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Preface

elcome to the 18th edition of Small

Business Management: Launching and
Growing Entrepreneurial Ventures, which con-
tinues to be the leading textbook in the field
of small business management. As the authors,
we attribute its success to our decision to ap-
proach each new edition as though we were
writing the book for the very first time. By
doing so, we are certain that you will be pro-
vided with the best and most recent advice on
running your business.

We completely agree with the age-old saying
that you can’t judge a book by its cover. But you
can learn a lot about a textbook and its success
simply by knowing how many students have cho-
sen to keep it rather than sell it at the end of a se-
mester. Small Business Management has become
a part of many students’ permanent library. As
one student explained, “Small Business Manage-
ment is one of the few books from my college
days that I have kept for future reference.”

| didn’t realize how hard it was to run a small
business.

—Andrew Mason,
former CEO of Groupon

Andrew Mason, the founder of Groupon,
is featured in the case for Chapter 19.
Even though Mason created the
company, he was eventually fired by the
board. He clearly had a creative idea but
discovered too late that building and
running a successful business require
more than having a good idea—this
concept, along with many others, will
be explored in more depth throughout
this latest edition of Small Business
Management: Launching and Growing

Why do so many consider the book to be a
“keeper”? We believe that they find in its pages
practical ways of thinking and acting that help
them achieve their dreams of starting and building successful enterprises. For exam-
ple, readers have described how the chapters on finance helped them to understand
financial statements and to make better decisions based on that information. Oth-
ers have said that the business plan chapter, with the real-life examples it presents,
provides an excellent guide for writing their own plans. Readers have also described
how the chapters on managing the business have kept them from making the kinds of
mistakes that Andrew Mason and others have made.

Small Business Management lays out, step by step, the knowledge and insights
needed to lead and manage a small business. Our aim is to provide instruction
and guidance that will greatly improve your odds for success as you take your own
entrepreneurial journey. In this edition, we present the best information available
today about launching and growing small businesses. Furthermore, we offer examples
throughout the text to demonstrate that there is not a single path to success. The goal
is to help you to find one that will work best for you.

It is our hope that the information presented in this book—and in the ancillaries
that accompany it—will support the varied goals of those seeking independent business
careers, either directly or indirectly. Most of all, we encourage you to continue learning

Entrepreneurial Ventures.
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every day, building on the foundation provided by this text. This advice is supported
by the words of Richard Branson, founder and chairman of the Virgin Group, which
comprises more than 400 companies: “My biggest motivation? Just to keep challenging
myself. Everyday I'm learning something new.”

Throughout the text, we emphasize the importance of building relationships along
the way. Managing a business is a team sport. As the owner, you are the key to making
the basket, reaching the goal line, crossing home plate (or whatever analogy you want
to use)—but you cannot do it alone. Even if you are the company’s only employee,
working alone in your own apartment or basement or in your parents’ garage, you still
have relationships with and depend on others, including your family, a banker, suppli-
ers, and customers. And you must be effective in your relationships with other people.
The bottom line: You cannot accomplish anything of any real significance by yourself!

Follow Your Dreams

As you will see, Small Business Management focuses on teaching you the essential
concepts and building skills that you will need to grow and manage a business suc-
cessfully. It also considers a much broader concern—the pursuit of entrepreneurial
dreams. Entrepreneurs build businesses to fulfill dreams—for themselves, their fami-
lies, their employees, and their communities. Your journey will always be about more
than the money. Entrepreneurs are individuals whose business lives have an impact on
a wide range of people. For most entrepreneurs, what they do matters.

Many students enroll in colleges and universities to gain qualifications that will
help them to get a job. In fact, most colleges spend the bulk of the curriculum teaching
students how to work for someone else. But the best way to achieve your goals, no mat-
ter what your major is, may be through owning a business of your own. If so, why not
make it something special-—something that solves a problem that makes life better for
others, that builds wealth while at the same time providing a way for you to give back
to your community and to nonprofit organizations that you believe in.

There are definite advantages to initially working for someone else. It may allow
you to learn an industry, build relationships, and develop important skills for the
future. But many individuals choose to start their own company early in life:

® Michael Dell started assembling computer parts and selling personal comput-
ers when he was a premed student at the University of Texas.

¢ Fred DeLuca opened a submarine sandwich shop when he was 17 years old
to earn money to pay his tuition at the University of Bridgeport. Today, his
legacy, SUBWAY, has more locations worldwide than any other franchise
organization.

e Jeremy Hitchcock started Dyn, a global leader in software as a service (SaaS),
when he was a management information systems major at Worcester Poly-
technic Institute. (Chapter 16, “Pricing and Credit Decisions,” and the case
for the chapter present more information about this company.)

This list could go on for pages. We all know entrepreneurs and small business
owners who will not be the next Bill Gates, but who will build or already own small
businesses that create value and make a difference in the community. These small
companies are the heart and soul of our economy. We challenge you to give serious
thought to joining them—and if you do, dream big. Follow a dream that you really care
about, and enjoy a life that you truly want to live! Our best wishes to you for a challeng-
ing and successful learning experience!

xiv Preface

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



MindTap

MindTap is an online, highly personalized learning experience built upon Cengage
Learning content. MindTap combines student learning tools—readings, multimedia,
activities, and assessments—in a singular Learning Path that guides students through
thecourse. Instructors personalize the experience by customizing authoritative Cengage
Learning content and learning tools, including the ability to add their own content to
the Learning Path via apps that integrate the MindTap framework seamlessly with
Learning Management Systems. For the 18th edition of Small Business Management,
MindTap has been expanded and vastly improved to include the following:

Lead, Choose, Learn. This engaging exercise places students firmly in the
driver’s seat of a business’s future. Given a scenario, students decide how

to proceed and then see how that decision impacts the business and future
decisions. Students travel different paths and the scenarios change based on
each student’s decisions. The unique and practical learning model provides
students with the valuable opportunity to practice managerial analysis and
crucial decision-making skills.

