revenue or an increase in expense (from having to outsource the delivery function), either of which will have an
adverse impact on business income.

It should be pointed out that business income can also be reduced by events or conditions that are not related to
direct losses. For example, a strike by UPS employees a few years ago created serious logistical problems for many
of its business customers, which were unable to receive goods from suppliers or deliver goods to customers. The
fnancial impactofsuchalabouractionmaybejustasrealtoabusinessasphysicaldamagetoproperty,butthe

insurance protection available for indirect losses applies only when direct damage events trigger the loss of use.
More will be said on this issue later in the chapter.

Liability risks

A growing business risk today is the legal liability that may arise from various business activities. A society creates
laws to govern interactions among its members. Individual rights and freedoms are protected by these laws. If a
business or any of its agents violates these protected rights, the business can be held accountable for any resulting
loss or damage to the affected party. Legal liability may arise from statutory liability, contractual liability, or tort
liability.

Personnel risks

It refers to risks to a company’s operations that either concern or are caused by its personnel. These risks could mean
a company completely losing the input of a key employee, or an employee deliberately acting against a company’s
interests.

Such risks include:

» Fatigue and exhaustion

* Accidents and illnesses

*  Obsolete professional skills

*  Personal or employment-related disputes
*  Unintentional human error

e Information leaks or thefts

6.5.2 Risk Management

The term risk management covers all efforts to preserve the assets and earning power of a business. Since risk
management has grown out of insurance management, the two terms are often used interchangeably. However,
risk management has a much broader meaning, covering both insurable and uninsurable risks and including non-
insurance approaches to reducing all types of risk. Risk management involves more than trying to obtain the most
insuranceforeachdollarspent;itisconcernedwithfnding thebestwaypossibletoreducethecostofdealingwith
risk.Insuranceisonlyoneofseveralapproachestominimisingthepurerisksafrmissuretoencounter.
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Fig. 6.3 Risk on a road of success
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(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:

Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

The process of risk management
Five steps are required to develop and implement a risk management program.

Identify and understand risks:tisnecessarythatabusinessownerneedtobeawareoftherisksthefrm faces

on theroad to success. To reduce the chance of overlooking important risks, a business should adopt a systematic
approachtoidentifyingrisks.Usefulidentifcation = methodsincludeinsurancepolicychecklists,questionnaires,
analysisoffnancialstatements,andcarefulanalysisofafrm’soperations,customers,andfacilities.

Evaluate risks:Oncetherisksareidentifed,  theymustbeevaluatedintermsofthepotentialsizeofeachloss
andtheprobabilitythatitwilloccur. Ataminimum,risksshouldbeclassifed intothreegroups:critical(losses
that could result in bankruptcy), extremely important (losses that would require investment of additional capital
to continue operations), and moderately important (losses that can be covered with current income or existing
assets).

Select methods to manage riskThetwoapproachesusedindealingwithriskareriskcontrolandriskfnancing.
Selection of the method totally depends on the situation.

Implement the decision: Once the decision has been made to use a particular technique or techniques to manage
afrm’s risks,thisdecisionmustbefollowedbyaction,suchaspurchasinginsuranceandsettingasidededicated

funds to cope with any risks that have been retained. Failure to act—or even simple procrastination—could be
fatal.

Evaluate and review:Evaluation and review ofthe risk management technique are essential because conditions
change,newrisksariseandoldonesdisappear.Also,reviewingearlierdecisionstousespecifc methodsmay
identify mistakes made previously.
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6.5.3 Risk Management and Small Business

Regardless of the nature of the business, risk management is always a serious issue for small companies, as well as
largecorporations. Toooften,smallbusinessespayinsuffcientattentiontoanalysingpotentialrisk.“Smallcompanies

often spend more time planning their company picnics than for an event that could put them out of business,” says
KatherineHeaviside,apartnerinEpoch,aHuntington,New York,publicrelationsfrm thatspecialisesincrisis
communication. To avoid the business to have an unexpected development, the small business owner must take
anactiveroleinmanagingtherisksofherorhisfrm. Riskmanagementinasmallbusinessdiffersfromthatina
largefrminseveralways.

First, insurance companies are not always eager to insure small companies and may even turn them down in some
cases.Inalargefrm, theresponsibilitiesofriskmanagementarefrequentlyassignedtoaspecialisedstaffmanager.
Itismorediffcult  forasmallcompanytocopewithriskmanagementsinceitsriskmanagerisusuallytheowner

and the owner wears so many hats. Furthermore, risk management is not that requires immediate attention until
something happens. A prudent small business owner will take the time to identify the different types of risks faced
bythefrmandfndwaystocopewiththem,througheitherriskcontrolorriskfnancing.

Risk control
Risk control involves minimising loss through prevention, avoidance, and/or reduction. Loss prevention focuses
onstoppinglossfromhappening.Forexample,ifamail-orderbusinessfnds thatgoodsarebeingdamagedinthe

delivery process, it may switch to a more secure and reliable delivery service, thus eliminating property damage
and customer dissatisfaction.

Loss avoidance is achieved by choosing not to engage in a hazardous activity. For instance, the risk of losing critical
computerrecordscanbeavoidedbystoringbackupfles atadifferentphysicallocation.Lossreductionaddresses

the potential frequency, severity, or unpredictability of loss, thereby lessening the impact of the loss on the business.
Crisis planning is a form of loss reduction in that it always provides a template to follow in the case of a catastrophic
loss. Installing automatic sprinkler systems in a building is another good example of a loss reduction strategy. If a
fre occursinabuildingwithanautomaticsprinklersystem,thesprinklerswillbeactivated,thusminimisingthe
amountoffredamagetothebuilding.

Risk fnancing

Riskfnancing facilitatesthefundsforlossesthatcannotbeeliminatedbyriskcontrol;itinvolvestransferringthe

risk or retaining the risk. Risk transfer is accomplished largely through buying insurance but can also be achieved
by making other contractual arrangements that transfer the risk to others. Contractual arrangements, for example,
canincludesubcontractinganactivityorpurchasingfdelity bondtoprotectagainstemployeefraud.Riskretention
entailsfnancinglossthroughoperatingrevenuesorretainedearnings.

Onecommonformofriskretentionisself-insurance,inwhichpartofafrm’s earningsisdesignatedasacushion
againstpossiblefuturelosses.Self-insurancecantakeageneraloraspecifc form.Initsgeneralform,apartof
thefrm’s earningsisearmarkedforacontingencyfundagainstpossiblefuturelosses,regardlessofthesource.In
itsspecifc form,aself-insuranceprogramdesignatesfundstoindividuallosscategoriessuchasproperty,health
care,orworkers’compensation.Somefrms ~ havestartedtorelyheavilyonself-insurance,particularlyinthearea

of medical coverage for employees.
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Summary

Marketing of small businesses is a basic thing that helps any small business to grow. Good marketing directly
affectsbothrevenuesandproftstodeliversustainablegrowth.

Leadership roles differ greatly depending on the size of the business and its stage of development.
Finding the right employees for your business is always critical, but keeping them is just very important.

Torecruiteffectively,itisessentialforthesmallbusinessmanagertoknowwhereandhowtofnd qualifed
applicants.

Afrm mayreceiveunsolicitedapplicationsfromindividualswhowalkintotheplaceofbusinesstoseek
employment.

Employmentoffces ineachstateofferinformationonapplicantswhoareactivelyseekingemploymentand
administer the state’s unemployment insurance program.

Numerousprivatefrmsoffertheirservicesasemploymentagencies.
Employee recommendations of suitable candidates may provide excellent prospects.
Every business uses operations processes to create products or services for its customers.

A crucial element of effective quality management is a supportive organisational culture. The values, beliefs,
andtraditionalpracticesfollowedbymembersofabusinessfrmconstituteitsorganisationalculture.

Thequalityofafnishedproductusuallydependsonthequalityoftherawmaterialsused.
Risk is the possibility of suffering harm or loss.

The pure risks faced by a business can be put into the following categories: property risks, liability risks, and
personnel risks.

Property loss can be a direct loss, in which physical damage to property reduces its value to the property
owner.

A growing business risk today is the legal liability that may arise from various business activity

The term risk management covers all efforts to preserve the assets and earning power of a business.
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Self Assessment

1.

/e o op
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roles differ greatly depending on the size of the business and its stage of development.

Leadership

Marketing
Management

Human resources

are an inexpensive source of personnel.

Walk-ins

Help-wanted advertising
Schools

Executivesearchfrms

Recruiters are increasingly seeking applicants via the

a.

b
C.
d

Internet
agencies
frms

referrals

Every business uses operations processes to create products or services for its

a.
b.

C.

o SIS

customers
entrepreneurs
manufactures

distributers

is a primary value in a business’s organisational culture.

Quality

Quantity
Management

Productivity

Which of the following does not include the objective shared both by purchasing and inventory management?

a. To have the right goods
b. To have goods in right quantities
c. To have goods in at the right time and place
To have goods in right quality
Businessriskscanbeclassifedinto broadcategories.
a. Two
b. Three
c. Four
d. Five
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8. Which of the following statements is false?

a.
b.

Risk is the possibility of suffering harm or loss.

In business, risk is the possibility of losses associated with the assets and the earnings potential of the
frm.

The term assets includenotonlyinventoryandequipmentbutalsosuchfactorsasthefrm’s employees,its
customers, and its reputation.

Business risk is the uncertainty associated with an investment decision.

9. Which of the following statements is false?

a.

b
C.
d

Real property consists of land and anything that is physically attached to land, such as buildings.

. Realpropertyincludesmachinery,equipment(suchascomputers),furniture, fxtures,stock,andvehicles.

A peril is a cause of loss.

. Perils such as robbery and employee dishonesty involve criminal acts performed by people against business

Oowners.

10. Match the following.

1. Personnel risks Minimising loss

Risk control Fatigue and exhaustion

Critical risks Direct or indirect

CECHES
S| 0w | >

. Property loss

Bankruptcy

e o o P

1-A, 2-D, 3-B, 4-C
1-C, 2-D, 3-B, 4-A
1-B, 2-A, 3-D, 4-C
1-D, 2-B, 3-C, 4-A
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Chapter VII

Managing Firm’s Assets

Aim

The aim of this chapter is to:

* introduce the term assets

* describe working capital cycle

» enlist the types of capital budgeting techniques

Objectives

The objectives of this chapter are to:
» clucidatecashfowandcashbudget
* explain inventory management

* describetechniquessuchas,discountcashfow

Learning outcome

At the end of this chapter, you will be able to:

» understand working capital management

* recognise various techniques of capital budgeting

* identify importance of managing assets for small business
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7.1 Introduction

Any item of economic value owned by an individual orcorporation, especially which could be converted tocash is
termedasanasset.Assetsarecommonlydefned as“whatthecompanyowns”.  Someexamplesofassetsarecash,
savingsaccounts,accountsreceivable,inventory,prepaidexpensesandfxed assets.Assetaccountsarepresented
on the Balance Sheet, not on the Income Statement.

7.2 Working Capital Cycle

Asktheownerofasmallbusinessaboutfnancial managementandyouwilllikelyhearaboutthejoysandtribulations

of managing cash, accounts receivable, inventories, and accounts payable. Working-capital management—managing
short-termassets(currentassets)andshort-termsourcesoffnancing (currentliabilities)—isextremelyimportant
tomostsmallcompanies. 1 Infact, fnancial disciplineisofutmostimportanceforthesuccessfulrunningofthe
business.Goodbusinessopportunitiescanbeirreparablydamagedbyineffectivemanagementofafrm’sshort-term
assetsandliabilities. Afrm’s  working-capitalcycleisthefow  ofresourcesthroughthecompany’saccountsaspart
ofitsday-to-dayoperations. Thestepsinafrm’sworkingcapitalcycleareasfollows:

e Step 1: Purchase or produce inventory for sale, which increases accounts payable—assuming the purchase is
a credit purchase—and increases inventories on hand.

e Step 2: Either sell the inventory for cash, which increases cash, or sell the inventory on credit, which increases
accounts receivable.

e Step 3: Pay the accounts payable, which decreases accounts payable and decreases cash.
*  Or pay operating expenses and taxes, which decreases cash.
e Step 4: Collect the accounts receivable when due, which decreases accounts receivable and increases cash.

e Step S: Begin the cycle again. Depending on the industry, the working-capital cycle may be long or short. For
example,itisonlyafewdaysinthegrocerybusiness;itislonger,mostlikelymonths,inanautomobiledealership.
Whatever the industry, however, management should be working continuously to shorten the cycle.

Depending on the industry, the working-capital cycle may be long or short. For example, it is only a few days in

thegrocerybusiness;itislonger,mostlikelymonths,inanautomobiledealership. Whatevertheindustry,however,
management should be working continuously to shorten the cycle.
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Fig. 7.1 Working capital cycle
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

7.2.1 Timing and Size of Working-Capital Investments

The owners of small business companies need to understand the working-capital cycle, in terms of both the timing
of investments and the size of the investment required (for example, the amounts necessary to maintain inventories
andaccountsreceivable). Theowner ’sfailuretounderstandtheserelationshipsresultsinmanyfnancial problems
of' small companies. It has been noticed that too many entrepreneurs wait until a problem arises to deal with working
capital. Thefgure belowshowsthechronologicalsequenceofahypotheticalworking-capitalcycle. Thetimeline

refects theorderinwhicheventsunfold,beginningwithaninvestmentininventoryandendingwithcollectionof

accounts receivable. The key dates in the exhibit are as follows:

Day a: Inventory is ordered in anticipation of future sales.
Day b: Inventory is received.

Day c: Inventory is sold on credit.

Day d: Accounts payable come due and are paid.

Day e: Accounts receivables are collected.
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Theinvestingandfnancingimplicationsoftheworking-capitalcyclerefectedinthefgurebelowareasfollows:
Money is invested in inventory from day b to day c.Thesupplierprovidestnancing  fortheinventoriesfromday b
to day d. Money is invested in accounts receivable from day c to day e.

Financingofthefrm’s  investmentinaccountsreceivablemustbeprovidedfromday d to day e. This time span,
called the cash conversion period, represents the number of days required to complete the working-capital cycle,
whichendswiththeconversionofaccountsreceivableintocash.Duringthisperiod,thefrm nolongerhasthe

beneft ofsupplierfnancing (accountspayable).Thelongerthisperiodlasts,thegreaterthepotentialcashfow
problemsforthefrm.

Order Inventory Cash Collection
Placed Received Sale of Receivables
1

‘ | Days in Inventory

Days in Account Receivable

| Days in Account Payable Cash Conversion Period |

Cash Payment
for Inventory

Fig. 7.2 Working capital time line
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Examples of working-capital management

Thefgure belowofferstwoexamplesofworking-capitalmanagementbyfrms withcontrastingworking-capital
cycles:Pokey,Inc.,andQuickTurnCompany.OnAugust15,bothfrms buyinventorythattheyreceiveonAugust
31, but the similarity ends there. Pokey, Inc., must pay its supplier for the inventory on September 30, before
eventually reselling it on October 15. It collects from its customers on November 30.

As you can see, Pokey, Inc., must pay for the inventory two months prior to collecting from its customers. Its cash
conversion period—the time required to convert the paid-for inventories and accounts receivable into cash—is 60
days.Thefrm’s managersmustfnd awaytofnance thisinvestmentininventoriesandaccountsreceivable,orelse
theywillexperiencecashfow  problems.Furthermore,althoughincreasedsalesshouldproducehigherprofts, they
willcompoundthecashfow  problembecausethecompanywillhavetofnance theinvestmentininventoryuntil
the accounts receivable are collected 60 days later.

NowconsiderQuick TurnCompany’sworking-capitalcycle,showninthebottomportionofthefgure. Compared
to Pokey, Quick Turn Company has an enviable working-capital position. By the time Quick Turn must pay for its
inventory purchases (October 31), it has sold its product (September 30) and collected from its customers (October
31).Thus,thereisnocashconversionperiodbecausethesupplierisessentiallyfnancing QuickTurn’sworking-
capital needs.
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Pokey, Inc.