Experiential Exercises. Leveraging third party technology, YouSeeU

is an innovative experience that provides students a critical platform for

self, peer or instructor review—whether it be in the form of a sales pitch

or the polishing of a presentation. Live or recorded video exercises, which
include both individual and group work projects, allow for collaboration and
engagement similar to what students will experience in the business world.

Video Cases. New documentary-style videos highlight such entrepreneurs
and small businesses as Theo Chocolate, Camp Bow Wow, and Honest Tea.
Candid interviews provide insight into marketing, financial forecasting, and
product development, among many other topics, appropriately marrying
chapter concepts with real-world examples.

Whiteboard Videos. We're excited to offer for the first time “whiteboard”
videos. These fun and relevant stories capture key terms, important topics, and
overarching themes. By creating a narrative independent from any particular
company, we’ve constructed a more flexible and yet more tailored experience.
The result is crucial lessons for future entrepreneurs to digest and apply.

What’s New?

A primary purpose of Small Business Management is to present current, relevant con-
tent in unique and interesting ways, drawing on an abundance of real-world examples
to keep the reader completely engaged. Thus, the 18th edition of Small Business Man-
agement offers plenty of updates, including the following:

® A host of misconceptions about becoming a small business owner can cause
you to give up your entrepreneurial dream. We have revised Chapter 1, “The
Entrepreneurial Life,” to help you better understand your motivations for
starting a business and to avoid distorted concepts about what is required for
you to be an effective business owner. Getting off on the right foot is critical
to your success.

® Social entrepreneurship has become a major topic in entrepreneurial circles,
both in practice and on college campuses. Recognizing this trend, Chapter 2
introduces some of the important concepts and principles involved in the launch
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of a socially oriented enterprise. We have also included examples of socially
minded entrepreneurs, such as Alicia Polak at Khaya Cookie Company, Father
Greg Boyle at Homeboy Industries, and Nick Frey at Boo Bicycles.

® Prioritizing a small business owner’s responsibilities to major stakeholders
can be difficult. With that in mind, Chapter 2, “Integrity, Ethics, and Social
Entrepreneurship,” presents a framework (adapted from the writings of ethics
and morality scholar Archie Carroll) for managing stakeholder considerations
as a unified whole, which will help owners to determine how to balance stake-
holder interests.

® We are thrilled to continue offering LivePlan from Business Plan Pro, the
unquestioned leader in business planning software. LivePlan has interactive
features that guide you through the writing process in ways not previously
available.

® Chapter 8 covers the organizational plan for a startup or small business, and
it has been further developed to provide direction for alternative paths that
small business owners may choose to take. For example, though an increasing
number of startups are being launched by entrepreneurial teams, we expanded
the section on operating as a solo entrepreneur for those who choose this
option. We also provide a more complete description of legal forms of
organization that can be adopted, including the B Corporation, so that the
reader will be able to pick the organizational form most suitable for his or her
needs and interests.

® The number of small businesses being launched on the Internet continues to
grow. Chapter 9, “The Location Plan,” includes an expanded section on effec-
tive models of e-commerce and emerging options that can lead to new busi-
ness opportunities for online entrepreneurs.

® [n a previous edition, we improved the presentation of financial statements
(Chapter 10, “Understanding a Firm’s Financial Statements”) and the prepa-
ration of financial forecasts for small businesses (Chapter 11, “Forecasting
Financial Requirements™). Our goal was to make the material more logical for
the reader to follow. We have continued to build on this approach in the 18th
edition in order to make the material even easier to grasp.

e Updated information on raising capital to grow a business, including best
practices for raising money on the Internet (crowdfunding), is provided in
Chapter 12, “A Firm’s Sources of Financing.” But stay tuned: Regulations
concerning such topics are constantly evolving, and entrepreneurs must be
aware of the fast-changing landscape of publicly raised capital.

® Because of the importance of establishing and improving relationships with
customers, and the development of new and more sophisticated tools to make
this more manageable, we continue to expand and update the sections on cre-
ating and using customer data in Chapter 14, “Building Customer Relation-
ships.” These sections now offer more practical instruction on CRM methods
that make sense for small businesses, regardless of the level of sophistication,
and provide insights on available software packages that may be most suitable
for a small business. The section on call centers has also been significantly
revised and expanded using information and cost figures from up-to-date
research and analysis provided by the consulting firm McKinsey & Co.

® Challenges related to product development continue to be among the most
difficult that confront small firms, and Chapter 15 has been revised to reflect
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this. For this reason, the 18th edition includes, for example, more cutting-
edge approaches in a significantly reworked section on the development of the
physical product. We have also provided more information regarding the rules
applying to brand name selection, specifically addressing the circumstances
resulting from doing business online.

e Small business owners are discovering that social media can offer cost-
effective ways of getting their message out. They are also learning that more
and more customers rely on social media to make buying decisions. With this
in mind, Chapter 17, “Promotional Planning,” has been rewritten to place
greater emphasis on social media marketing strategies.