Order Inventory Cash Collection of
Placed Received Sale I Receivables
| Days in Inventory
Days in Accounts Receivable
| .
Aug. 15 Aug. 31 Sep. 30 Oct. 15 Nov. 30

| Days in Accounts Payable

Cash Conversion Period |

Cash Payment for Inventory |

Quick Turn Company

Order Inventory Cash Collection of
Placed Received Sale | Receivables
| Days in Inventory . .
Days in Accounts Receivable
I .
Aug. 15 Aug. 31 Sep. 30 Oct. 31

| Days in Accounts Payable |

Cash Payment for Inventory

Fig. 7.3 Working-capital time lines for Pokey, Inc. and Quick Turn Company
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

7.3 Managing Cash Flows

Itshouldbeclearbynowthatthecoreofworking-capitalmanagementismonitoringcashfows. Cashiscontinually
movingthroughabusiness.Itfows inascustomerspayforproductsorservices,anditfows outaspayments
aremadetootherbusinessesandindividualswhoprovideproductsandservicestothefrm, suchasemployees
andsuppliers.Thetypicallyunevennatureofcashinfows andoutfows makesitimperativethattheybeproperly

understood and managed. Keith Lowe, an experienced entrepreneur and co-founder of the Alabama Information
Technology Association, expresses it this way:

7.3.1 Nature of Cash Flows Revisited

Afrm’s netcashfow maybedeterminedquitesimplybyexaminingitsbankaccount.Monthlycashdepositsless
checkswrittenduringthesameperiodequalafrm’s netcashfow. Ifdepositsforamonthaddupto$100,000and
checkstotal$80,000,thefrm  hasanetpositivecashfow 0f$20,000.Thecashbalanceattheendofthemonthis
$20,000 higher than it was at the beginning of the month.

Thefgure belowgraphicallyrepresentsthefow  ofcashthroughabusiness.Itincludesnotonlythecashfows that
ariseaspartofthefrm’s working-capitalcyclebutothercashfows aswell,suchasthosefrompurchasingfxed
assetsandissuingstock.Morespecifcally,  cashsales,collectionofaccountsreceivable,paymentofexpenses,and
paymentforinventoryrefecttheinfows andoutfows ofcashthatrelatetotheworking-capitalcycle,whilethe
otheritemsinthefgurebelowrepresentother,longer-termcashfows.
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Ashasbeenemphasisedonseveraloccasions,calculatingcashfow requiresthatwedistinguishbetweensales
revenue and cash receipts—they are seldom the same. Revenue is recorded at the time a sale is made but does not
affectcashfow atthattimeunlessthesaleisacashsale.Cashreceipts,ontheotherhand,arerecordedwhenmoney
actuallyfowsintothefrm,oftenamonthortwoafterthesale.

Similarly, it is necessary to distinguish between expenses and disbursements. Expenses occur when materials, labour,
or other items are used. Payments (disbursements) for these expense items may be made later, when checks are
issued.Depreciation,whileshownasanexpense,isnotacashoutfow. Giventhedifferencebetweencashfows
andprofts, itisabsolutelyessentialthattheentrepreneurdevelopacashbudgettoanticipatewhencashwillenter

and leave the business. In the next section, we will describe and illustrate the cash budgeting process.

Sale of
Fixed Assets

Owner’s
Investment

Collection
of Accounts
Receivable

Cash
Sales

Purchase of
Fixed Assets

Payments
of Expenses

Payment of Payment of

Inventory

Divedends

Fig. 7.4 Flow of cash through a business
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

7.3.2 Cash Budget

The cash budgetisaprimarytoolformanagingcashfows.Thebudgetisconcernedspecifcally withdollarsreceived
and paid out. In contrast, the income statement takes items into consideration before they affect cash—for example,
expenses that have been incurred but not yet paid and income earned but not yet received. By using a cash budget,
anentrepreneurcanpredictandplanthecashfowsofabusiness.

Nosingleplanningdocumentismoreimportantinthelifeofasmallcompany,eitherforavoidingcashfow problems
when cash runs short or for anticipating short-term investment opportunities if excess cash becomes available.

To better understand the process of preparing a cash budget, consider the example of the Davies Corporation, a

manufacturer of food storage containers. Its owner, Peggy Davies, wishes to develop a monthly cash budget for the
next quarter (July through September) and has made the following forecasts.

110/J]NU OLE



7.4 Managing Accounts Receivables

How accounts receivable affect cash? This has to be understood Granting credit to customers, although primarily a
marketingdecision,directlyaffectsafrm’s  cashaccount.Bysellingoncreditandthusallowingcustomerstodelay
payment,thesellingfrm  delaystheinfow ofcash.Thetotalamountofcustomers’creditbalancesiscarriedonthe
balancesheetasaccountsreceivable-oneofthefrm’s currentassets.Ofallnoncashassets,accountsreceivableare
closest to becoming cash. Sometimes called near cash, or receivables , accounts receivable typically are collected
and become cash within 30 to 60 days following a sale.

7.5 Managing Inventories

Inventoryisa“necessaryevil ’inthefnancial managementsystem.ltis‘“necessary”’becausesupplyanddemand
cannotbemanagedtocoincidepreciselywithday-to-dayoperations;itisan“evil’becauseittiesupfundsthatare
not actively productive.

7.5.1 Reducing Inventory to Free Cash

Inventory is a bigger problem for some small businesses than for others. The inventory of many service companies,
for example, consists of only a ffw supplies. A manufacturer, on the other hand, has several inventories: aw
materials,workinprocess,andfnished goods.Retailersandwholesalers—especiallythosewithhighinventory
turnoverrates,suchasfrms ingrocerydistribution—arecontinuallyinvolvedinsolvinginventorymanagement
problems. Chapter 20 discussed several ideas related to purchasing and inventory management that are designed

to minimise inventory-carrying costs and processing costs. The emphasis in this section is on practices that will
minimise average inventory levels, thereby releasing funds for other uses. The correct minimum level of inventory
is the level needed to maintain desired production schedules and/or a certain level of customer service. A concerted
effort to manage inventory can trim excess inventory and pay handsome dividends.

7.5.2 Monitoring Inventory

Oneofthefrst  stepsinmanaginginventoryistodiscoverwhat’sininventoryandhowlongit’sbeenthere.Too

often, items are purchased, warechoused, and essentially forgotten. A yearly inventory for accounting purposes is
inadequate for proper inventory control. Items that are slow movers may sit in a retailer’s inventory beyond the
timewhenmarkdownsshouldhavebeenapplied. Computerscanprovideassistanceininventoryidentifcation and
control. Although physical inventories may still be required, their use will only serve to supplement the computerised
system.

7.5.3 Controlling Stockpiles

Small business managers tend to overbuy inventory for several reasons. First, an entrepreneur’s enthusiasm may
leadhimorhertoforecastgreaterdemandthanisrealistic.Second,thepersonalisationofthebusiness—customer

relationship may motivate a manager to stock everything customers want. Third, a price-conscious manager may be
overly susceptible to a vendor’s appeal to “buy now, because prices are going up.” Managers must exercise restraint
when stockpiling. Improperly managed and uncontrolled stockpiling may greatly increase inventory-carrying costs
and place a heavy drain on the funds of a small business.

7.6 Managing Accounts Payable

Cashfow managementandaccountspayablemanagementareintertwined.Aslongasapayableisoutstanding,the
buyingfrm cankeepcashequaltothatamountinitsowncheckingaccount. Whenpaymentismade,however,that
frm’s cashaccountisreducedaccordingly. Althoughpayablesarelegalobligations,theycanbepaidatvarioustimes

orevenrenegotiatedinsomecases. Therefore,fnancial managementofaccountspayablehingesonnegotiation
and timing.

Negotiation

Anybusinessissubjecttoemergencysituationsandmayfnd itnecessarytoaskcreditorstopostponeitspayable

obligations. Usually, creditors will cooperate in working out a solution because it’s in their best interest for a client
frmtosucceed.
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Timing

“Buy now, pay later” is the motto of many entrepreneurs. By buying on credit, a small business is using creditors’
funds to supply short-term cash needs. The longer creditors’ funds can be borrowed, the better. Payment, therefore,
should be delayed as long as acceptable under the agreement.

Typically, accounts payable (trade credit) involves payment terms that include a cash discount. With trade-discount
terms, paying later may be inappropriate. For example, terms of 3/10, net 30 offer a 3 percent potential discount.
Exhibit 22-6 shows the possible settlement costs over the credit period of 30 days. Note that fora $20,000 purchase, a
settlementofonly$19,400isrequiredifpaymentismadewithinthefrst 10days($20,000lessthe3percentdiscount

of $600). Between day 11 and day 30, the full settlement of $20,000 is required. After 30 days, the settlement cost
may exceed the original amount, as late-payment fees are added.

7.7 Capital Budgeting

Capital budgeting analysis helps managers make decisions about long-term investments. In order to develop a new
productline,forexample,afrm  needstoexpanditsmanufacturingcapabilitiesandtobuytheinventoryrequiredto
maketheproduct. Thatis,itmakesinvestmentstodaywithanexpectationof receivingprofts orcashfows inthe
future,possiblyover5or10years.Somecapitalbudgetingdecisionsthatmightbemadebyasmallfrm include
the following:

* Develop and introduce a new product that shows promise but requires additional study and improvement.
* Replaceafrm’sdeliverytruckswithnewermodels.

»  Expand sales activity into a new territory.

*  Construct a new building.

» Hire several additional salespersons to intensify selling in the existing market.

7.7.1 Capital Budgeting Techniques

The three major techniques for making capital budgeting decisions are: (1) the accounting return on investment
technique,(2)thepaybackperiodtechnique,and(3)thediscountedcashfow technique,usingeithernetpresent
valueorinternalrateofreturn. Theyallattemptto answerthesamebasicquestion:Dothefuturebenefts froman
investment exceed the cost of making the investment? However, each technique addresses this general question by
focusingonadifferentspecifcquestion. ~ Thespecifcquestioneachaddressescanbestatedasfollows:

* Accounting return on investment: Howmanydollarsinaverageprofts aregeneratedperdollarofaverage
investment?

e Payback period: How long will it take to recover the original investment outlay?

e Discounted cash fows: Howdoesthepresentvalueoffuturebenefts fromtheinvestmentcomparetothe
investment outlay?

Three simple rules are used in judging the merits of an investment. Although they may seem trite, the rules state in
simple terms the best thinking about the attractiveness of an investment.

*  The investor prefers more cash rather than less cash.
* The investor prefers cash sooner rather than later.

*  The investor prefers less risk rather than more risk.
With these criteria in mind, let’s now look at each of the three capital budgeting techniques in detail.

Accounting return on investment
Asmallbusinessinveststoearnprofts. Theaccountingreturnoninvestmenttechnique compares the average annual
after-taxproftsafrmexpectstoreceivewiththeaveragebookvalueoftheinvestment:

Average annual after —tax profit

Accounting return on investment = -
Average book value ofthe investment
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Payback period

The payback period technique, as the name suggests, measures how long it will take to recover the initial cash outlay
ofaninvestment.ltdealswithcashfows asopposedtoaccountingprofts. ~ Themeritsofaprojectarejudgedon
whether the initial investment outlay can be recovered in less time than some maximum acceptable payback period.
Forexample,anownermaynotwanttoinvestinanyprojectthatwillrequiremorethanfve yearstorecoupthe
original investment.

Discounted cash fows

Managerscanavoidthedefciencies  oftheaccountingreturnoninvestmentandpaybackperiodtechniquesbyusing
discountedcashfow analysis.Discountedcashfow techniquestakeintoconsiderationthefactthatcashreceived
today is more valuable than cash received one year from now (called the time value of money). For example, interest
canbeearnedoncashthatisavailableforimmediateinvestment;thisisnottrueforcashtobereceivedatsome

future date.

Discountedcashfow (DCF)techniquescomparethepresentvalueoffuturecashfows withtheinvestmentoutlay.
Such an analysis may take either of two forms: net present value or internal rate of return. The net present value
(NPV)methodestimatesthecurrentvalueofthecashthatwillfow intothefrm fromtheprojectinthefutureand
deducts the amount of the initial outlay.

Tofnd thepresentvalueofexpectedfuturecashfows, wediscountthembacktothepresentatthefrm’s costof
capital, where the cost of capital is equal to the investors’ required rate of return. If the net present value of the
investmentispositive(thatis,ifthepresentvalueoffuturecashfows discountedattherateofreturnrequiredto
satisfythefrm’sinvestorsexceedstheinitialoutlay),theprojectisacceptable.

The internal rate of return (IRR) method estimates the rate of return that can be expected from a contemplated
investment.Fortheinvestmentoutlaytobeattractivetheinternalrateofreturnmustexceedthefrm’s costof
capital—therateofreturnrequiredtosatisfythefrm’s investors.Discountedcashfow techniquescangenerallybe
trusted to provide a more reliable basis for decisions than can the accounting return on investment or the payback
period technique.

7.7.2 Capital Budgeting Analysis in Small Firms

Historically, few small business owners have relied on any type of quantitative analysis in making capital budgeting
decisions. The decision to buy new equipment or expand facilities has been based more on intuition and instinct
than on economic analysis. And those who do conduct some kind of quantitative analysis rarely use discounted cash
fowtechniques,neithernetpresentvaluenorinternalrateofreturn.

In the study cited earlier, the National Federation of Independent Business asked entrepreneurs to indicate the
method(s) they used in analysing capital investments. The results were encouraging. We could conclude that the
smallbusinessownerssurveyedwerenotverysophisticatedaboutusingtheoreticallysoundfnancial methods,
giventhatonly12percentsaidtheyusediscountedcashfow analyses.However,thecauseoftheirlimiteduseof

DCEF tools probably has more to do with the nature of the small business itself than with the owners’ unwillingness
tolearn.Severalmoreimportantreasonsmightexplainthesefndings,includingthefollowing:

Formanyownersofsmallfrms, thebusinessisanextensionoftheirlives—thatis,businesseventsaffectthem
personally. The same is true in reverse: What happens to the owners personally affects their decisions about the
frm. Thefrm anditsownersareinseparable. Wecannotfullyunderstanddecisionsmadeaboutacompanywithout
beingawareofthepersonaleventsintheowners’lives.Consequently,nonfnancial variablesmayplayasignifcant
part in owners’ decisions. For example, the desire to be viewed as a respected part of the community may be more
important to an owner than the present value of a business decision. The undercapitalisation and liquidity problems
of a small business can directly affect the decision-making process, and survival often becomes the top priority.
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Long-term planning is, therefore, not viewed by the owners as a high priority in the total scheme of things. The
greateruncertaintyofcashfows  withinsmallfrms makeslong-termforecastingandplanningseemunappealing
andevenawasteoftime. Theownerssimplyhavenoconfdence intheirabilitytopredictcashfows beyondtwo
orthreeyears.Thus,calculatingthecashfows fortheentirelifeofaprojectisviewedasafutileeffort. Thevalue
ofacloselyheldfrm islesseasilyobservedthanthatofapubliclyheldfrm whosesecuritiesareactivelytraded
in the marketplace.

Therefore,theownerofasmallfrm  mayconsiderthemarket-valueruleofmaximisingnetpresentvaluesirrelevant.
Estimatingthecostofcapitalisalsomuchmorediffcult forasmallcompanythanforalargefrm. Thesmaller
sizeofasmallfrm’s  projectsmaymakenetpresentvaluecomputationslessfeasibleinapracticalsense. Thetime

and expense required to analyse a capital investment are generally the same, whether the project is large or small.
Therefore,itisrelativelymorecostlyforasmallfrmtoconductsuchastudy.

Managementtalentwithinasmallfrm isascarceresource.Also,theowner-managerfrequentlyhasatechnical
background,asopposedtoabusinessorfnance orientation. Theperspectiveofownersisinfuenced greatlyby
theirbackgrounds.Theforegoingcharacteristicsofasmallbusinessanditsownerhaveasignifcant effectonthe
decision-makingprocesswithinthefrm.  Theresultisoftenashort-termmind-set,causedpartlybynecessityand
partlybychoice.Howevertheownerofasmallfrm shouldmakeeveryefforttousediscountedcashfow  techniques
andtobecertainthatcontemplatedinvestmentswill,infact,providereturnsthatexceedthefrm’scostofcapital.
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Summary

Assetsarecommonlydefnedas“whatthecompanyowns”.

Working-capitalmanagement—managingshort-termassets(currentassets)andshort-termsourcesoffnancing
(current liabilities)—is extremely important to most small companies.

The owners of small business companies need to understand the working-capital cycle, in terms of both the
timing of investments and the size of the investment required.

Thecoreofworking-capitalmanagementismonitoringcashfows.
Cashbudgetisconcernedspecifcallywithdollarsreceivedandpaidout.
Capital budgeting analysis helps managers make decisions about long-term investments.

The three major techniques for making capital budgeting decisions are the accounting return on investment
technique,thepaybackperiodtechnique,andthediscountedcashfow technique,usingeithernetpresentvalue
or internal rate of return.

Discountedcashfow (DCF)techniques comparethepresentvalueoffuturecashfows withtheinvestment
outlay.

The correct minimum level of inventory is the level needed to maintain desired production schedules and/or a
certain level of customer service.

The payback period technique, as the name suggests, measures how long it will take to recover the initial cash
outlay of an investment.
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Self Assessment

1.

Which of the following is an example of asset?
a. Cash

b. Customer
c. Taxes
d. Wages

Working-capital management deals with current assets and

fxedassets

o

b. current liabilities
c. long-term liabilities
d

intangible assets

Tocalculatecashfow,onemustdistinguishbetweensalesrevenueand

a. wages
b. rent

c. goodwill
d

cash receipts

Which of the following is recorded at the time a sale is made?
a. Revenue

b. Sale
c. Expenses
d. Collection

Which of the following statements is true?
a. The cash budget isatoolformanagingcashfows.

b. Income statement and cash budget are same in nature.

c. Capital budgeting analysis helps managers make decisions about short-term investments.

d. Incomestatementisaprimarytoolformanagingcashfows.

is an important technique of capital budgeting.

a. cashfow

b. managing inventory

c. accounting return on investment
d. controlling stockpiles

Which methodestimatesthecurrentvalueofthecashthatwillfow
and deducts the amount of the initial outlay?
a. NPV

b. IRR
c. Payback period technique
d.

Accounting return on investment
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10.

What does IRR stands for?
a. Internal rate of return

b. Initial rate of return
c. Investment’s rate of return

d. Insider’s rate of return

Owners of small businesses need to understand the working-capital cycle, in terms of both the timing of
investments and the of the investment required.
a. sources

b. rate
c. quality
d. size

Accounts receivable typically are collected and become cash within days following a sale.
a. 40-60

b. 30to 60
c. 20-50
d. 30-70
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Chapter VIII

Evaluating Financial Performance

Aim

The aim of this chapter is to:

* introduceaccountingactivitiesinsmallfrms
* describe record keeping system

» enlist the requirements for accounting systems

Objectives

The objectives of this chapter are to:

* clucidate alternative accounting options
» explain internal accounting controls

» describe the types of internal accounting records

Learning outcome

At the end of this chapter, you will be able to:

* evaluatethefrm’sfhnancialperformance

» describe different types of accounting options

* identifydifferentfnancialrat ios
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8.1 Introduction

Financialperformanceisthemeansofmeasuringtheresultsofafrm’s policiesandoperationsinmonetaryterms.
Theseresultsarerefectedinthefrm’sreturnoninvestment,returnonassets,valueadded,etc.

Accounting activities in small frms

Managers must have accurate, meaningful, and timely information if they are to make good decisions. This is
particularlytrueoff nancialinformationaboutafrm’s  operations.Aninadequateaccountingsystemisaprimary
factor in small business failures. Owner-managers of small companies sometimes believe that they have less need
forfnancialinformationbecauseoftheirpersonalinvolvementinday-to-dayoperations,buttheyareonlydeceiving
themselves. Rarely are small business owner-managers expert accountants—nor should they expect to be or even
want to be. But every one of them should know enough about the accounting process, including developing and
interpretingfnancialstatements,torecognisewhichaccountingmethodsarebestfortheircompany.

8.2 Basic Requirements for Accounting Systems

Anaccountingsystemstructuresthefow  offnancial informationtoprovideacompletepictureofafrm’s fnancial
activities.Conceivably,afewverysmallfrms  maynotrequireformalfnancial —statements.Most,however,needatleast
monthlyfnancial statements,whichshouldbecomputer-generated. Thebenefts  ofusingacomputerindeveloping
fnancialinformationaresogreatandthecostssolowthatitmakesabsolutelynosensetodootherwise.

* Regardless of its level of sophistication, an accounting system for a small business should accomplish the
following objectives:

*  Provide an accurate, thorough picture of operating results
*  Permit a quick comparison of current data with prior years’ operating results and budgetary goals

* Offerfnancial statementsforusebymanagement,bankers,andprospectivecreditors.Facilitatepromptfling
of reports and tax returns to regulatory and tax-collecting government agencies.

* Reveal employee fraud, theft, waste, and record-keeping errors

8.2.1 Record-Keeping System

Anaccountingsystemprovidestheframeworkformanagerialcontrolofafrm. Itseffectivenessrestsonawell-
designedandwell-managedrecord-keepingsystem.Inadditiontothefnancial statementsintendedforexternal
usewithbankersandinvestors(balancesheets, incomestatements,and cashfow statements),internalaccounting

records should be kept. The major types of internal accounting records are as follows:

* Accounts receivable records.Records of receivables are vital not only for making decisions on credit extension
but also for billing accurately and maintaining good customer relations. An analysis of these records will reveal
theeffectivenessofafrm’screditandcollectionpolicies.

* Accounts payable records.Recordsofliabilitiesshowwhatthefrm owestosuppliers,facilitatethetakingof
cash discounts, and allow payments to be made when due.

* Inventory records. Adequate records are essential for the control and security of inventory items. Inventory
records supply information for use in making purchases, maintaining adequate stock levels, and computing
turnover ratios.

e Payroll records. Payroll records show the total salaries paid to employees and provide a base for computing
and paying payroll taxes.

e Cash records. Carefully maintained records showing all receipts and disbursements are necessary to safeguard
cash.Theyprovideessentialinformationaboutcashfowsandcashbalances.

* Fixed asset records. Fixed asset records show the original cost of each asset and the depreciation taken to date,
along with other information such as the condition of the asset.

e Other accounting records. Amongtheotheraccountingrecordsthatarevitaltotheeffcient operationofa
small business are the insurance register (showing all policies in force), records of leaseholds, and records of
thefrm’sinvestmentsoutsideitsbusiness.
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8.2.2 Computer Software Packages

Software packages can be used to generate the required accounting records. Most computer software packages
include the following features:

*  Acheckbookthatautomaticallycalculatesafrm’s cashbalance,printschecks,andreconcilestheaccountwith
the bank statement at month’s end

* Automaticpreparationofincomestatements,balancesheets,andstatementsofcashfows
* A cash budget that compares actual expenditures with budgeted expenditures

* Preparation of subsidiary journal accounts—accounts receivable, accounts payable, and other high-activity
accounts

8.2.3 Outside Accounting Services

Insteadofhavinganemployeeoramemberoftheowner’sfamilykeeprecords,afrm mayhaveitsfnancial records
keptbyacertifed  publicaccountantorbyabookkeepingfrm orservicebureauthatcaterstosmallbusinesses.
Verysmallcompaniesoftenfnd  itconvenienttohavethesamepersonoragencykeeptheirbooksandpreparetheir
fnancialstatementsandtaxreturns.

8.3 Alternative Accounting Options

Accounting records can be kept in just about any form as long as they provide users with needed data to meet legal
requirements. Very small companies have choices when selecting accounting methods and accounting systems.
Twosuchoptions—cashversusaccrualaccountingandsingle-entryversusdouble-entrysystems—refect themost
basic issues in an accounting system.

8.3.1 Cash versus Accrual Accounting

Themajordistinctionbetweencash-basisandaccrual-basisaccountingisinthepointatwhichafrm reportsrevenue
andexpenses. Thecashmethodofaccountingiseasiertouse;revenueandexpensesarereportedonlywhencash

is received or a payment is made. In contrast, the accrual method of accounting reports revenue and expenses when
they are incurred, regardless of when the cash is received or payment is made. The cash method of accounting is
sometimesselectedbyverysmallfrms, aswellasbyfrms  withslow-movingreceivablesthatwanttoimprove
theircashfowsbyavoidingthepaymentoftaxesonincomenotyetreceived.

However, the cash method does not ultimately provide an accurate matching of revenue and expenses. The accrual
method, although it involves more record keeping, is preferable because it provides a more realistic measure of
proftability withinanaccountingperiod. Theaccrualmethodofaccountingmatchesrevenueagainstexpenses

incurred in obtaining that revenue. Alternating between a cash method and an accrual method of accounting is
unacceptable, because it violates the accounting principle of consistency.

8.3.2 Single-Entry versus Double-Entry Systems

A single-entry record-keeping system is occasionally still found in very small businesses. It is not, however, a system
recommendedforfrms  thatarestrivingtogrowandachieveeffectivefnancial planning.Asingleentrysystem
neither incorporates a balance sheet nor directly generates an income statement.

A single-entry systemis basically a check book system of receipts and disbursements. Most introductory accounting
textbooks provide information on setting up a double entry system.

This type of accounting system provides a self-balancing mechanism in the form of two counterbalancing entries
foreachtransactionrecorded.ltcanbedonewiththerecord-keepingjournalsandledgersfoundinmostoffce

supply retail stores. However, the relatively simple accounting software programs designed for small companies
are preferable.
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8.4 Internal Accounting Controls

Asalreadynoted,aneffectiveaccountingsystemisvitaltoafrm’s success. Withouttheinformationitprovides,
management cannot make informed decisions. However, the quality of a company’s accounting system is dependent
ontheeffectivenessofthecontrolsthatexistwithinthefrm. Internalcontrol is a system of checks and balances
thatplaysakeyroleinsafeguardingafrm’s assetsandinenhancingtheaccuracyandreliabilityofitsthancial
statements. The importance of internal control has long been recognised in large corporations.

Some owners of smaller companies, concerned about the cost or relevance of a system of internal control for their
business,donotappreciateitsvalue—buttheyshould.Buildinginternalcontrolsmaybediffcult withinasmall
company,butitisnolessimportantthanwithinalargecorporation. Theabsenceofinternalcontrolssignifcantly

increases the chances not only of fraud and theft but also of bad decisions based on naccurate and untimely
accounting information. Effective internal controls are also necessary for an audit by independent accountants.
Certifed publicaccountantsareunwillingtoexpressanopinionaboutafrm’s fnancial statementsifthefrm lacks
adequate internal controls.

Although a complete description of an internal control system is beyond the scope of this textbook, it is important to
understand the concept. An example of an internal control is separation of employees’ duties so that the individual
maintaining control over an asset is not the same person recording transactions in the accounting ledgers. That is,
todiscouragefraudorfnancial ~ mismanagement,theemployeewhocollectscashfromcustomersshouldnotbe

allowed to reconcile the bank statement. Here are some other examples of internal control:

» Designating the types of transactions that require the owner’s approval.

*  Requiring that checks presented for signature be accompanied by complete supporting documentation
* Limiting access to accounting records

» Sending bank statements directly to the owner

» Safeguarding blank checks

* Requiring all employees to take regular vacations so that any irregularity is likely to be revealed

The importance of developing an effective system of internal control cannot be overemphasised. Extra effort may
be needed to implement internal controls in a small company, in which business procedures may be informal and
segregationofdutiesisdiffcult ~ becauseofthelimitednumberofemployees.Evenso,itisbesttotrytodevelop

such controls. An accountant may be of assistance in minimising the problems that can result from the absence of
internal controls.

8.5 Evaluating a Firm’s Financial Performance

Onceaneffectiveaccountingsystemisinplace,afrm’s ownermustdeterminehowtousethedataitgenerates

most productively. Mark Twain said, “He who does not read is no better off than he who cannot read.” An owner
who has a good accounting system but doesn’t use it is similarly disadvantaged. This section provides a framework
forinterpretingfnancial ~ statements,designedtoclarifythesestatementsforindividualswithvariouslevelsof
accounting knowledge and experience.

Anownerneedstounderstandthefnancial effect—positiveornegative—thatmanagementdecisionsmayhave.
Ultimately,theresultsofoperatingdecisionsappearinafrm’sfnancialstatements.

Theexactmethodsusedtointerpretfnancialstatementscanvary,withtheperspectiveoftheinterpreterdetermining
whichfgures areemphasised.Forexample,ifabankerandanentrepreneurwereanalysingthesamefnancial
statements, they might focus on different data. But whatever perspective is taken, the most important issues are
fundamentally the same and are captured in the following four questions:
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e Canthefrm payitsbillsastheycomedue?Inotherwords,doesthecompanyhavethecapacitytomeetits
short-term(oneyearorless)fnancialcommitments?

* Isthe business providing a good rate of return on its assets? There is no more important question when it comes
to determining if a business is strong economically.

*  Howmuchdebtisthefrmusing,comparedtoitsequityfnancing?

* Are the owners getting a good rate of return on their equity investment? Here we want to know whether the
combinedeffectontheownersofallfhancialdecisionsispositiveornegative.

Answering these questions requires restating the data from the income statement and the balance sheet in relative
terms,orfnancial  ratios.Onlyinthiswaycancomparisonsbemadewithotherfrms, withindustryaverages,
and across time. Typically, the industry averages or norms used for comparison purposes are those published by
companies such as Dun & Bradstreet, Robert Morris Associates, and Standard & Poor’s.

Thetablegivenbelowshowstheindustrynormsforthecomputerandsoftwareretailingindustryfor2006—2007,
asreportedbyRobertMorrisAssociates,whichcompilesfnancial ratiosforbankstouseintheiranalysesoffrms
seekingloans.Asshowninthetable,theratiosarereportedbyfrmsize. Wecanbestdemonstratetheuseoffnancial
ratiostoevaluateafrm’s performancebylookingatthefnancial statementsforTrimble&AssociatesLeasing,
Inc. Thefrm’s  incomestatementandbalancesheetsareshowninthetablesgivenbelow.Usingthesefnancial
statementstocomputethefrm’s  ratiosandrelyingonindustrynormsselectedbythefrm’s management,wecan
answerthefourfundamentalquestionsregarding ~ Trimble’sfnancialperformance.

FIRM SIZE BY TOTAL ASSETS

Less than $5,00,000 to $ 2 Million to

$500,000 $2 Million $ 10 Million
Current Ratio 1.0 1.2 1.3
Accounts receivable turnover 20.8 12.8 7.7
Inventory turnover 23.1 15.8 259
Return on assets -1.34% 7.4% 18.4%
Operatingproftmargin -0.2% 2.0% 5.1%
Fixed asset turnover 46.5 63.2 342
Total asset turnover 6.7 3.7 3.6
Debt/total assets 132.6% 74.9% 76.1%
Return on equity (before tax) NA* 22.8% 45.5%

*Not applicable. Firms in this group have a negative equity on average, preventing computation of return on equity

Note: RMA cautions that the Studies be regarded only as a general guideline and not as an absolute industry norm. This is due to limited
sampleswithincategories,thecategorizationofcompaniesbytheirprimaryStandardIndustrial Classifcation(SIC)numberonly,anddif-
ferentmethodsofoperationsbycompanieswithinthesameindustry.Forthesereasons, RMA recommendsthatthefguresbeusedonlyas
generalguidelinesinadditiontoothermethodsoffnancialanalysis.

Source: Adapted from RMA 2006-2007 Annual Statement Studies, published by Robert Morris Association, Philadelphia, Pa. Copyright
Robert Morris Associates, 2007.

Table 8.1 Financial ratios for retail computer and software stores, 2006-2007
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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8.5.1 Evaluate a Firm’s Ability to Pay Bills

A business—or a person, for that matter—that has enough money to pay off any debt owed is described as being
highlyliquid.Inotherwords,theliquidityofabusinessdependsontheavailabilitytothefrm ofcashtomeet
maturingdebtobligations.Measuringliquidityanswersthequestion“Doesthefrm nowhaveorwillithaveinthe
future the resources to pay creditors when debts come due?”