® | egal regulations of human resource management practices continue to
become more complicated. For this reason, Chapter 20, “Managing Human
Resources,” has been revised to provide helpful hiring information, including
updated descriptions of relevant employment laws, further insights into inter-
view questioning, and other issues related to compliance in hiring practices.

® The world of health care and insurance provided by small businesses is under-
going major changes. Chapter 23, “Managing Risk in the Small Business,” has
been revised to help entreprencurs adjust to these changes.

e Updated Living the Dream features in each chapter capture entrepreneurs in
action as they face the challenges of small business and entrepreneurship. The
authors’ personal conversations and correspondence with many of the entre-
preneurs profiled add depth to these features and ensure accuracy.

¢ In addition to the cases appearing in the book, many others, old and new, are
available on the instructor resource website (Www.cengage.com).

Achieving Your Best

Small Business Management is organized to help students and future entrepreneurs
achieve success in whatever field they choose. The wide spectrum of content, applica-
tions, cases, graphics, stories, and other details offered in Small Business Management
has assisted many small business entrepreneurs in making their dreams come true.
With a focus on learning, our features emphasize activities that capture student inter-
est and guarantee practical knowledge, including the following:

¢ In the Spotlight. The chapter-opening “In the Spotlight” feature profiles an
amazing collection of entrepreneurs, whose unique insights into how to start,
run, and grow a business will help readers identify and explore the full range
of issues facing today’s business owners.

¢ Unique Support for Building a Business Plan. The material in Part 3,
“Developing the New Venture Business Plan,” is integral to learning how to
develop workable plans. Closely aligned with the approaches to planning that
we present in the textbook, additional business plan templates can be found
on the instructor resource website.

¢ Integrated Learning System. Our integrated learning system uses each
chapter’s learning objectives to give structure and coherence to the text
content, study aids, and instructor’s ancillaries, all of which are keyed to these
objectives. The numbered objectives are introduced in the “Looking Ahead”
section, and each is concisely addressed in the “Looking Back™ section at the
end of each chapter. The integrated learning system also simplifies lecture
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and test preparation. The lecture notes in the Instructor’s Manual are grouped
by learning objective and identify the PowerPoint® slides that relate to each
objective. Questions in the Test Bank are grouped by objective as well. A
correlation table at the beginning of each Test Bank chapter permits selection
of questions that cover all objectives or that emphasize objectives considered
most important by individual instructors.

* You Make the Call. “You Make the Call” sections at the end of each chap-
ter are very popular with both students and instructors because they present
realistic business situations that require the examination of key operating
decisions. By having students take on the role of a small business owner, these
exercises give them a leg up in addressing issues facing small businesses.

¢ Living the Dream. Practical examples from the world of small business and
entrepreneurship carry both instructional and inspirational value. “Living the
Dream” boxes appear at critical junctures throughout the chapters, refueling
and refreshing chapter concepts with documented experiences of practicing
entrepreneurs.

e STARTUPS. The “STARTUP” feature highlights useful entrepreneurial
tools, actions, and resources for new businesses, as well as ways to transform
the ventures. These boxes are interspersed throughout the chapters in appro-
priate settings.

Updated and Enhanced Supplements

All resources and ancillaries that accompany Small Business Management, 18th
edition, have been created to support a variety of teaching methods, learning styles,
and classroom situations.

¢ Instructor’s Manual. Lecture notes in the Instructor’s Manual are grouped
by learning objective and tied to PowerPoint® slides that relate to each
objective. The manual also contains sources of audio/video and other
instructional materials, answers to the “Discussion Questions,” comments
on “You Make the Call” situations, and teaching notes for the cases.

e Test Bank. Questions in the Test Bank are grouped by learning objectives and
include true/false, multiple-choice, and discussion questions. Metadata tags
are attached to each question.

¢ Cognero® Testing Software. Cengage Learning Testing Powered by Cognero®
is a flexible, online system that allows you to import, edit, and manipulate
content from the text's Test Bank or elsewhere, including your own favorite
test questions; create multiple test versions in an instant; and deliver tests
from your LMS, your classroom, or wherever you want.

¢ PowerPoint® for Instructors. A complete PowerPoint® package is available
to aid in lecture presentation. The PowerPoint® slides are available on the
password-protected instructor resource website.

e “Startup Stories” Videos. Available through MindTap, videos created for
this text let you in on some very big ideas at work in a variety of innovative
small businesses. Some of the small businesses covered include TWO MEN
AND A TRUCK, River Pools & Spas, and Graeter’s Ice Cream, among many
others. Use these videos to bring the real world into your classroom, and let
your students learn from the experts.
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¢ LivePlan®. Students learn how to use the award-winning, best-selling pro-
fessional software LivePlan to create a business plan. This online resource
provides all the essentials to create winning business plans, including step-
by-step instructions for preparing each section of a plan. Ready-to-customize
samples, advice, a detailed marketing analysis with links to demographic
and marketing tools, and helpful financial tools make it easy to create a solid
plan. Video and written tutorials from Palo Alto Software founder Tim Berry
ensure that students fully understand how to maximize LivePlan’s dynamic
tools.
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To the Instructor