This question can be answered in either two ways:

*  Bycomparingthefrm’s  assetsthatarerelativelyliquidinnaturewiththedebtcomingdueinthenearterm,
or

* By examining the timeliness with which liquid assets, primarily accounts receivable and inventories, are being
converted into cash

Sales $850,000
Cost of goods sold 550,000
Grossproftonsales $300,000
Operating expenses:
Marketing expenses $90,000
General and administrative expenses 80,000
Depreciation expense 30,000
Total operating expenses $200,000
Operating income $100,000
Interest expense 20,000
Earning before taxes $80,000
Income tax(25%) 20,000
Net Income $ 60,000

Table 8.2 Income statement for Trimble & Associates Leasing Inc. for the year ending Dec 31, 2007
(Source: Longenecker, J. G., Moore, C. W,, Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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Assets
Curretn Assets:
Cash $50,000
Accounts receivable 80,000
Inventories 220,000
Total current assets $350,000
Fixed Assets:
Grossfxedassets $960,000
Accumulated depreciation (390,000)
Netfxedassets $570,000
TOTAL ASSETS $920,000

Debt (liabilities) and Equity
Current liabilities:

Accounts payable $20,000
Short-Term notes 80,000
Total current liabilities(debt) $100,000
Long-Term debt 200,000
Total Debt $300,000
Owner’s equity:
Common Stock $300,000
Retained earnings 320,000
Total ownership equity $6,20,000
TOTAL DEBT AND EQUITY $920,000

Table 8.3 Balance sheet for Trimble & Associates Leasing Inc. for December 31, 2007
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

Thefrst approachtomeasuringliquidityistocomparecashandtheassetsthatshouldbeconvertedintocashwithin
the year against the debt (liabilities) that is coming due and will be payable within the year. The liquid assets within
afrmareitscurrentassets,andthematuringdebtconsistsofthecurrentliabilitiesshowninthebalancesheet.

Current assets __ 3350000
Current liabilites 5100000

Current ratio = 3.50

Based on Dun & Bradstreet data, the industry norm for the current ratio is 2.70. Thus, Trimble & Associates would
appeartobemoreliquidthantheaveragefrm initsindustry. Trimblehas$3.50incurrentassetsforevery$1in
currentliabilities(debt),comparedto$2.70fora‘typical’ frmintheindustry.

Thesecondviewofliquidityexaminesafrm’s abilitytoconvertaccountsreceivableandinventoryintocashona
timely basis. The ability to convert accounts receivable into cash may be measured by computing how quickly the
frm iscollectingitsreceivables. Thiscanbedeterminedbymeasuringthenumberoftimesthataccountsreceivable

are “rolled over” during a year, or the accounts receivable turnover. The accounts receivabléurnover is computed
as follows:

Credit sales

Accounts receivable turnover = .
Accounts receivable
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If we assume that Trimble & Associates’ sale are all credit sales, as opposed to cash sales, the accounts receivable
turnover for Trimble & Associates in 2007 is 10.63 days. The computation is as follows:

Credit sales B $850,000 063
Accounts receivable $80,000 S

Accounts receivable turnover =

The industry norm for accounts receivable turnover is 10.4. Thus, we may conclude that Trimble & Associates is
comparabletotheaveragefrmintheindustryintermsofitscollectionofreceivables.

TogainsomeinsightintotheliquidityofTrimble’sinventories,wenowneedtodeterminechowmanytimesthefrm
is turning over its inventories during the year. The inventory turnover is calculated as follows:

Cost of goods seld

Inventory turnover =
Inventory

Notethatinthisratiosalesareshownatthefrm’s cost,asopposedtothefullmarketvaluewhensold.Since
inventory (the denominator) is at cost, it is desirable to measure sales (the numerator) on a cost basis also in order
to avoid a biased answer.

The inventory turnover for Trimble & Associates is calculated as follows:

Cost of goods sold 5550,000
Inventory turnover = = = 2.50
- Inventory 5220,000

Theindustrynormforinventoryturnoveris4.0,whichrevealsasignifcant problemofTrimble& Associates. The
frm iscarryingexcessiveinventory,possiblyevensomeobsoleteinventory.Itisgeneratingonly$2.50insalesat
costforevery$ 1 ofinventory,comparedto$4.00insalesatcostfortheaveragefrm.

8.5.2 Assess a Firm’s Overall Proftability

Avitallyimportantquestiontoafrm’s  ownersandinvestorsiswhetherthecompanysoperatingprofts aresuffcient
relativetothetotalamountofassetsinvestedinthecompany. Thefgure belowprovidesagraphicalrepresentation
ofthedriversofafrm’s  returnonassets.Asshownintheexhibit,afrm’s assetsareinvestedfortheexpresspurpose
ofproducingoperatingprofts. Acomparisonofoperatingprofts tototalinvestedassetsrevealstherateofreturnthat
isbeingearnedontheentirefrm’scapital. For Trimble& Associates,wecomputethereturnonassetsasfollows:

Operating income _ $100,000
Totalassets  $920,000

Eeturn on assets = = 0.1087,0r 10.87 %4

Thefrm’s returnonassetsislessthantheindustrynormof13.2percent.Forsomereason, Trimble& Associates
is generating less operating income on each dollar of assets than are its competitors.
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Fig. 8.1 Return on assets: An overview
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)

TheownersofTrimble& Associatesshouldnotbesatisfed withmerelyknowingthattheyarenotearninga
competitivereturnonthefrm’s  assets.Theyshouldalsowanttoknow why the return is below average. To gain
more understanding, the owners could separate the return on assets into its two components:

*  Operatingproftmargin

e Total asset turnover

Separatingthereturnonassetsintoitstwofactorsbetterisolatesafrm’s strengthsandweaknesseswhenitis
attempting to identify ways to earn a competitive rate of return on its total invested capital. The equation for the
return on assets can be restated as follows:

Operating Profit Margin Total As=et Turnover

Return on assets = Opsrating incoms _ Operating profits X Salss

Total assets Eales Total ossets
Thefrst componentoftheexpandedequation,theoperatingproft margin,showshowwellafrm  ismanagingits
operations,asrefected intheincomestatement. Therearefve factors,ordrivingforces,thataffecttheoperating

proftmarginand,inturn,thereturnonassets:

*  The number of units of product or service sold (volume)

*  The average selling price for each product or service unit (sales price)

*  Thecostofmanufacturingoracquiringthefrm’sproduct(costofgoodssold)

» The ability to control general and administrative expenses (operating expenses)
*  Theabilitytocontrolexpensesinmarketinganddistributingthefrm’sproduct

* (operating expenses)
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Thesecondcomponentofafrm’s  returnonassets,thetotalassetturnover,indicateshoweffciently managementis
usingthefrm’s assetstogeneratesales—thatis,howwellthefrm ismanagingitsbalancesheet.[fCompanyAcan
generate $3 in sales with $1 in assets while Company B generates $2 in sales per asset dollar, then Company A is using
itsassetsmoreeffcientlyingeneratingsales. Thisisamajordeterminantinthefrm’sreturnoninvestment.

ForTrimble& Associates,theoperatingproftmarginandtotalassetturnovercanbecomputedasfollows:

Operating profits 5100,000

Operating prafit margin = E— = Sesooo0 0.1176 or 11.76 %
Sal 5250,000
Total asset turnover = == = =092
Total assets 5920,000

The industry norm for the two ratios is as follows:
Industrynormforoperatingproftmargin=11%
Industry norm for total assets turnover = 1.20

Thus, comparing Trimble & Associates to the industry, we have

Operating Proft Margin Total Asset Turnover Return on Assets
Return on assets . 11.76 % X 0.92 10. 82 %
Return on assets | 11.0 % X 1.20 13.2%

Table 8.4 Industry norms

Clearly, Trimble& Associatesiscompetitivewhenitcomestomanagingitsincomestatement—keepingcostsand

expensesinlinerelativetosales—asrefected bytheoperartingproft =~ margin.Inotherwords,itsmanagersare
performingsatisfactorilyincontrollingthefve  drivingforcesof theoperatingproft margin.However, Trimble&
Associates’totalassetturnovershowswhythefrm isnotearningagoodreturnonitsassets. Thefrm isnotusing

itsassetseffciently; thebalancesheetisnotbeingmanagedwell. Trimble’sproblemisthatitgenerates$0.92in
sales per dollar of assets, while the competition produces $1.20 in sales from every dollar in assets.

Theanalysisshouldnotstophere,however.ItisclearthatTrimble’sassetsarenotbeingusedeftciently, butthe
nextquestionshouldbe“Whichassetsaretheproblem?”Isthisfrm overinvestedinallassetsormainlyinaccounts
receivableorinventoryorfxed assets?Toanswerthisquestion,wemustexaminetheturnoverratioforeachasset.
Thefrst tworatios-accountsreceivableturnoverandinventoryturnover-werecalculatedearlier. Thethirdratio,
fxedassetturnover,isfoundbydividingsalesbynetsales.
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Thus, the three turnover ratios are as follows:

. Trimble & | Industry
Turnover ratios .
Associates norm
Credit sales $850,000
Accounts receivable turnover = = 10.63 10.4
Arcounts receivable $80,000
Cost of goods sold  $550,000
Inventory turnover = = 2.50 4.0
Inventory $220,000
$850,000
Fixed asset turnover = ———— 1.49 2.5
$570,000
Table 8.5 Turnover ratios
Trimble’sproblemcannowbebetterunderstood. Thefrm hasexcessiveinventories,asevidentearlier.Also,itis

tooheavilyinvestedinfxed  assetsforthesalesbeingproduced.Itappearsthatthesetwoassetcategoriesarenot
being managed well. Consequently, Trimble & Associates is experiencing a lower-than-average return on assets.

Tillnow,wehaveseenthefrm’s  abilitytoearnsatisfactoryrateofreturnonitstotalinvestedcapital. Tothispoint,we
don’tknowthefrm’s decisionsastowhethertousedebtorequityfnancing andtheconsequencesofsuchdecisions
ontheowner ’sreturnontheequityinvestment.Solet’sexaminehow Trimble& Associatesfnancesitsassets.

8.5.3 Measure a Firm’s Use of Debt and Equity Financing

Financialleveragecanincreaseafim’s  returnonequity,butwithsomefnancial ~ risk.AreTrimble’sassetsfnanced
to a greater extent by debt or by equity? One of two ratios is generally used to answer this question (although many
otherscouldbeused). Thedebtratio,whichistotaldebtdividedbytotalassets,wasdiscussedinChapter10;it
tellsuswhatpercentageofthefrm’s assetsisfnanced bydebt—bothshort-termandlong-term.(Theremaining
percentagemustbefnanced  byequity.)The debt-equity ratio is total debt divided by total equity, rather than total
assets. Either ratio leads to the same conclusion.

For Trimble & Associates in 2007, debt as a percentage of total assets is 33 %, compared to an industry norm of 40
%. The computation is as follows:

Total debt _ $300,000

Debt ratio = = = 0.33 or 33%

Total assets  $920,000
Thus, Trimble& Associatesusessomewhatlessdebtthantheaveragefrm intheindustry,whichmeansthatithas
lessfnancialrisk.
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Asecondperspectiveonfrm’s  fnancing decisionscanbegainedbylookingattheincomestatement. Whenafrm

borrows money, it is required, at a minimum, to pay the interest on the debt. Thus, determining the amount of operating
incomeavailabletopaytheinterestprovidesafrm withvaluableinformation.Statedasaratio,thecomputation
showsthenumberoftimesthefrm earnsitsinterest. Thetimesinterestearnedratio,whichiscommonlyusedin
examiningafrm’sdebtposition,iscalculatedasfollows:

Operating income

Times interest earned ratio =
Interest expense

For Trimble & Associates, the times interest ratio earned ratio is as follows:

§100,000 S10:0, 000
S20,000 7 520,000

$ = 5.00

The industry norm for the times interest ratio earned is 4.0. Thus, Trimble & Associates is better able to service its
interestexpensethanmostcomparablefrms. ~ Remember,however,theinterestispaidnotwithincomebutwithcash.
Also,thefrm mayberequiredtorepaysomeofthedebtprincipal,aswellastheinterest. Thus,thetimesinterest
earnedratioisonlyacrudemeasureoffrm’s capacitytoservicedebt.Nevertheless,itgivesageneralindication
ofthefrm’sdebtcapacity.

8.5.4 Evaluate the Rate of Return Earned on Owner’s Investment

The last question looks at the accounting return on the owners’ investment, or return on equity. We must determine
whethertheearningsavailabletothefrm’s owners(orstockholders)areattractivewhencomparedtothereturns

of owners of similar companies in the same industry. The return on equity for Trimble & Associates in 2007 is as
follows:

Net income  $60,000
Owner sequity ~ $620,000

Return on equity = = 0.097 or 9.7 U

The industry norm for return on equity is 12.5 percent. Thus, it appears that the owners of Trimble & Associates
are not receiving a return on their investment equivalent to that of owners of competing businesses. Why not? To
answer this question, we have to understand the following:

*  The return on equity will increase as the difference between the return on assets and the interest rate paid for the
useofdebtfnancing increases;thatis,as(returnonassets_interestrate)increases,returnonequityincreases.
But, if the difference between the return on assets and the interest rate decreases, then the return on equity will
also decrease.

* Asafrm’s debtratio(totaldebt totalassets)increases,returnonequitywillincreaseifthereturnonassets
is greater than the interest rate, but return on equity will decrease if the return on assets is less than the interest
rate.

It is important for an entrepreneur to understand the foregoing relationships. In case of Trimble & Associates, we
seethatfrm  hasalowerreturnonequityinpartbecauseitisnotasproftable initsoperationasitscompetitors
are. (Its return on assets is 10.87 compared to 13.2 % for the industry.) Also, the company uses less debt than the
averagefrm intheindustry,causingitsreturnonequitytobelowerthantheotherfrms —provided,ofcourse,that
thesefrms areearningareturnontheirinvestmentsthatexceedsthecostofdebt(theinterestrate). However,we

should recognise that the use of less debt does reduce the Trimble’s risk.

Inventoriesareusedformorethanonepurpose. Theseratioshaveimplicationsforboththefrm’s liquidityandits
proftability; thus,theyarelistedinbothareas.Inanycase,itshouldbeapparentbynowthatthenumberstella

clear story about a company’s health and performance. Those who know how to read that story will always have an
advantage over competitors that are unable to sort this out—and that can make all the difference!
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Fig. 8.2 Return on equity: An overview
(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:
Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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Financial Ratios

1.Firm liquidity
Current Ratio= —Current'As.se':t.s
Current liabilities

Credit Sales
Accounts receivable

Accounts receivable turnover=

Costs of goods sold

Inventory turnover=
ry Inventory

2. Operating proftability
Operating income

Return on assets=
Total Assets

Operatingprofuts
Sales

Operatingproftmargin=

Sales
Total asset turnover=——""—"
Total assets

Credit sales
Accounts receivable

Account receivable turnover=

Cost of Goods Sold
Inventory

Inventory turnover=

Sales
Net Fixed assets

Fixed asset turnover=

3. Financing

Total Debt

Debt Ratio=————
Total assets

Operating income
Interest expense

Times interest earned ratio=

4. Return on equity
Net income

Return on equity= (my

$550,00

Trimble and
associates

$350,000 _ 5 5,
$100,000

$850.000 _ 1063
$80,000

$220,000

$1,00,000 _ < oro
§920,000 077

$100.000 _ 11 760,
$8,50,000

$850.000 _ (95
$920,000

$850,000 _
580,000 00

$550,000 _ 5 s,
$220,000

$850,000

$570.000 ¥

$300,000 _ 11 o
5920.000 > 00%
$100,000
$20.000 _ >-00

$60,000

— 0
$620,000 9.70%

Industry
Norm
2.70

10.43

4.00

13.2%

11.0%

1.20

10.43

4.00

2.50

40.0%

4.00

12.5%

Table 8.6 Financial ratio analysis for Trimble & Associates Leasing Inc.