As a final word of appreciation, we express our sincere thanks to the many instruc-
tors who use our text in both academic and professional settings. Based on years of
teaching and listening to other teachers and students, Small Business Management has
been designed to meet the needs of its readers. And we continue to listen and make
changes in the text. Please write or call us to offer suggestions to help us make the book
even better for future readers. Our contact information is Bill Petty (254-710-2260,
bill_petty@baylor.edu), Les Palich (254-710-6194, les_palich@baylor.edu), and Frank
Hoy (508-831-4998, fhoy@wpi.edu). We would love to hear from you.
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CHAPTER

The Entrepreneurial Lif

After studying this chapter,

The story of Table Occasions is one of classic
In the SPOTLIGHT you should be able to . . .

entrepreneurship. Chia Stewart and Claudia
Narvaez have engaged in a decade-long 1-1. Explain the importance of small
process of making their dream happen, by business and entrepreneurship in our
first creating a strategy, a company, and a event-planning activity for their society.
brand, and then adapting and growing as community. What started with rentals of 1-2. Distinguish between the terms
opportunities present themselves and life's  higher-end party tables, chairs, and linens small business and entrepreneurial
curve balls come their way. has transformed into a one-stop shop opportunity.

Stewart and Narvaez launched for all event needs—from rentals, 1-3. Explain the basic
their table-decorating business in 2006 to planning and coordination, to cei:‘atrr:d;:s::riozn d
and helped it blossom into a center for execution. The result of this new descriI:)e differ'ent kinds of
“industry”that has set a high standard entrepreneurship.
for party-throwing in El Paso, Texas,

Table Occasions, Inc.
www.tableoccasions.com

1-4. Discuss the importance
has been that other new, related of understanding your

businesses—such as creative bakeries and motivations and perceptions related to
custom stationary shops—have cropped owning a small business.
up or expanded all around town to take 1-5. Describe five potential
part in the new economic activity. competitive advantages of small
The friendship that started in middle entrepreneurial companies over large
f 4 firms.
school transformed into something much

©BILL PETTY

1-6. Explain the concept of an
entrepreneurial legacy and its
challenges.
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different in the business partnership that Stewart and Narvaez And now the duo is starting to make plans for the next stage
formed. Together, they saw an opportunity for a business where of their entrepreneurial venture: franchising Table Occasions.
each partner could bring to the table something different and New locations, new partnerships, and new strategies are being
exciting, creating one complete and new concept. explored in order to make calculated risks and investments in
When Table Occasions started its operations, events were not  franchises that can take advantage of the economies of scale that
a big deal in the community—at least not from an artistic per- Table Occasions can now offer through the infrastructure devel-
spective. But Stewart and Narvaez saw an unexploited niche that ~ oped in El Paso. The risks may be large, but the partners’ passion
they could develop. They made event decorating a “must”in social ~ and willingness to invest their time and money in building an
and professional circles, to the point that skimping on decorations  effective team, leading the industry in creativity and trendsetting,
is now seen as showing a lack of dedication to the cause. Thishas  providing high-quality services and products, and being the first
solidified their customer base and redefined decorating expenses  to grasp new opportunities will lead them to success.
as “essential,” which is why the recent recession did not weaken Much like a marriage, Stewart and Narvaez have struggled
their sales and revenues. personally and professionally through changes, in good times
The services and products that Table Occasions offers are truly  and bad times. But together, they manage complex situations,
transformative, reflecting the party thrower’s personality, with support each other, and reap the rewards of a successful com-
unique tablecloths, flowers, cakes, catering, entertainment, light-  pany. The hardest part of their work does not come from the
ing, and more. As Stewart says, “We use products that, when coor-  physical labor but from having to juggle their work and personal

dinated with a wide range of event concepts, help the planners lives. Both are working mothers (with one divorce thrown into
pull off the perfect memorable and successful event—without the mix), and weekends away, early mornings, late nights, last-
overwhelming themselves in the process. Almost every event in minute changes, and weather emergencies pull them away from
town is now a virtual wonderland of visual treats for event-goers their families. Its hard work . . . so hard it hurts! However, Stewart
to enjoy and remember. It has truly made events magical” and Narvaez have learned to rely on the different strengths that
Their well-recognized success has inspired others to start each brings to the company, to support each other’s visions,
competitive businesses in town. But Table Occasions continues and to always act with the utmost integrity toward one another.
to lead the pack due to its commitment to quality, community “Without trust in each other, we would not have been able to
service, creativity, professionalism, and personal attention to come this far” claims Stewart. “Business is all about people, and

every event. As a matter of fact, Stewart and Narvaez stillengage ~ we have to surround ourselves with people we can depend on,
in hard labor when it is needed to get a job done right. They know  and who depend on us.”
that the buck stops with them, and they always make sure that

: Source: Interview with Chia Stewart, founder and CEO, Table Occasions, Inc.,
every host is proud of every event. December 28, 2014,

aving worked for over four decades with both entrepreneurs and students who

aspire to own companies, we have designed this book to prepare you for owning
your own small business—one that may even grow over time to become a large firm.
In addition, we will be drawing on the extensive experience of entrepreneurs who offer
their advice and counsel on important issues. Understand that this book is not just
about learning facts; rather, we want to prepare you to act on your dreams. We want
your study of small business management to change your life!