(Source: Longenecker, J. G., Moore, C. W., Petty, J. W. & Palich, L. E., 2008. Small Business Management:

Launching and Growing Entrepreneurial Ventures, 14th ed., Thomson South-Western.)
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Summary

Anaccountingsystemprovidestheframeworkformanagerialcontrolofafrm. Itseffectivenessrestsona
well-designed and well-managed record-keeping system.

The major types of internal accounting records are Accounts receivable records, Accounts payable records,
inventoryrecords,payrollrecords,cashrecords,fxedassetrecordsetc.

Accounting records can be kept in just about any form as long as they provide users with needed data to meet
legal requirements.

Thecashmethodofaccountingiseasiertouse;revenueandexpensesarereportedonlywhencashisreceived
or a payment is made.

The accrual method of accounting reports revenue and expenses when they are incurred, regardless of when the
cash is received or payment is made.

Alternating between a cash method and an accrual method of accounting is unacceptable, because it violates
the accounting principle of consistency.

A single-entry system is basically a check book system of receipts and disbursements.
A single entry system neither incorporates a balance sheet nor directly generates an income statement.

Double entry system provides a self-balancing mechanism in the form of two counterbalancing entries for each
transaction recorded.

Internal control isasystemofchecksandbalancesthatplaysakeyroleinsafeguardingafrm’s assetsandin
enhancingtheaccuracyandreliabilityofitsfhancialstatements.

Onceaneffectiveaccountingsystemisinplace,anownerneedstounderstandthefnancial effect—positiveor
negative—that management decisions may have.

Theresultsofoperatingdecisionsappearinafrm’sfnancialstatements.
Theliquidityofabusinessdependsontheavailabilitytothefrmofcashtomeetmaturingdebtobligations.

Thefrst approachtomeasuringliquidityistocomparecashandtheassetsthatshouldbeconvertedintocash
within the year against the debt (liabilities) that is coming due and will be payable within the year.

Financialleveragecanincreaseafrm’sreturnonequity,butwithsomefnancialrisk.
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Self Assessment

1.

Which of the following is a type of internal accounting records?

a.

b.
c.
d.

Double entry recording
Payroll records
Special ledger

Consolidation

Which of the following statements is true?

a. Alternating between a cash method and an accrual method of accounting is unacceptable, because it violates
the accounting principle of consistency.

b. You can easily shift between cash method and accrual method of accounting while maintaining books of
accounts.

c. Asingle entry system incorporates a balance sheet.
Financialleveragecanincreaseafrm’sreturnonequityandwithnofnancialrisk.

Double entry system provides a self-balancing mechanism in the form of counterbalancing entries

for each transaction recorded.

a. one

b. three

c. two

two or three

Current ratio is derived by dividing current assets by

a. fxedassets

b. current liabilities

c. income

d. sales

Themajordistinctionbetweencash-basisandaccrual-basisaccountingisinthepointatwhichafrm reports
and

a. revenue, expenses

b. sales, receipt

c. income,proft

d. proft,loss

What is the industry norm for return of asset?

a.

b.
C.
d.

13 %
10 %
10.82 %
11.8 %
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7. What is the ratio for accounts receivable turnover?

. Lales
a. punts receivable turnover= ———
Accounts receivabls
. Credit
ounts receivable turnover = —M8M8M8
Accounts receivable
Cash sales

Accounts receivable

C. ounts receivable turnover =
d Credit salss

ounts receivable turnover = —04m78M
Accounts receivable

8. helpsincalculatingafrm’sliquidity.
a. Debt ratio
b. Current ratio
¢. Return on assets
d. Inventory turnover
9. canbedonewiththerecord-keepingjournalsandledgersfoundinmostoffce supplyretail
stores.

a. Single entry system
b. Double entry system
c. Accrual method

d. Cash method

10. The ofabusinessdependsontheavailabilitytothefrmofcashtomeetmaturingdebt
obligations.
liquidity

o

b. cashfow
c. proftability
d

investment
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Case Study I

Fabindia Overseas Private Limited

Introduction

In July 2007, a TNN reporter broke the news that a private investment fund led by the former World Bank President
James Wolfensohn, had picked up a 6% stake in Fabindia, an Indian ethnic wear company, for $11 million. That put
the value of the company at around $183 million or Rs.730 crore. Fabindia, in fact, was approached by a number
of potential investors but they chose to go with the investment vehicle promoted by Wolfensohn because they were
keen to choose an investor who shared their values.

VariousreportsmentionedthatthefundssoraisedbyFabindiawouldbeusedforfnancing theexpansionplansofthe
company. The fund would also be used to develop support structure particularly for providing advanced technology
and training to the artisans, who were the prime suppliers of fabrics and other raw materials to the company.

Origin

John Bissell who founded Fabindia was born in Hartford in Connecticut and was educated at the Brooks School in
North Andover, Massachusetts, and at Yale. He was introduced to India by his father, who told him stories of his
time in India when he was posted there during the Second World War.

John Bissell worked as a buyer for the American departmental store, Macy’s. In 1958, under a programme run by
the Ford Foundation, he came to India to advise the Central Cottage Industries Corporation which was formed by
the Indian government mainly to showcase Indian handlooms and handicrafts. His role was to advise on issues
relating to marketing Indian handicrafts.

He was new to India and he did not know any Indian language. In spite of these inconveniences, he travelled
extensively over India and met several craftsmen. He came across a lot of skill, but he could see that the talented
craftsmen had no idea about marketing their products and they were in no position to access distant urban or
international markets. He liked his experiences in India and kept coming back.

His experience in the retail business allowed him to recognise an entrepreneurial opportunity and he decided to set
up a business based on Indian crafts, particularly traditional weaving and handlooms.

Initially his goal was to export to the US and to other western countries. With that aim in mind, he incorporated
Fabindia in 1960. The company operated from Bissell’s residence in the posh Golf Greens locality in New Delhi.
The company was mainly into exporting and initially its business was concentrated on upholstery fabrics, durries
and rugs. Growth was slow for the company and in 1965 the company moved out of his house and into a proper
offce. Bythen,Fabindiahadanannualturnoverofrupees20lakh.Mostofthisturnoverwasaccountedforbya

single buyer and a single supplier. A.

S. Khera made durries and other home furnishings in his workshop in Panipat and most of the output was purchased
by the UK based Habitat, which was founded by a famous interior designer, Sir Terence Conran.

The start of retail
Bissell’sbusinesscontinuedwithoutmuchofchangeinitsapproachtillabout1976,whenheopenedthefrst

Fabindia retail outlet in the Greater Kailash market, an upmarket shopping area in South Delhi. During the early
days, merchandising was not a planned activity. Whenever Bissell saw something of interest, he procured it for
display at the store. Sometimes he would invite the craftsmen also, to display the products and assist in the sale.
This orientation of customer relationship later became a part of the culture in the company.
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Bissell’s Greater Kailash shop was a success and he attracted a distinct type of visitors to his shop. But in spite of
such success in its direct retail business, Fabindia remained dependent on exporting and Habitat continued to be
theirsinglemajorbuyer.Intheearly80’s,Fabindiamadeasignifcant additiontotheirrangebyaddingreadyto

wear garments in their retail offerings. From late 70’s, Bissell had thought of marketing readymade garments. In
an interview in 1977, he had said, “The greatest thing that happened to our business was the move in Europe and
Americaafewyearsbacktothenaturallook-naturaltextures,naturalfbres -andawayfromthingslikepolyester
and nylon”. Similarly, in India, a distinct group was emerging like in Europe and America. Some of India’s new
young politicians patronised Fabindia and were able to provide Fabindia with nationwide exposure for its products.
In spite of all that, their domestic retail business grew slowly and they continued to focus their primary efforts on
their export business.

Break-up with habitat and subsequent growth
All that changed in 1992. An unexpected development came as a shock to Bissell. Habitat, with whom a close business

relationshiphadgrownoverthelastmorethan30years,wasacquiredbyalargerfrm andthenewentityabruptly
ended the long buying arrangement with Fabindia. Fabindia had not tried to develop any strong relationships with
otherforeignbuyersandeveninthefaceofsuchacrisis,itwasunabletofnd anybulkbuyer,whocouldprovide

an alternative buying support.

One viable option was to aggressively develop their domestic retail operations. But, before Bissell could come up
with a strategy for his business, he suffered a paralytic stroke. This led to William Bissell, his son, to step in to run
Fabindia. Very quickly, he was able to set Fabindia on the path towards domestic expansion. Eighteen years after
openingtheirfrststore,FabindiaopenedtheirsecondstoreinDelhiin1994.

John Bissell’s bad health continued and in 1998, he succumbed to aneurism -a disease related to blood vessels. In
1999, at the age of 32, William formally took over as the Managing Director of Fabindia. The Company’s domestic
expansion had been spectacular after William’s taking over. By 2001, Fabindia had six stores concentrated in the
metro cities. By the end of 2004, these had increased to 20, and the company was seriously considering expanding
its stores into the tier-1I and tier-III cities as well as overseas. By the end of 2007 Fabindia had 75 retail stores across
India and in addition stores in Dubai, Rome and Guangzhou in China.

Products and product mix

The products of Fabindia in the initial years consisted of only upholstery fabrics for export to overseas markets.
Then in the early part of 1980s readymade garments were added to its product line and in 2004 organic products
were added. In 2006 body care products were introduced. Thus, the product mix of Fabindia could be divided into
three broad groups, namely Garments, Home Products and Organics.

Garments

Though Fabindia was the supplier of upholstery fabrics initially, it gained popularity as a retailer of readymade
garments. It started with men’s wear which occupied a shelf in some select stores. Gradually a whole corner was
occupied with men’s wear, women’s wear and kid’s wear in all the stores. In October 2007 teen’s wear was also
launched which comprised camisoles in beautiful prints, khadi salwar sets in vibrant colours and kalamkari skirts.
In 2006 70% of the Fabindia’s revenue came from garments segment. Along with readymade garments Fabindia
stores have a wide collection of accessories like dupattas in a variety of colours, weaves, fabrics and prints, scarves
and stoles in silk and cotton ,neck ties and shawls.

Fabindia’s garments were known for their ethnic look. These garments used vegetable-based and other natural
dyesandweregenerallyinsoftcolours. Therewasafne-tuned balancebetweentraditionandmodernity. Hand
block printed short kurtas, mix and match churidar kurta sets with or without dupattas, straight skirts in raw cotton,
long crinkled skirts and white cotton or chanderi dupattas were some of the very popular items among garments.
SomeFabindiacustomerswhousedFabindiagarmentssaidthatthesewereverycomfortabletowearandwerefne
combinations of Indian aesthetics and western design sensibility.
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Home products

In India there were hardly any organised outlets for home furnishings be it upholstery, curtains, linens or home
furniture. Mostly the local carpenters dealt with the local demand where furniture was made as per customer
specifcation. Similarwasthecasewithcurtainsandlinens. Therewerelocalshowroomswhichcateredtotheneed.
Fabindiawasoneofthefrst  retailersinIndiathatoffereda“completehomesolution”. TheFabindiarangeothome
products comprised upholstery, curtain fabric and readymade curtains and bed linens. Home furnishings comprised
furniture made of only wood and metal, which went well with the philosophy of Fabindia.

Fabindia was into almost all elements of home décor and furnishing. A web story on a website popular in the Middle
EastratedFabindiaveryhighly,saying‘Iflcantemptyouawayfromthemallsforjustonevisit—-thenlurgeyou
to put Fabindia on your list’

Organics

Fabindia entered into the Organic product market with full commitment in 2004. Its product range comprised ready
to eat items like dry fruits, cereals, honey, jams, pickles and coffee. In 2006 it added a range of body care products
to its product mix. It included shampoos, soaps, hair oils, moisturizers, body scrubs, face packs, hair conditioners
and skin care products.

Fabindia promoted its products, mostly through posters, word of mouth and events. The youth leaders who patronised
Fabindia garments were like brand ambassadors for Fabindia. The news reports also to a certain extent worked as
advertisement for Fabindia. One such news item which described the organic products is given in Box 1.

Stores and their management

Most Fabindia stores are owned or leased by Fabindia and Fabindia operated the stores. There are a few exceptions
like the joint venture in Rome and the franchise outlet in China. The number of Fabindia stores has increased over
the years, particularly under William Bissell. From three stores in 1996 it has gone up to 75 stores in 2007. The
growthcanbeseenfromFig.1. ThegrowthinsalesandproftareshowninFig.2.

Fabindia has primarily three different kinds of stores, namely, premium stores, regular stores and concept stores.
Both premium and regular stores carried the full range of merchandise but in premium stores, the proportion of high
end goods is much more than in the case of regular stores. Concept stores have been opened to test new markets.
These are typically small stores with very few types of products in stock. Overall, Fabindia dealt in over 150,000
stock keeping units (SKU’s). However, no single store carried all the items.

Fabindia stores focused on creating the right ambience. Many of these stores are located in famous historical
landmarks, such as in Jeroo in Mumbeai, IIford House in Chennai and Charles Correa’s house in Bangaluru. The
stores themselves have décor and layouts that highlight their traditional and natural focus. Even store personnel are
encouragedtowearclothesthatrefecttheFabindiaethosoftraditionalandnaturallook.

With regard to the management of stores, the managers are given a lot of independence in the way they operate.
They are given budgets for buying and for operational costs. Store budgets are set centrally after consultations with
the store managers. Budgets are determined primarily on the basis of previous year’s sales, next year’s forecasts
and other external factors.

Store managers interact continuously with merchandisers to stay abreast of anticipated new styles and trends.
Managersregularlygoforfeld  visitstoexplorenewpossibilities. Theyalsoattendregulartrainingprogrammes

where the accent is on learning modern methods of retail management as well as remaining true to Bissell’s vision
forthefrm. The mysteryshopper’ techniqueisusedtokeepawatchonoperationsinstores.
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Design

Fabindiamadeitsfrst ~ foraytowardsincorporatingcontemporarydesigninl977,whenitinvitedthedesigner,

Riten Mazumdar, to design and make calligraphy-based home furnishings collection. This was a highly successful
endeavour and it encouraged the company to bring about new innovations in its products. This practice of inviting
designers has continued to this day. Very often, weavers and craftsmen are invited to interact with the designers and
to hold demonstrations and exhibitions in Fabindia stores.

In a recent buyer-seller meet in Varanasi, representatives of Fabindia met local weavers and traders. A small display
and demonstration of local weaves and crafts was organised. The Fabindia representatives gave inputs on current
markettrendsandemergingdesigns.  Theystressedontheimportanceofproductinnovationanddiversifcation.

Taking this further, Fabindia suggested a prototype development project. Merchandisers from Fabindia indicated
their preferences and the local weavers’ cooperative worked with a designer from the National Institute of Design
(NID)todevelopsamplesasperFabindia’sspecifcations. TheprojectwasverysuccessfulandFabindiaplacedan
initial order for fabric worth Rs.24 lakh.

Supply chain

Fabindia’s supply chain is uniquely designed keeping in mind its unique business model and its ideology. Most of
its suppliers are based in rural India. For fabrics, the suppliers are mainly weavers but there are also a few larger
fabricators. Fabindia sourced its organic products from farmers, small scale manufacturers and non government
organisations (NGO).

As many of its suppliers are uneducated, much of Fabindia’s purchasing is carried out without written contracts.
The system operates on trust and verbal commitments.

Ontheotherhand,Fabindiaisfarmorefexible andforgivingthanmanyotherprocurers,especiallyfromthe West.
Fabindia understands the limitations of its weavers and small suppliers. So if there are some minor changes in the
originally agreed upon design, the goods are not rejected or returned. The procurement team talks with others in
theorganisationandtriestofndsomewaytogainfullyusethefabric.

Also a number of times the supplies are delayed. This can play havoc with centralised planning, especially when
sales and demand patterns are heavily dependent on the prevailing season. Getting a delayed supply of fabric, meant
for winter, could mean storing it for almost a year, that is till the next winter. In spite of such issues, Fabindia does
not turn away suppliers who deliver late.

Till recently, Fabindia used to make spot payments for all deliveries. Now they pay within 15 days of delivery. Many
old employees at Fabindia resented this move and said that this is not in keeping with the ideology of Fabindia.
William was able to convince them that for such a large organisation, business sense dictated a change in their
establishedpractice.HereiteratedthatFabindiawasa‘forproft’ organisationwithsocialmotives.

TherearesomepracticesinFabindiawhichmightseemlikeadhocprocedures. Weaverssenttheirfabricin‘thaans’.
A thaan was a roll of fabric that could be 20 to 25 metres long. The weaver’s statement regarding the length was
generally accepted and only random checks were occasionally carried out to cross check the statements.

Philosophy

Fabindia believes that it does more than just collect and sell handicrafts. It sees itself as an enabler of a certain way
of life. By doing its business in a certain way, it is trying to demonstrate that the urban living model is not the only
pathtodevelopmentforasociety.ltistryingtoprovethatoldpatternsoflivingdonothavetobesacrifced forthe
sake of modernisation and development.

Gandhiji had a vision of an India built around its villages but the model of development followed in India and

elsewhere led to the growth of an urban centric economy. Fabindia is trying to present an alternate vision. Growth
of urban areas does not necessarily mean the death of the village. One is not necessarily better than the other. Both
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need each other. There exists a symbiotic relationship.

Long before corporate social responsibility and eco-friendly business practices were seriously talked about n
management, Fabindia practised these concepts. Production of organic products, bringing out the village based skills
which were hitherto hidden from the world, providing equitable employment to traditional artisans and market for
their products, enabling the rural craftsmen to form self sustaining community based organisations and promoting
natural dyes, natural fabrics, etc, were some of its activities symbolic of its socially responsible and eco friendly
practices.

Community-owned enterprise

Fabindia is trying to establish community owned enterprises in which artisans will be the shareholders of newly
formed companies. The small and medium scale artisans, who quite often run short of funds could trade their shares
to obtain funds for running their businesses in the times of need.

This is in line with the company philosophy and mission.

ThecompanyhastiedupwithICICIBank’sSandhiCraftFoundation,whichwillprovideRs.100croresoverfve years
to Artisans Micro Finance Private limited (AMFPL), which will help establish these community owned companies.
Fabindia will guarantee 8% of the 100 crores through a bank guarantee of 4% and an FDR for the other 4%.

The companies will be of varying sizes and 49 % of their equity will be held by AMFPL, 15% by outside investors
and the balance 36% by the local craftspersons. The companies will have access to a maximum investment of two
crores rupees and they can avail a loan of another one crore rupees. AMFPL will also work to establish a new trading
system, to enable shareholders to buy or sell their shares a few times a year. Providing a market for trading shares will
enhance the value of their shareholding. A corporate structure will help artisans to raise funds for working capital.
AMFPLhasalongtermgoalofestablishing1 00communityownedenterprises. Thefrst 20aretargetedtobeset
upinthefrst  18monthsitself. Withinafewmonthsofitslaunchin2007, AMFPLhadalreadyestablishednine

companies in Faridabad, Jodhpur, Jaipur, Bikaner and Bhu;j.

Apartfromfnance, Fabindiaalsohopestoimprovequalitystandardsandsupplytechnologicalknow-how.Adesign
panel was to be set up to help artisans to create designs in sync with market demand. Also, heads of the companies
were to undergo a course on business administration in a leading business school.

The inspiration to set up AMFPL came from the success of Delhi Artisans Handicrafts Pvt. Ltd. It was established
in the early 90’s and it currently has a turnover of Rs.10-15 crore. Artisans held shares and the share prices had seen
a 25-fold increase over this period.

Awards and accolades
Fabindiaisverycarefultomaintainitsbrandanditsbrandhaswonanumberofaccolades.Fabindiawonthe‘Best
IndianRetailBrand’in2005and2006.1thasalsowonawardsfor‘DesignerPromotingIndianCraftorTechnique’
at the Idea Zee Fashion Awards.

Competition

Fabindia’s main competitors are the ethnic wear retailers like Khadder, W and Good Things, who are also expanding
at a rapid pace. W, for example, has well over 30 exclusive stores now, in addition to being available at some multi-
brand outlets.. There is also severe competition from the ethnic wear labels of modern Indian retail chains, such as
Shoppers Stop and Pantaloons. Stand alone stores like Shristi and Biba in Bangalore, Prapti in Kolkata and Sadka
and Shoma in Delhi have been doing well for a while and could pose a challenge by expanding.

New competition is expected from overseas retailers also. The government has already permitted single brand

retailers to set up shop and others like Carrefour, Walmart and Metro have devised ways to get into the Indian market.
Powerful Indian business houses like Tata, Reliance and Birla are expanding their retail businesses.
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Future

From a turnover of 36 crore rupees in 2000-01, Fabindia has grown to having a turnover of Rs.130 crore in 2005-
06. It registered a CAGR of about 38% in the period 2002-06. Such phenomenal growth has not come at the cost of
profts. Theproftability hasbeenmaintainedatarateof6%fortheentireperiod(SeeFig.2).ForFabindiaWilliam

Bissell has set a very ambitious target of reaching 250 stores and a turnover of Rs.1000 crore by 2011.

The growth is expected to come from new stores as well as increase in sales from existing stores. That increase will
be achieved by increased emphasis on premium products. Also, Fabindia has attempted to decrease its dependence
on fabric based businesses by increasing its other product lines. Currently organic foods, body care products and
handicraftsformasignifcant  partofitstotalsales.Growthinlocationswasexpectedtocomefromexpansion

in promising overseas markets as well as a greater penetration of the markets in smaller towns in India. Fabindia
plannedtoexpandsignifcantlyintier-1landtier-IllcitiesinIndia.

Indiahasafourishing retailbusinessbutmostofitisintheunorganisedsector. Thereareestimatedtobeover120

lakh stores in the country. Of this, organised retail is only 3% but is growing at the rate of 18%. This organised
retail sector is vying for a share of the spending of India’s rapidly growing middle class whose purchasing power is
estimated to be around Rs. 10 lakh crore. An estimate made by a professional demand forecaster shows that out of
the total retail business potential, the Indian market for ethnic wear is likely to be a about Rs. 9000 crore.

(Source: Mohanty, B. & Roy, R., XIMB, Fabindia Overseas Private Limited [Online] Available at: <http://www.
nenonline.org/case-studies™> [Accessed 9 December 2011].)

Questions
1. Explain the product range of Fabindia.

Answer

The product mix of Fabindia included garments, home products and organics.Though Fabindia was the supplier
of upholstery fabrics initially, it gained popularity as a retailer of readymade garments.

*  Garments: It started with men’s wear which gradually shifted to women’s wear and kid’s wear in all the
stores. Along with readymade garments Fabindia stores have a wide collection of accessories like dupattas
in a variety of colours, weaves, fabrics and prints, scarves and stoles in silk and cotton ,neck ties and shawls.
Fabindia’s garments were known for their ethnic look. These garments used vegetable-based and other natural
dyesandweregenerallyinsoftcolours. Therewasafne-tuned balancebetweentraditionandmodernity.
Hand block printed short kurtas, mix and match churidar kurta sets with or without dupattas, straight skirts
in raw cotton, long crinkled skirts and white cotton or chanderi dupattas were some of the very popular
items among garments. Some Fabindia customers who used Fabindia garments said that these were very
comfortabletowearandwerefnecombinationsoflndianaestheticsandwesterndesignsensibility.

*  Home products: Fabindiawasoneofthefrst retailersinIndiathatoffereda“completehomesolution”.
The Fabindia range of home products comprised upholstery, curtain fabric and readymade curtains and
bed linens. Home furnishings comprised furniture made of only wood and metal, which went well with the
philosophy of Fabindia. Fabindia was into almost all elements of home décor and furnishing.

* Organics: Fabindia entered into the Organic product market with full commitment in 2004. Its product
range comprised ready to eat items like dry fruits, cereals, honey, jams, pickles and coffee. In 2006 it added
arange of body care products to its product mix. It included shampoos, soaps, hair oils, moisturizers, body
scrubs, face packs, hair conditioners and skin care products.
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What is the store management strategy of Fabindia?
Answer

Fabindia has primarily three different kinds of stores, namely, premium stores, regular stores and concept stores.
Both premium and regular stores carried the full range of merchandise but in premium stores, the proportion of
high end goods is much more than in the case of regular stores. Concept stores have been opened to test new
markets. These are typically small stores with very few types of products in stock. Overall, Fabindia dealt in
over 150,000 stock keeping units (SKU’s). However, no single store carried all the items.

» Fabindia stores focused on creating the right ambience. Many of these stores are located in famous historical
landmarks, such as in Jeroo in Mumbeai, [Iford House in Chennai and Charles Correa’s house in Bangaluru.
The stores themselves have décor and layouts that highlight their traditional and natural focus. Even store
personnelareencouragedtowearclothesthatrefecttheFabindiaethosoftraditionalandnaturallook.

*  With regard to the management of stores, the managers are given a lot of independence in the way they
operate. They are given budgets for buying and for operational costs. Store budgets are set centrally after
consultations with the store managers. Budgets are determined primarily on the basis of previous year’s
sales, next year’s forecasts and other external factors.

» Store managers interact continuously with merchandisers to stay abreast of anticipated new styles and
trends.

*  Managersregularlygoforfeldvisitstoexplorenewpossibilities. Theyalsoattendregulartraining
programmes where the accent is on learning modern methods of retail management as well as remaining
truetoBissell’svisionforthefrm. The‘mysteryshopper’techniqueisusedtokeepawatchonoperations
in stores.

In which way Fabindia is promoting community owned enterprise?
Answer

Fabindia is trying to establish community owned enterprises where artisans will be the shareholders of newly
formed companies. The small and medium scale artisans, who quite often run short of funds could trade their
shares to obtain funds for running their businesses in the times of need.

The company has tied up with ICICI Bank’s Sandhi Craft Foundation, which will provide Rs.100 crores over
fve yearstoArtisansMicroFinancePrivatelimited(AMFPL),whichwillhelpestablishthesecommunity

owned companies. Fabindia will guarantee 8% of the 100 crores through a bank guarantee of 4% and an FDR
for the other 4%.

The companies will be of varying sizes and 49 % of their equity will be held by AMFPL, 15% by outside investors
and the balance 36% by the local craftspersons. The companies will have access to a maximum investment of

two crores rupees and they can avail a loan of another one crore rupees. AMFPL will also work to establish a

new trading system, to enable shareholders to buy or sell their shares a few times a year. Providing a market

for trading shares will enhance the value of their shareholding. A corporate structure will help artisans to raise
funds for working capital.
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Case Study I1
Innovative Entrepreneurship: The Key DNA for a Successful Turnaround in the Hospitality Business
Withspecifcreferencetothehospitalitysector:SmallandmediumsizedhotelsinMumbai

Abstract
Asthebusinessenvironmentisbecomingincreasinglymorecomplex,accompaniedbyintensifedcompetition,rapid
advances in technology and most critically, rising churn, be it customer or employees, there is an unprecedented
rise in corporate failures today. And, just as amazing as the increasing number of failures, is the fact that most of
the companies that attempt a recovery, also fail. Against this backdrop, it makes sense for companies to understand
thereasonsfortheirdecline,intheirperformances,andfndwaystoavoidapotentialbankruptcysituation.

However, sickness is not restricted to corporates only. The same factors that cause sickness in corporates are also
reasons for sickness in small and medium sized businesses. However, the gravity of the factors may vary and it would
be pertinent to say that the study of failure and turnaround for small and medium businesses should be separately
undertaken as the rules of the game for the large corporate houses need not necessarily be the same for the small

and medium sized entrepreneurs. The Hotel Business or the Restaurant business is one category, which deserves
special interest. These categories of hotels and restaurants are typically called as UDIPI HOTELS which primarily
serve SOUTH INDIAN DISHES like Dosas, Idlisetc. Manyhavediversifed  intoservingtheNORTHINDIAN
DISHES like Parathas etc.

Surprisingly several such UDIPI hotels are not able to match the onslaught of the changing demands of the Indian
customers especially in terms of new dishes, Chinese and other oriental dishes etc. The net effect has been that some
ofthemhavefallenbythewayside—asickcompany. Theproblemforthesesmallandbusinessenterprisesgets

compounded when one realises that the SICA and BIFR (Sick Industries Act and Bureau of Financial R econstruction)
are not in a position to help these organisations.

The restaurant business category contributes substantially to the GDP of the country. The issue is what are the
reasons for sickness in this category and what is the role that the entrepreneur plays in the successful turnaround of
ailing restaurants. Can Innovation play an important role in nurturing these units back to their original glory? This
paper aims to study the various strategies that have been used by the hotel sector in order to turn themselves from
asickorganisationtooneofthetopmostorganisationintheirfeld. Thestudywaslimitedtothehotelindustryin
Mumbai due to cost and time constraints.

Introduction

The Indian restaurant services sector is estimated to be worth Rs. 57,000 crore, out of which only Rs. 3,940 crore
or 6.9 percent is accounted for by the organised sector. The vast unorganised segment mainly comprises street-side
stalls/kiosks constituting the majority of consumer food-service units and is characterised by intense fragmentation
and a virtual absence of standardisation of operations. This segment was Rs. 35,000 crore in 2004, which grew

by about 18 per cent to Rs. 41,400 crore in 2005 and in 2006 the segment recorded a growth of nearly 19% over
previousyearandstoodatRs.49,200Crore.(basis:constantprices—2003-04pricebase). Fig.1givesthedetails

of the growth of the Indian Restaurant.
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Size of Indian Restaurant & Catering (F&B) Services (value in Rs. Crore at 2003-04 prices)
The following table shows growth of restaurants in the organised sector.

60000 —— —— 5500
50000 — — 000
— 4500
30000 — — 3500
20000 — o
10000 — — 2000
i i 1000
Year 2004 2005 2006
*Source: India Retail Report-2007, India Retail Forum 2007
The following table shows growth of restaurants in the organised sector.
Fig. 1
Growth of Restaurants in the Organised Sector
80%
70%
60%
50%
0% = 0
30% -
20%
10% -
Restaurant No of outlets Restaurant
Presence space
Fig. 1.1

(Source:IndiaRetailReport—2007,IndiaRetailForum2007)

Major domestic and international players in the arena have on an average extended their retail reach by 45 percent
in 2006 as compared to 2005. Tier II cities are currently the biggest growth drivers. Additionally investments in
supply chain management are another important issue that must also be kept in mind.

The total number of outlets increased dramatically in 2006 registering a year on year growth of around 70% as
compared to a y-o-y growth rate of 29% in 2005. The evolved Indian consumers are invariably seeking variety and
are willing to experiment with new cuisines. KSA Technopak’s studies have shown that while in the US seven basic
mealscover80percentofall‘dinnerathome’occasions,inlndial Smealtypescoveronly60percentof*dinner

at home’ occasions. The trend towards home delivery is also fast gaining popularity, with value sales shooting

the roof over the last couple of year. India is one of the few countries where McDonald’s has introduced its home
delivery service.
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In an environment that seems to be transforming itself with every new technology, marketing tactic or investment
strategy,businessesrushtoembracechangebytradingintheircompetenciesaltogether—allinthenameofinnovation.

But generating new ideas does not automatically result in innovations and success. It is only the beginning of the
journey. The real challenge for an organisation is to convert these ideas into acceptable products or services for
customers. This can happen only when organisations design and implement a structured approach to managing
Innovations.

Innovations are very important in the services sector, especially in the hospitality sector and albeit in the small and
medium sized hotel business. The restaurant business requires entrepreneurs to continuously come up with new
dishes;newwaystopresentorserveexistingdishes,newservicesorschemestosatisfycustomers,newwaysof

enhancing their ambience and new processes to economise operations. Without innovation, restaurants face the
threatofbecoming‘obsolete’-leadingtosickness—andultimatelydrivingthemoutofbusinessorforcingthemto
handthebusinessovertoamoreeffcientandinnovativeentrepreneurs.

The study was conducted essentially in the restaurant and catering sector. The study was limited to the “small sector”
typicallywhatiscalledinMumbaiparlanceasa“UdipiHotel”. A“UdipiHotel ’canbedefned asatypicallySouth
Indian dish serving type hotel. But others serving North Indian dishes like Parathas or Snacks or even those serving
lunch and have a Bar is also being termed as “Udipi”.