We believe that owning a business is one of the most noble of all professions—
especially if done well. No other life’s work does more to help you learn and develop as
a person, contribute to the success of a team, create value for customers, and make a
significant difference in the community. While owning a business is generally about
producing a product or service and selling it for a profit, you will find that the deepest
rewards from owning your own business come from helping your employees grow, both
professionally and personally, and offering goods or services that improve the lives of
your customers. After all, what happens at work carries over into your personal life.!
But you should understand that the road can be rough, with some big potholes along

2 Part 1 Entrepreneurship: A World of Opportunity
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the way. We believe that the words of Theodore Roosevelt over a century ago, when he
described “the man in the arena,” apply perfectly to these entrepreneurs:

1t is not the critic who counts, not the man who points out how the strong man
stumbles, or where the doer of deeds could have done them better. The credit belongs
to the man who is actually in the arena, whose face is marred by dust and sweat and
blood; who strives valiantly; who errs, who comes short again and again, because
there is not effort without error and shortcoming, but who does actually strive to do
the deeds; who knows great enthusiasms, the great devotions, who spends himself in
a worthy cause; who at the best knows in the end the triumph of high achievement,
and who at the worst, if he fails, at least fails while daring greatly, so that his place
shall never be with those cold and timid souls who neither know victory nor defeat.?

The primary purpose of this chapter is to offer words of encouragement for anyone
wanting to be a small business owner. We will begin the chapter by providing an
overview of small business and entrepreneurship, along with stories of entrepreneurs
who started and grew businesses. Then we will quickly get you started thinking about
your motivations and perceptions related to owning a small business. Next, we will
explain the ways small firms can be competitive, even against industry giants. Finally,
we want you to think about building an entrepreneurial legacy that you can leave to
those who follow in your footsteps.

So, if you, like many others who come from many different walks of life, want to
have your own business, then read on. You are about to embark on a course of study
that will prove invaluable in reaching your goal. Entrepreneurship can provide an excit-
ing life and offer substantial personal rewards. We passionately contend that there is
no finer calling.

1-1 SMALL SIZE, GREAT SIGNIFICANCE

If you have a serious interest in starting and operating your own business—now or
in the future—you are not alone. You may be part of what Paul Reynolds, a leading
researcher in the entrepreneurship field, calls a major social phenomenon.? Isabell M. Explain the importance
Welpe, a business professor at Technische Universitit Miinchen, captures the signifi- OF ST and

. e e . . . entrepreneurship in our
cance of entrepreneurship for an individual and society at large in these words: society.

Entrepreneurship is a necessity in our society. It is a philosophy based on individual
initiative and on the insight that entrepreneurship is more than just getting a job.
Entrepreneurship achieves self-fulfillment, gains respect and enables real innovation
by looking at the next necessary steps toward a better world.*

The significance of small business can also be observed in its contribution to the
economy. Within the United States, it is estimated that 12 million people are involved
in some form of entrepreneurial venture, and that as many as half of all adults will
be engaged in self-employment at some point during their working careers.® The fol-
lowing facts provide an understanding of the important role of small businesses in the
United States:®

® There are 27.8 million small businesses in the United States with fewer than
500 employees, a common definition of a small business.

e Small companies account for 99.7 of all businesses—and 90 percent have
fewer than 20 employees!

Chapter 1 The Entrepreneurial Life 3
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¢ Fifty-five million people work in small businesses, representing 49 percent of
all employees and 42 percent of all salaries paid to employees.

e Small enterprises hire 43 percent of all high-tech employees (scientists,
engineers, computer programmers, and others).

® Many small companies have been going global, representing 97 percent of all
exporters.

® Business owners are well educated, with 50 percent having a college degree, an
increase of 32 percent from 2000 to 2010.

® About one-fourth of the 23.5 million military veterans in the United States are
interested in starting or buying their own business.

Given this information, it’s clear that individuals who start and lead small businesses
make a significant contribution to the economy and the quality of our lives. On the
other hand, we know that a lot of people talk about owning a business but never make
it happen. Also, the number of young persons who own private businesses in the United
States is at a 24-year low. According to The Wall Street Journal, only 3.6 percent of
households headed by young adults (less than 30 years of age) owned private businesses
in 2013—compared to 10.6 percent in 1989. This trend potentially has negative implica-
tions for future economic growth.

It is difficult to pinpoint the reasons for the decline in young people choosing to
own a small business. Possible reasons include the difficulty in raising capital during
the Great Recession and, possibly, a lower tolerance for risk by young people. Ruth
Simon and Caelainn Barr write:

The decline also reflects a generation struggling to find a spot in the workforce.
Younger workers have had trouble gaining the skills and experience that can be
helpful in starting a business. Some doubt their ability.”

On the other hand, the Kauffman Foundation estimates that 70 percent of young people
still dream of owning their own business sometime in the future.® Thus, it seems fair to
say that while young people today are generally less inclined to start a business, they have
in no way given up hope of eventually owning their own business. So, it makes us, as the
authors of this text, all the more committed to help young people be better prepared to
start a small business. Our hope is that your study of Small Business Management will
give you the confidence and skills that you need to be successful in owning your own
business. And that is not only important for you, but for those you could serve as well.

1-2 SMALL BUSINESS AND ENTREPRENEURIAL
OPPORTUNITY: IS THERE A DIFFERENCE?

Let’s take a more detailed look at the terms small business and entrepreneurial opportunity
Distinguish between the to gain a better understanding of what they represent. Both are at the heart of all that

terms small business and . . .
entrepreneurial opportunity. you will study in this book.

1-2a What Is a Small Business?

What does it mean when we talk about “small business?” A neighborhood restaurant or
bakery is clearly a small business, and Toyota is obviously not. But among small busi-
nesses, there is great degree of diversity in size, in growth potential, in organizational
structure, and often in culture.

4 Part 1 Entrepreneurship: A World of Opportunity
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Many efforts have been made to define the term small business, using such criteria
as number of employees, sales volume, and value of assets. But there is no generally
accepted or universally agreed-on definition. Size standards are basically arbitrary,
adopted to serve a particular purpose. For example, the U.S. Small Business Admin-
istration defines a small business as having fewer than 500 employees.” But in specific
cases, the government may define a small business differently—such as one with fewer
than 10 employees—in order to exempt a very small business from certain regulations,
if compliance would prove to be too costly, given its small size.

In addition to size, small businesses differ drastically in their growth potential.
Those few businesses with phenomenal prospects for growth are called high-potential
ventures, or gazelles. Even within this group, there is variation in styles of operation
and approaches to growth. Very few begin as high-tech startups—the kind that made
Silicon Valley famous. In contrast to such high-potential ventures, attractive small
firms offer substantial financial rewards for their owners. Income from these entrepre-
neurial ventures may grow into the millions or even tens of millions of dollars. They
represent a major segment of small businesses—solid, healthy firms that can provide
rewarding careers and create financial wealth for the owners.

The least profitable types of small businesses—including many small service com-
panies, such as pool-cleaning businesses, dry cleaners, beauty shops, and appliance
repair shops—provide modest returns to their owners. These are called microbusinesses,
and their distinguishing feature is their limited ability to generate significant profits.
Entrepreneurs who devote personal effort to such ventures receive a profit that essen-
tially compensates them for their time. Many companies of this type are also called
lifestyle businesses because they permit an owner to follow a desired lifestyle, even
though they provide only modest financial returns. Employing fewer than 10 employ-
ees, lifestyle businesses make up the largest sector of the U.S. economy. Such enter-
prises usually do not attract investors and are financed with owner savings or money
provided by friends and family.

Lifestyle businesses are not only important to the U.S. economy, but they have also
become vital for many individuals in developing countries in Asia, South America, and
Africa. In these countries, starting and running a small business can easily double or
triple a family’s income and make a significant difference in the quality of family
members’ lives. To help these individuals, some organizations are providing microloans,
sometimes for only a few dollars, to allow them to buy inventory or do whatever else
needs to be done to get started in business.

So, understanding a small business is dependent on our definition of small and the
firm’s growth potential. For our studies, we will mostly be directing our attention to
small businesses that meet the following criteria, at least in spirit:

1. Compared to the largest firms in the industry, the business is small; in most
instances, the business has fewer than 100 employees.

2. Except for its marketing function, the business’s operations are geographically
localized.

3. No more than a few individuals provide the equity financing for the business.
Equity financing (discussed in Chapter 12) is the money invested in the business
by the owners and possibly by a few other individuals.

4. The business may begin with a single individual, but it has the potential to
become more than a “one-person show” and may eventually grow to be a mid-
sized company or even a large firm.

5. The business must have growth potential, whether or not the owner chooses to
capture that growth.
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high-potential venture
(gazelle)

A small firm that has great
prospects for growth.

attractive small firm
A small firm that provides
substantial profits to its
owner.

microbusiness
A small firm that provides
minimal profits to its owner.

lifestyle business

A microbusiness that
permits the owner to follow
a desired pattern of living.

microloans

Very small loans, often
provided to entrepreneurs
in developing countries.

small business

A business with growth
potential that is small
compared to large com-
panies in an industry, has
geographically localized
operations, is financed by
only a few individuals, and
has a small management
team.
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Obviously, some small businesses will fail to meet all of these standards, but they
are still of great interest to us. For example, a small executive search firm—a firm that
helps corporate clients recruit high-level managers—may operate in many sections of
the country and thereby fail to meet the second criterion. Nevertheless, the discussion
of management concepts in this book is aimed primarily at the type of firm that fits
the general pattern outlined by these criteria.

1-2b What Is an Entrepreneurial Opportunity?

At its core, the entrepreneurial process begins with identifying an attractive opportu-
nity, which is more than merely having a good idea. Such opportunities make the
enterprise economically attractive for the owners while offering customers a product
or service that is so appealing that they are willing to let go of their hard-earned money
to buy it. In other words, an entrepreneur must find a way to create value for custom-
ers. An entrepreneurial opportunity, then, is an economically attractive and timely
opportunity that creates value both for prospective customers and for the firm’s owners.
(In Chapter 3, you’ll learn how to identify good opportunities.)

So an entrepreneur is a person who relentlessly pursues an opportunity, in either a
A . i new or an existing enterprise, to create value while assuming both the risk and the

n economically attractive X . .

and timely opportunity that reward for her or his efforts. Entreprencurs generally think differently about resources
creates value for interested than do employee-managers. While managers in large corporations so often think like
buyers or end users. administrators or bureaucrats—wanting larger budgets or more employees—
entrepreneurs work to do more with less. They may try to use other people’s resources,

entrepreneurial
opportunity

entrepreneur L . . .