Literature review

Not many studies have been conducted in the area of successful turning around of small and business units especially
withrespecttothehotels—UdipiHotels.Mostofthestudiesaregeneralinnatureandareaimedatthelargecorporate

hotels.

SoniaBharwani, “SuccessfulHospitalityInnovations—CasestudyofOberoiResorts.”InstituteforInternational
Management and Technology, The 2nd International Conference on Services Management, 1st June 2007 1 evaluates
the success of the Oberoi Group’s innovation of luxury resorts, by measuring across a number of dimensions like
improved image, customer loyalty, revenues etc.

Michael Ottenbacher and Juergen Gnoth, “How to develop successful Hospitality innovations.” Cornell Hotel &
Restaurant Administration Quarterly, May 2005 identifes ninefactorsthatdrivesuccessfulinnovationsinthe
hospitality service industry, such as,

*  Market selection

»  Strategic human resources management
*  Training of employees

*  Market responsiveness

*  Empowerment

*  Behavior-based evaluation

*  Marketing synergy

*  Employee commitment

» Tangible Quality

Cathy Enz, Judy Siguaw, “Innovations in hotel practice”, Cornell Hotel & Restaurant Administration Quarterly,
October, 2003 talks about the importance of innovative ideas and practice in the hotel industry.
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Dr.RamamirthamGopal,researchpaperon‘“Innovation—ThekeystrategicweapontolncreaseCompetitiveness—A

model to measure the impact of Innovation on the value of Business”, Allied Publishers Pvt. Ltd., 10th International
Annual Convention on Strategic Management, 10 May, 2007 talks about the various types of innovations that

takes place in the industry and the impact of the innovations on the value of the business. The paper brings out the
difference between product innovation and process innovation. It also talks about Competitor centred and Customer
centred innovation. The paper effectively brings out the importance of innovation for maintaining the Sustainable
Competitive Advantage and how it ultimately results in an increase in margin or an increase in volume. The paper
ends with some useful observations from a selected few sectors such as the hospitality and hotel sector offering insight
astotheimportanceofinnovationsandhowtomeasuretheimpactoftheseontheproftabilityofthefrm.

Research objectives defned
Thespecifcobjectivesofthestudywere:

* To determine the causes of sickness, especially in small businesses with special reference to the hospitality
sector—smallandmediumhotels

* To understand the strategies adopted by entrepreneurs in bringing about successful turnaround

* To recommend action plan for a successful turnaround in the hospitality sector

Research methodology

Thefrst stepintheresearchprocesseswastodeterminetheissuesthatneedtobeaddressedforthepurposeofthe

study. Initial talks and discussion were held with people from the service sector as well as the restaurants industry
in consultation with the guide. Review of various data and literature available regarding all issues connected with
the research was extensively undertaken. Books from various libraries were perused and the relevant ones were
studied in detailed. Various journals magazines and research papers were referred too. Several web sites were
browsed and relevant data was accumulated. The descriptive survey helped in preparing the ground work for the
nextstepi.e.thefeldsurvey.

* Historical survey: The geographic area chosen for the survey was Mumbai city for the purpose of convenience.
Thereisnooffcial —publisheddataavailablegivingthedetailsof‘FailedRestaurants”.Norhastherebeenany
offcial orunoffcial studyknowntohavebeenconductedinthisareaofthesmallandmediumsizedhotels
especially the UDIPI HOTELS.

* Research instrument used in the study: In order to achieve maximum information from these Industrialists
(who are typically from Mangalore and are not generally known to be open to discussions about their business),
exploratory research was predominantly used. Additionally certain quantitative information was also obtained
by using the Likert scale of measurement. A 5 point scale was used were ever necessary.

e Thesampling design: The Sampling design used for the study was a combination of convenience and judgment
sampling. A detailed search was conducted to identify small / medium restaurant who had failed and have
turnaround and also those who have not been successful in turning around. As mentioned earlier there are no
offcialrecordsavailableofthetotalnumberofsuchrestaurants(small/medium)inthecityofMumbai. The*“Word
of Mouth” search reveled that in Mumbai there would not be more than 100 to 150 small/medium restaurants /
hotels who have failed and than succeeded. A comprehensive list of these restaurants was not readily available.
Of these estimated 150 small and medium restaurants / hotels who have failed, a judgmental and convenience
sample of around 20 was selected. Data could be obtained only from around 10 hotels while the rest were not
willing to speak about their successes or failures
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Number of Hotel
Sr . Number of
No Location Hotels in sample from whom data
) ! P could be obtained
1 Borivali to Andheri 1 -
2 Andheri to Bandra 2 1
3 Bandra to Dadar-Wadala 8 5
4 Dadar to V.T. 7 3
5 V. T. to Colaba 2 1
Total 20 10

Table 1 Sample design

e Data collection: Both primary and secondary data were collected for the research. The interview was conducted
in a mix of all the three languages viz. English, Hindi and Tulu -=- the language of the owners of these Udipi
hotels.

¢ Data analysis stage: Data collected through primary and secondary sources was tabulated and summarised so
as to draw logical conclusions.

* Limitations of the study: Thestudywasconfned = toMaharashtraandthereinMumbaiduetocostandtime
constraints. Only the Entrepreneurs view was used for the purpose of study. The views of the customers of these
restaurants were not considered.

Findings of the survey

Anattemptwasmadetolinktheinnovativestrategyusedwiththeproftability ofthebusiness.Howeverthese
attempts were not successful since almost all the restaurants used the CASH SYSTEM for collection and disbursal
ofrevenues/expenditures.Reliablyitwaslearntthatthebalancesheetpreparedmaynotnecessarilyrefect the
true picture of the business.

Most of the organisations attributed their success to the impact of INNOVATION— innovation in the type and nature
of cuisine offered to their customers. Additionally the ambience created especially exclusivity as well as openness
was another cause for their success.

Table2givesthedetailsoftheinnovativestrategy—thenewcuisinesthatwereintroduced, forturningaroundtheir
business. It was observed that introduction of the Chinese type of food and blending the same with the Indian dish
were the main drivers for the change.

Name of the Restaurant Main Innovative Strategy Adopted

Innovativeofferings—Fruitbeer,IntroducersofSchezwanDosa&lIdli

DP’s Fast Food . .
s Fastroo Chilli, Innovative schemes for customers

Exclusiveseafooditems—stuffedbombil,leafwrappedfryfsh,

Jai Hind Lunch Home ) .
Process innovations.

Fric n Floc Fast Food Innovative stand-out Décor and Ambience,

Innovative Dishes

Category segregation, Plush ambience at affordable Rates, with

Lunch H . . .
Canara Lunch Home different sections in hotel.
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InnovativeDishes—Chickenldlis,FishDosa,Candlelightdinnerson

Harish Refreshment certain days of the week.

Sizzling China Innovative dishes’ Chicken wrapped prawns, Momos, Exotic Sauces.

Mahesh Family Restaurant | Incentives to customers, Gifts, Discounts, On the house treats.

Speciality Konkani GSB Food & Speciality Amul Fry Misal, Milk

Laxmi Vilas Hotel pudding, Free trials of new dishes.

Ram Vijay Lunch Home Day and Night Chinese Food, Innovative dishes

Swagat Refreshments Speciality Variety Jain Food, Free gifts to children & customers

Table 2 Type of innovations

Need for innovations
Almost 100 % of the respondents indicated that innovative ideas were a must for an entrepreneurial venture like a
hotel business. 50% of the respondents agreed while 50% of the respondents strongly agreed.

Need for innovative ideas

W Strongly Agree
I Agree

O Uncertain

O Disagree

[ Strongly Disagree

Need for family support

70%oftherespondentsindicatedthattherewasaneedforfamilysupport. Theunoffcial discussionsindicatedthat
familyincludedalsotheEXTENDEDFAMILY—friendswerealsoincludedasfamilymembers.Furtherprobeinto
thedefnition ofsupportincludednotonlymonetaryhelpbutalsohelpingettingsomeclearancesfromthevarious
statutoryauthoritieslikethemunicipaloffces orfromtheshopsandestablishmentdepartmentsetc. Averysmall
margin about 10% indicated that there was no family support at all in turning around the business.

Need for Family Support

0%
10%

M Strongly Agree
O Agree
W Uncertain

30%

20%
[CODisagree
@ Disagree

40%
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Need for partnership during the turnaround period
Almost all the respondents indicated that Partnership was not at all necessary and was not desirable during the

turnaround period. While many felt that family including extended family and friend support was a MUST, however
manyfeltthatincludingthemintheownershipandhenceashareintheproftswasaclearNO.

Is Partnership Necessary
W Strongly Agree
O Agree
W Uncertain
[ODisagree
[Disagree
Need for a mentor during turnaround
AlltherespondentsfeltthataMENTORoraFATHER fgurewasaMUST duringtheturnaroundperiod.

Need for Mentor during Turnaround

-

Reasons for sickness in restaurant business

On querying as to on what were the causes for the businesses to go sick. It was found that Mismanagement and
losing sight of business (i.e. not concentrating on the several business issues) were the main causes for the sickness.
Surprisingly luck did not play any role. Table 3 gives the details of the causes.

W Strongly Agree
O Agree

W Uncertain

O Disagree

[ Disagree
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Insensitivity Unable . .
. Losing Sight
Name of the owner | Mismanagement to external | Bad Luck | to update .
. of basics
Factors Business
JK +4+ 4+ + 4+ + ++ ++ + ++
A ++++ +++ + ++ +4+ + ++
GS +++ ++++ + ++ +4+ + ++
HK + 4+ +4+++ + ++ +4+ + ++
MJ +++++ +++ + ++ ++ + +
GIS +++++ +++ + +4+++ ++
RS +4++ ++ + +4+++ ++ + +
SS +++++ +++ + +4+++ ++
MS +4++++ +4+++ + ++ +++
CK ++ ++++ + ++++ +++

Table 3 Main cause for the business falling sick

Please note the name of the owner has been disguised.

+ = Not so important +++++ = Very Very Critical / Important

Impact of innovative solution (mainly innovative on cuisine and ambience) on the proft margin

Alltherespondentsindicatedasubstantialincreaseinproft

be corroborated with their accounts books. Table 4 gives the details.

margins.[tmustbenotedthatthesefgures couldnot

Proft Margins Before and After Turnaround.

Restaurants Before After
DP’s 12% 28%
Jai Hind 15% 30%
Fric n Floc 15% 27%
Canara 20% 33%
Harish 18% 30%
Mahesh Restaurant 15% 32%
Shree Ram Vijay 12% 25%
Swagat Refreshments 15% 28%

Table 4 Impact of innovative solutions on the proft margins
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Effect of mnovative entrepreneurship on annual turnover before and after turnaround and also post
expansion

The average annual sales also showed a phenomenal increase due to the impact of the turnaround cause by the
innovativestrategiesemployedbytheentrepreneurs.Howeverthesefgures couldnotbecorroboratedwiththe
account books.

Average Annual Sales in Rupees
Hotels Before After % age growth in revenue
DPs 1000000 10220000 1022%
Fric n Floc 950000 6500000 684%
Jai Hind 1300000 10200000 785%
Canara 5400000 14500000 438%
Harish 5500000 9500000 433%
Mahesh Restaurant 400000 10300000 2575%
Shree Ram Vijay 1100000 4500000 500%
Swagat Refreshments 1080000 54000000 5050%

Table 5 Impact of the Innovative Solutions on the Revenue of the business

Miscellaneous issues
The discussions also revealed that the hotel business posed many issues and challenges. Some of these issues and
challenges are given below:

* Itisa complex business. The combination of purchasing, manufacturing, sales and service are only the beginning.
Therawmaterialiscostlyandperishable. Theclosinginventoryoffnished goodsisalwaysinvariablyequal
to zero. Excess food is mostly given to the bovine animals.

*  Thenatureofthecustomervariesfromthatinotherbusinessesbytheirexpectation;theydonotonlybuyfood,
they expect to buy it appetisingly prepared and pleasantly served. They expect good value, comfort provided
by compatible décor, good comfortable seating, lighting, heating, cooling, cleanliness, courtesy, and with the
absence of noise, odors and long waits.

* The equipment is expensive, out of proportion to its fragility. Crockery, exhaust fans, ovens, refrigerators,
slicers, toasters, food processors, fryers, and broilers are delicate and sometimes dangerous. The loss of linen
and silverware, the breakage of china and glassware, and the pilferage of foodstuffs and beverages can be
fnanciallyfatal.

*  Well-trainedhelpishardtofnd becausewagesareoftenlessthaninotherindustries,thestressishigh,and
the work is hard. There is high attrition rate and by the time you have put in great effort and trained a person
it is often found that he switches over to another job and one has to start all over again. The working hours are
invariablylongalmost12to15hours. Theemployees arelesseducationally qualifedandyetareexpected  to
be good at mathematics and memory power.

*  The restaurant owner is subject to licensing, inspections, and scrutiny by nearly 20 regulatory authorities and
must insure against several risks.

* Business volume is limited by seating capacity. The responsibility for the safety and security of customers and
workersisawesome.Theproft ~ marginislowandthehazards/risksarehigh. Therestaurantssurvivemainly
on account of VOLUME.

* Experience s the most important factor for success. Management skills, courtesy and good manners,
entrepreneurial ambition, willingness to work hard and under pressure, attention to detail and effective controls
are vital.
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Conclusion

The restaurant business is one or the few industries which presents an opportunity where you can start as a dishwasher
anddreamofowningyourownrestaurant—andactuallyrealisethatdream.Butittakesdedicationandawillingness

to work long and hard to accomplish your dream. One needs to keep thinking of new ideas and innovate if one

needs to survive.

The reasons for sickness in the restaurant business can be attributed to (in order of importance):

Mismanagement

Insensitivity to external factors
Inability to update the business
Losing sight of the basics

The steps that can be adopted for successful turnaround can be listed as follows:

Do a proper introspection and strategic analysis.

Make a detailed survey of the prevailing business environment.
Analyse the repercussions of the changes at the macro level on the business
Write down the lacunae, business sales marketing and operations plans.
Meet key personnel and employees

Revise plans

Have discussions with vendors and customers

Contact the bank, tax authorities, and accountant

Keep only essential employees

Revamp

Cut unnecessary cost

Renovate and Innovate

Implement plans

Revise and reassess

Ongoing Innovation

Innovative entrepreneurship s by far the most important ool n the hands of an entrepreneur to bring about
successful turnaround in the hospitality business. Innovative ideas and ongoing innovation is what will facilitate
entrepreneurs to bring about successful turnaround in ailing businesses. Hence, it is referred as the key DNA for
successful turnaround in the hospitality sector.

(Source: Innovative entreprencurship: The key DNA for a successful turnaround in the hospitality business [pdf]
Available at: <http://www.iitk.ac.in/infocell/announce/convention/papers/Industrial%20Economics%20%20
Environment,%20CSR-02-Krishna%20shetty%20R%20Gopal.pdf> [Accessed 9 December 2011].)

Questions

1.

Enumeratethefndingsofthesurvey.

2. Which research methodology was adopted for the study?
3. What are the reasons for sickness in the restaurant business? What steps would you suggest to turn a sick

restaurantintoaproftableventureasperthecasestudy?
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Case Study III

Necessity

Recently graduated from university, Swati was selected for admission to The Times School of Marketing (TSM)
New Delhi. She was just 20 years old and hailed from a conservative North Indian, Brahmin family. Her father was
anengineerandwasthenservingasanoffcer intheCentral Government.Shealsohadalovingmother,acaring

brother and a younger sister. Everybody in the house wanted her to appear for Union Public Services Commission
(UPSC) examination and pursue her career in the civil services. There were only four options discussed for children
in the family - civil service, engineering, medicine and teaching.

But, then being underage for the UPSC entrance, Swati applied for a media management course at the Times School
of Management and was selected.

JustasshewastojoinTSM,shefacedthefrst blowinherlife.Herfatherwasallegedinaseriesofcourtcasesand
thewholefamilywastofacethewrathofthelegalbattle;theycouldneverhaveimagineditthen,butthewhole

issue was not resolved till the end of 1995. Swati therefore had to drop the idea of studying in TSM and started
helping her father in his legal matters.