A person who relentlessly Whlf:h is called bootstrapplr?g. For example, an §ntrepreneur might resort to bartering
pursues an opportunity, in or, in the early days of a business, work to create income from other sources to fund the
either a new or an existing business. Let’s look at three ventures started by some present-day entrepreneurs who
business, to create value have successfully created value for customers and themselves alike.

while assuming both the

risk and the reward for his KELLY’S DELIGHT (HEWITT, Tx)]_o

or her efforts. ] ) ) )
After graduating from college, Patrick Linstrom knew he needed to do something to

help pay off his student loans. He had an idea for a product that he wanted to sell that
was not quite available yet: all-natural liquid cane sugar. With just a concept in mind,

bootstrapping
Doing more with less in
terms of resources invested

in a business, and, where Linstrom set off on his journey to enter this untappe.d mar.ket. “It is Yital to learn as
possible, controlling the much as you can about the overall business, before investing your time and money
resources without owning into such a venture.” Linstrom says. After researching the liquid sugar market for over
them. eight months, he was ready to make a product. By maxing out all of his credit cards

and taking out a personal loan, Linstrom was able to pay for the initial production of
his product. With an actual product in hand, he began selling his liquid sugar to local
businesses.

Despite positive feedback from local customers, lack of a good distribution strat-
egy hurt the startup. Linstrom knew he needed to expand if he wanted his company to
experience significant profits. He decided to update his strategy to reach more custom-
ers by changing the small packet design for his product into a 16-ounce bottle. With a
better-designed product, Linstrom was set on getting his liquid cane sugar on the shelves
of H-E-B, a major grocery chain in Texas. “I probably called H-E-B 100 times before
I was able to meet someone. I think I finally got to the right buyer who thought this
was a good product,” says Linstrom. His first meeting proved successful, and H-E-B
decided to test Kelly’s Delight in 125 stores. “We owe our business to H-E-B,” Linstrom
says. “They were the first retailer that took a chance on us, and it has made a world of
difference.”

© KELLYSDELIGHT
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In the meantime, Linstrom knew he needed to continue expanding his retail store
footprint. Through a mutual friend, Linstrom was able to meet with Tom McClintock,
a vice president of Coca-Cola. McClintock loved the product idea and quit his job
at Coca-Cola to join Linstrom’s team at Kelly’s Delight. After teaming up with
McClintock, Linstrom never looked back.

As of 2014, Kelly’s Delight was selling in over 7,000 retailers across the country,
including such stores as Walmart, Target, H-E-B, and many other locations. Com-
petitors have entered the market, but Linstrom continues to maintain competitive
prices by keeping his manufacturing costs minimal and his management team lean.
He believes that he is still far from reaching his goals and plans to enter the Asian
market soon.

Liquid sugar may seem like a simple concept, but executing a final product at a
price consumers are willing to pay is the hard part. Linstrom says, “Sometimes you
have to fake it before you make it. You have to believe you can accomplish what you
set out to do, and take the risk that is necessary to accomplish your goals. From my
experience, I would say that a successful business takes inspiration, preparation, and
opportunity. Many people have inspiration but have not taken the time to prepare.
So when the opportunity is presented to them, they are not able to capitalize on their
risk. [They] should always be preparing and know that opportunity will strike if they
just stay persistent.”

BLANK LABEL (BOSTON, MA)*

When Fan Bi was working his first professional job in London in 2006, he was intro-
duced to the business world’s dress code. Bi loved custom tailoring but understood that
this luxury came at a price. He discovered the vast difference in experience between
shopping by size for pre-made clothes and shopping by style of fabric for customizable
clothes.

“I used to buy dress shirts off the rack,” Bi says. “But this idea of going to a fabric
market, being measured, being able to choose different fabrics...I thought, “Wow,
you know, this is a really different experience.”” Then, during a vacation to Shanghai
in the summer of 2008, where custom tailoring was provided at a far more competitive
price, he asked the question “Can custom be affordable?”

Bi came up with the idea for affordable custom shirts during his study abroad
program at Babson College. The faculty at Babson helped Bi hone his idea and recruit
campus sales reps. One of these sales reps was Danny Wong, a student at nearby
Bentley University. Unfortunately, the idea was met with a lack of interest from the
college students. Also, the business was not scalable and lacked a clear supply chain.
So Bi partnered with Wong to bring the business online, where overhead expenses were
lower and the potential market was large. At the beginning of 2010, they launched the
Blank Label website.

“We wanted to be the destination where people can come and design their own
apparel,” Bi says. Online visitors were able to design a custom shirt by selecting fabric,
color combination, and style of cuff, collar, placket, pocket, button, monogram, and
even custom label—all for less than $100.

Since going online in 2010, the pair has seen their customer demographic shift
toward business professionals who purchase six to ten dress shirts per year. They went
from generating $345,000 in sales during their first year of business to over $1.1 million
in 2011. By June 2012, Blank Label had sold 30,000 dress shirts.

The web-savvy founders managed almost the entire process remotely. “Thanks
to the Internet,” Bi says, “you can work with the best people in the world, not just the
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best people in your neighborhood.” But Bi and Wong weren’t content just being shirt
makers. Wong wanted Blank Label to emerge as a hub for everything “co-created.”

In 2013, Blank Label opened its first pattern room in downtown Boston. The
reason behind this decision was consumers’ preference to touch and feel products
before making a purchase. This was especially true when it came to buying ties, chinos,
jackets, and suits. “We thought that maybe we should experiment, and that has paid
off in spades,” Bi observes.