1992: The frst step

Almost one year had passed since she had decided to forego the TSM opportunity. Her daily routine was visiting the
solicitors and courts until 4 pm. She realised that she had nothing to do after 4 pm and was actually doing nothing
productive.Noparttimejobthatstartedafterdpmwasavailable.Self—employmentwastheonlyoptionavailable.

When she was still at school, Swati had completed a four-month course at Usha Sewing Machine Training School,
Kolkata and had learnt about cutting, stitching, and sewing women’s garments. She could not complete the remaining
8 months of the course because of the clash of timings of the course with her class XI timings at school.

Now that she had spare time in hand in the evenings, she borrowed Rs.5,000/- from the family and made some
salwar suits and put them in 3 good boutiques in the city. (Boutique culture was very nascent at that time) Her design,
fabric,stitching—allweregoodvalueformoney,buttheresponsewasverydiscouraging.Shewouldbepaidonly

if the garment was sold, not otherwise. The waiting period for the garment to be sold was pretty long. Moreover, it
was a free for all market in the sense that the boutique owner got Swati’s design copied by personal tailors and her
originalpiecewouldeventuallyremainunsold. Therewasnousefghting withtheboutiqueowners,whobelonged
tothewealthybusiness classandcouldeasilyturn ~ downsomeonelikeSwati —anewcomerin  theindustry. Swati
soon realised that this was not a workable idea. But she soon found a job for herself at one of the fabrication units
which was manufacturing for BELLE.

She came across an advertisement released by BELLE. The company wanted fabricators for its garments i
Eastern India. BELLE was an important national brand and undisputed leader in lingerie in Eastern India owned
by the Malhotra family, who were based in Kolkata and operated from the prominent locality of Bhowanipore
in South Calcutta. She responded to the advertisement. The terms of the company were very lopsided but clear.
(Refer exhibit 1).

Swati proposed two changes in the terms and conditions:

She was not prepared to invest Rs.60,000/- in plant & machinery. She did not have so much money. Her contention
was that she would produce the lingerie to the standard required by the parent company, but would not be liable
tousethespecifc ~ brands/modelsofmachinesrecommendedbyBelle,norwouldshebeboundtosourcesuch
machinesthroughBelle’sspecifed ~ vendor. Therepresentativesofthecompanycouldnotvisitheratanytime.

This was because she had decided to operate from her house, rather than creating a separate infrastructure for the
project.HavingabasicexposuretoBelle’sotherfabricators’units,Swati—withherpreviousstintwithbasicsewing
machinery—realisedthatthetechnicalrequirementsforproducingBellelingeriecouldeasilybeworkedonand
simplifed;thisimprovisationshedidnotwishtosharewithBelleunnecessarily.
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Itwasadiffcult negotiationbecauseallotherapplicantswerereadytoworkonthetermslaiddownbythecompany.
But the company was convinced by her submission on the following grounds:
Thecompanywouldhavetherighttorejectthegoodsiftheywerenotasperthespecifed qualityandadjustthe
cost of raw materials with the security deposit.

Other applicants were generally from the tailoring background (but without any educational background whatsoever,
as in the case of Swati). Additionally, the other applicants were all men and would be dealing in garments for women.
Infact,thewholeindustrywasthentotallydominatedbymen-rightfromcuttingmasters, tailorstodistributors

and retailers whereas the product was entirely for the use of women. Swati was the only woman applicant.

Mr. Malhotra sympathised with her position and decided to give her a chance. She was given the fabrication work
oflingerie,specifcallytofabricatethethenbestsellingbrand—R AJANI-forBELLEcompany.

Swati was happy. She felt as if the battle has been won. But it had actually just begun. She had to arrange for
appropriate machines and related accessories at appropriate prices so as to be able to set up a unit ready for work.
She sourced second hand/ used machinery for the project from Dasnagar (famous for the hosiery and garment
industry and for related machinery), in Howrah. She went from shop to shop to search for machines which could

do similar work as suggested by BELLE. At last she did get the machines which she reassembled after repair and
service (with the help of her engineer father) and made them ready for use. The whole process demanded a lot of
effort but saved her Rs.43,000/-. Yes unbelievable, but the machines cost her just Rs.17,000/-. This was an assembly
line system comprising of 6 machines.

1993-1994: Learning the ropes

The basic training was completed. Six staff members were recruited. The machines started rolling. The total production
was approximately 5000 units per month. After meeting all expenses Swati could not save more than Rs.600/- per
month. But she was content because she was working with a national brand and learning about producing a complex
garment that was otherwise impossible to learn elsewhere. She had a constant desire to reach out within the horizontal
line of expansion of the industry but she had no idea. She had no idea of the source of raw materials, the distribution
channels, inventory, checks and balances, advertising and publicity, the nuances of retailing, and the prevailing
customsofthetradeetc.Sheactuallywantedtolearnallthis.Shestartedvisitingtheoffce ofBELLEfrequently
withthefnished orders.TheBELLEoffce  wasactuallyverycrampedandwashousedinanolddilapidatedset

of rooms with no norms of privacy whatsoever and one could listen to anyone talking there. She used to sit there
forlonghourswaitingtogetherownproducecheckedandpassedbythequalityincharge,andthiswasherfrst

exposure to the commerce of the industry. Some of most critical questions or tricks of the trade were understood by
her only during her visits, such as the following:

e Howmanufacturerstnalisedealswithdistributors? Whatwerethetermsandconditionsofmanufacturer—dealer
relationships in the hosiery industry?

*  How do the manufacturers and distributors help in pushing different products/ brands vis-a-vis other brands of
the same or competing companies?

*  Who are the more powerful distributors and why are they so powerful? How are they treated differently from
the rest?

*  What are the various trade terminologies?

*  Howdoesoneoperateonmoneybackpolicyinsteadofgivingcreditandwhatarethebenefts ofthispolicyto
the manufacturer? In the backdrop was the fact that Belle had pioneered the concept of no-credit in the hosiery
market;insteadBellewasreadytorefundcashforunsoldgoods. Atthatpointoftime,andevennow,thenorm
intheindustrywastoofferanythingbetween30-90dayscredit.

*  What is the role of advertising and marketing in the sales volume of a product and why?

*  What are the parameters based for the acceptance or rejection of the goods of fabricators?
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Infact,tolearnmoreinhercoreareaoffabricationandrelatedhorizontalexpansion,sheusedtositonthefoor

near the main cutting master rather than the sofa in the small, non-demarcated sitting area. She gradually understood
that the critical discontent (customer dissatisfaction) was in the cut of garments. It was the cutting of the garments
that made them comfortable or uncomfortable. Very broadly speaking, the better the cut, the more the consumption
offabric. Therefore,thefabricatorssavedonthefabriccompromisingontheftofthegarment.

Onceagain,Swatifeltthatitwasthegenderbiasedindustrytoblame.Swatihadone signifcant pointaboutthe
role that gender has to play in such an industry: “Deducing from the above, it is only women who can empathise
anddeliverwomen’sgarmentsappropriately;howcanmencutters,sellersandretailersinaconservativesocietydo
afulflling joboftheabove?““Swatihadstrongviewsinthisregardandshealwaysfeltshewasright,eventhough

many did not agree with her.

ButSwatididnotgiveup. WhenevershevisitedtheBELLEoffce, shespentlotsoftimeinwatchinghowthe
garments were being cut and practiced what she had learnt when she got home. She had no intention of becoming a
revolutionary representative of the Indian women. She was worried only by the lack of ethics about customers needs
and satisfaction - the industry was constantly churning out bad quality products and trying to convince the women
consumersthatitwasgoodforthem;nevermindtheaccompanyingdiscomfort.ItwasSwati’svaluesalongwith

the conviction that if things could be set right then there was an immense potential which lead her

1994-1995: A humble beginning

BELLE had some major problems (and it spread various rumours in the market) and decided to close their shop

in Eastern India and shift to Delhi. Most of the fabricators lost their security deposit because the company shifted
instantly. However Swati was fortunate. It could have been her hard work, dedication or commitment towards quality
which she had promised to Mr.Malhotra, that unlike others, she was called to settle her accounts and take back her
security deposit. So now she got back her Rs.10,000/- which was the security deposit.

The big question was WHAT NEXT? Actually, at the back of her mind Swati was not very content working with
BELLE but she was not able to say no to them. Further, how could she start her own unit? Who would take care of
the marketing, advertising and distribution? If she started she would have to provide credit, because only the bigger
players could operate on money back policy since they had huge advertising budgets that created and sustained
demand. Allthiswastoohugeatasktotakeupalone.Moreover,todothisentirely,oneneededtohavesuffcient

money. To conclude, she had begun to realise that she did not want to be only a fabricator for someone for a whole
lifetime. BELLE’s exit had given her a chance to understand her way forward. So what could she do next?

Thebrandgapinthemarketwassomehowbeingflled upbytheemergenceofotherbigentrantslikeRupa,aleading
brand, at least in Eastern India, of mass produced hosiery products. Swati was not confused. She was clear. She also
had to keep the machines rolling so that the staff could be paid. She decided to launch her own brand which would
be tiny in size and unheard of in the market as there was no publicity budget whatsoever. She had gathered enough
experience to take up this venture boldly. She decided not to take the help of distributors, because her volume was
quite small. Instead she appointed two direct sales persons who would do the needful under her supervision. She
came out with her own range and started supplying them to small shops and mainly to makeshift stall owners on the
road(vendors/hawkers).Swatisetupaveryrudimentarysupplyschedulebasedonweeklytripstospecifcareas.

This was an entirely new experience. The buyers wanted a huge credit period of 60-90 days. Payments would be
available only after the market hours i.e. after the shops closed down - say 9 pm onwards. Collection of payment
requiredonetovisittheshopsatoddhours.Notmuchworkwouldbedoneevenifyoureachedat9pm;socialising

over tea and snacks was also critically essential. The two direct sales persons of Swati could not meet the above
demands. Collections started slowing down. Swati purchased a second hand two-wheeler and started moving out
of her house to make the collections. But her gender got her into trouble with the family. It was one thing to allow
hertomakelingerieathome—andthattoohadnotbeentaken verykindlyto,byherconservativenorthIndian
family—andyetanothertolethergofromvendortovendorcollectingpaltrysumsofmoneyatthelatehoursof

the evening. She persevered because her margins were high and also because she could not visualise any other way
of breaking into the trade.
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Swati was operating at a margin of around 40% in the current mode with a high volume. Her sales were around
8-10dozensperday. Thatwasabignumberi.e.3000-3600piecespermonth. Atthattimethepricerangeofthe
undergarment which was sold on the roadside was Rs.15/- to Rs.35/-, while the price range of the same quality
undergarment (but packaged and formally branded) in the store was Rs.30/- to Rs.80/-. Swati also had dreams of
havingapackagedproductwhichwouldsellinshops.Butshehadlimitedresources—moneyaswellasmanpowerand
decided not to deal with a sophisticated distribution channel. She was content with the way things were going.

Operation Sunshine was a drive by the Kolkata Municipal Corporation for eviction of roadside vendors/ hawkers,
so that the city could become clean and people could commute easily on the pavements/ roadside. Sunshine actually
brought sudden darkness in the life of Swati. Most of the roadside markets in the city were wiped out overnight.
The stall operators could not be traced. Those that were traced had no money to give. In some cases, the products
were seized by the authorities. Swati was in a state of shock because all the high margins which she had generated
until now were actually put back into the business by way of credits. The operators who purchased from her were
in touch with her, but wanted to extend the credits. Now the credits looked like becoming bad debts. Suddenly it
was a cashless position. She had six staff by then. She was compelled to lay off three of them. She was by now in

a vicious debt cycle. If she stopped supplying the products to the existing operators, then the business relationship
wouldclosedownandthecreditswoulddefnitely becomebaddebts. Atthesametime,itdidnotmakesenseto

keep supplying large quantities. The operation was still on. There was no guarantee the new supplies would be paid
for. So she had to continue but reduce her involvement. That is exactly what she did. She reduced the supplies from
10 dozens per day to 7 dozens per day and gradually to 5 dozens per day.

Swati was extremely worried. Two critical questions confronted her once again - How long could she continue like
this? What next?

Exhibit 1

Summary of the terms & conditions

The applicant had to be able to invest Rs.60,000/- in plant and machinery as per the choice of the company. The
applicant had to arrange required space & infrastructure for the workshop.

Rs.10,000/- had to be kept as refundable security deposit.

The company would provide all the raw materials to the fabricator like pre-cut material, thread, fabric, lining and
accessories.

Thecompanyhadafxed  rateperunitwhichwouldbepaidtothefabricator.ltwouldbedeemedtocoverallthe
expenses of the fabricator.

The company could visit the workshop at any time and check the standards being followed.
The company would provide only basic training to the fabricators.

Case Objectives
» Tobringtotabletheissuesbeforeafrstgenerationentrepreneur. Howdoesanentrepreneursolvethem?

» Toobservetheprocessof‘identifcation ofcustomerdissatisfaction/customerpain’. Thecaseexplainshow
Swatiidentifedcustomerdissatisfaction/painveryobjectivelyandchosetosolvethecustomer’sproblem.

*  To understand challenges faced by a woman entrepreneur.
» To understand the aspects of a necessity based entrepreneurial venture.

*  TounderstandthatentrepreneurialpursuitisnotnecessarilyanactivitytofndoutNetPresentValue.
Entrepreneurial experiences and learnings are invaluable in the long run.
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Answer to what next

Customisation and franchising

Swati’s thought of customisation prevailed over all other factors and she went ahead with her plans. She chose to
operatewiththefranchisemodelandgrewtoastageof6franchises—4inKolkata(India)and2inNepal. Allthe

franchises generated good business. The big question is as to how does an individual who is not a Bollywood or a
Hollywood dress designer or talent from that league, have franchises to offer and there are six people ready to invest
intheproposal-notonlytimebutevenrealestate,moneyandallpossibleeffort? Thesurprisingansweristhatall

the franchises are run by her one time customers. M ost importantly, these customers had come in not because she was
a general manufacturer but because she had shifted to an extremely customised market as mentioned in the case.
Thus,thesecondphaseofherendeavorwasassuccessfulasthefrst one.Theproductswerewellreceivedin
themarket. Thisconfrms  thepowerofbrandloyaltyandrewardforanentrepreneur’sconvictionincustomer

satisfaction.

But, Swati wanted to wind up all franchises and work from her unit only. The major reason being the fact that while
she focused on customisation and customer service, her franchisees focused on clearing stocks and generating
revenue, even if this meant suggesting a wrong piece of garment to a customer. Swati could not be personally present
at multiple locations at the same time. What do you recommend?

The discussion in class should deal with the decision issue — should Swati discontinue the model of franchises, which
is apparently a great success? Participants will be asked to develop the positives and negatives of the franchise
model.

Thereafter the present position of Swati can be revealed to them as an end to the case discussion.

Swati has discontinued the franchise model. Now, by end of 2007, Swati has three outlets in the prominent locations
and malls in the city. She has been self employed for more than 15 years now. She is watched by leaders of the
market.HerbrandhasanestablishedclientelealloverIndiaandalsoabroad—intheformofIndianssettledabroad
-andthisisrefected  intheannualrepeatordersthatshegets. Thebusinessisgrowingatanaveragerateof25%.
Thebrandissoldinonlythroughtwoselfownedretailoutlets—oneinSouthCalcuttaandtheotherintheNorth

East of the City. Whilst keeping the enterprise going, Swati has also freelanced and written extensively for the 3
major English dailies of India for more than 10 years now on a variety of topics and reported both from within and
outsidethecountry.ShehasalsocompletedherstudiesintheUniversityofSheffeld inthesubjectofbroadcasting
journalism and today she is also the co-ordinator of a reputed advertising course (diploma) in the city of Kolkata.
Yet another facet of a multitasking entrepreneur!

(Source: Khaitan. D, St.Xavier’s College,Necessity [ Online] Available at: <http://www.nenonline.org/case-studies>
[Accessed 9 December 2011].)

Questions

1. Give a brief outline of Swati’s business model.

2. Explain in detail the hurdles faced by Swati in starting her enterprise.
3. What have you learnt from Swati’s experience?
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