The store quickly began generating revenues of about $100,000 a month, increasing
10 to 15 percent month over month. Its physical store sales were expected to account for
70 percent of its total by the end of the year. Also, the number of employees went from
4 to 22, with Bi raising $500,000 from investors to fund the company’s growth. With
the initial success, Bi and Wong decided to open a second store in Boston’s Downtown
Crossing area, with plans to open six more stores along the East Coast.

HUGHES GROUP LLC (TACOMA, WASH.)*?

Even if it were true that the entrepreneurial spirit is born and not made, it would still
remain that this characteristic comes with no birthright of success. It’s a hard truth that
Patrick L. Hughes, Sr., founder and CEO of Hughes Group LLC, stumbled many times
before his company was named the National Minority Small Business of the Year.

“My mother said I was a true entrepreneur from the time I was a child. When the
other kids wanted to play cowboys and Indians, I always wanted to run the general
store or saloon. I loved capitalism without even knowing what capitalism was,” said
Hughes, who got his first taste of the full-time business world after retiring from the
Army in 2003. “But when I finally went into business for myself, I sure made a lot of
mistakes early on.”

His Tacoma, Washington—based logistics company provides products and services
to federal and commercial markets. “We are a minority-owned and service disabled
veteran—owned company,” said Hughes, noting that the company has 213 employees
in 11 locations across the nation, and saw just over $8 million in revenue in 2011 and
was expecting $8.5 million to $9 million in 2012 revenue.

Like many business success stories, the tale of Hughes Group is one that started
small—as a carpet-cleaning business in Hughes’s garage while he was a logistics officer
in the Army—and grew over time. But Hughes says the difference between where his
company is today and the hundreds of other startups specializing in logistics is that he
never considered for an instant that his small business should stay small.

“If there’s anything I see small businesses doing wrong, it’s thinking they’ve got to
stay in a niche,” said Hughes. “Diversity is the lifeblood of a small business; become
an expert in your area, and then branch out from there. In other words learn how to
do other different, but related, skills.”

Today, Hughes Group has expanded to a full-bore logistics company that offers
a facility maintenance and supply division, as well as a division with management,
assessment, development, and support services. Hughes Group has clients in both the
government and the commercial arena.

Though Hughes Group wasn’t officially founded until 2004, Hughes spent his
last years in the military planning what life would look like post-service. He had
accumulated nearly 30 years of logistics experience but lacked the know-how to run a
business. Luckily, his first big job was close to home: Hughes landed a contract with
the military, which parlayed into a series of other logistics contracts.

First, he needed funding. “When I was first reading about the 8(a) Business
Development Program offered by the Small Business Administration (SBA), I took my
application into the local SBA office. They scratched it up and circled it in red where
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I did it wrong,” said Hughes, laughing. He eventually qualified for an initial $300,000
line of credit—enough to get Hughes Group off the ground. He had the loan; now he
needed business smarts.

“What you don’t realize at the start is when you make a dollar, you do not have a
dollar to spend,” Hughes said. “I think this is where many 8(a) businesses fail; you may
get 15 cents off that $1 you made because you already spent it before you got it. There’s
always overhead, taxes, and so on.” Over the next few years, Hughes’s increasing
business skill allowed him to take out another loan backed by the SBA and the Grow
America Fund along with the city to buy a 15,000-square-foot building.

Now, in addition to running his company from the headquarters, Hughes uses
some of the office space to help foster other startups operating in the government mar-
ket space, especially those run by disadvantaged owners such as veterans, minorities,
and women. “One of the greatest things you can have in business is a network,” Hughes
says. “We're essentially offering a network for these disadvantaged businesses to accel-
erate into the government contracting arena.” Though the fee for the space rental is
nominal, Hughes sees its value as being greater to the local business community. “I
learned from the mistakes I made early on, and I am sure I will make some more over
the years. But I want to pass the knowledge on to others,” Hughes said.

1-3 ENTREPRENEURIAL QUALITIES: BIG EGO
NOT REQUIRED

People often ask, “Are entrepreneurs born or made?” That question has long been

debated with little agreement. However, Stephen Spinelli and Robert Adams have Explain the basic character-
nicely summarized research on entrepreneurial characteristics. The entrepreneurs they I(Sitelzr?tf)::f?f?rree:te;:dfgg
describe as having and exhibiting “desirable and acquirable attitudes and behaviors” entrepreneurship.
fall under the following six descriptors:!
1. Commitment and determination—Tenacious, decisive, and persistent in problem
solving.
2. Leadership abilities—Self-starters and team builders who focus on honesty in
their business relationships.
3. Opportunity obsession—Aware of market and customer needs.
4. Tolerance of risk, ambiguity, and uncertainty—Risk takers, risk minimizers, and
uncertainty tolerators.
5. Creativity, self-reliance, and adaptability—Open-minded, flexible, uncomfortable
with the status quo, and quick to learn.
6. Motivation to excel—Goal-oriented and aware of personal strengths and
weaknesses.
On the other side of the coin, some attitudes and behaviors should be avoided at
all costs. An almost certain way to fail as an entrepreneur, as many have learned by
experience, is to do the following:
1. Overestimate what you can do.
2. Lack an understanding of the market.
3. Hire mediocre people.
4. Fail to be a team player, which is usually the result of taking oneself too
seriously.
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