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The term business means different things to different people. In its broad sense,
business is the social process that involves the assembly and use of productive re-
sources (basic inputs) to create goods and services (basic outputs) capable of satisfy-
ing society”’ s needs and wants. It is an organized approach to providing customers
with the goods and services they want. The word business®Palso refers to an organiza-
tion that provides these goods and services. Businesses provide just about anything
consumers want or need, including basic necessities such as food and housing, luxu-
ries such as jewelry and digital televisions, and even personal services such as caring

for children and finding companionship.

Most businesses seek to make a profit——that is, they are profit-oriented and
aim to achieve revenues that exceed the costs of operating the business. Prominent
examples of profit-oriented businesses include Mitsubishi Group, General Motors
Corporation, and Royal Dutch/Shell Group. However, some businesses only seek to
earn enough to cover their operating costs. Commonly called nonprofits, these busi-
nesses are primarily nongovernmental service providers. Examples of nonprofit busi-
nesses include such organizations as social service agencies, foundations, advocacy

groups, and many hospitals.
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Basic Inputs

Businesses make use of four productive resources, commonly called basic inputs.
They are natural resources, labor, capital, and entrepreneurship (see Figure 1 -1).
These inputs, also known in the study of economics as factors of production, are
common to all productive activities in all economic systems. Economists often find it
useful for purposes of theoretical simplification to group the millions of different sorts
of factors of production into several very broad categories and then discuss them as
though all the items within each category were perfectly substitutable for each other
and therefore traded on a single market. The simplest such conventional categoriza-
tion of the factors of production divides them into natural resources labor, capital,

and sometimes also entrepreneurship and/or human capital.

* Natural resources, which come directly from the land, air, and sea, can satisfy
people’s wants directly, or they can be used to produce goods and services that
satisfy wants (such as a forest used to make lumber and furniture).

* Labor refers to the routine work that people do in their jobs or effort necessary to
satisfy human needs. It is one of the leading elements in production. A nation’s
labor force includes those who work for wages and salaries and those who file gov-
ernment tax forms for income earned through self-employment. It does not include
homemakers or others who perform unpaid labor at home, such as raising, caring
for, and educating children, preparing meals and maintaining the home. Nor, of
course, does it include those who do not report income to avoid paying taxes, in
some cases because their work involves illegal activities. Labor can be manual,
managerial, or professional. Manual labor usually refers to physical work that re-
quires little formal education or training, such as washing dishes or moving furni-
ture. Managers include those who supervise other workers. Example of profes-
sionals include doctors, lawyers, accountants, academic staff, or photographers,
etc. The industry they work in may be that of mmufaétuﬁng, farming, mining,
services, retail or wholesale trade, government, finance, insurance, real estate,
transportation, or public utilities.

* Capital refers to all the manufactured aids to production. It includes buildings, e-
quipment, and other intermediate products that businesses use to make other
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goods or services. Generally, consumer goods and money spent for present needs
and personal enjoyment are not capital. Thus, a business regards its land, build-
ings, equipment, inventory, and raw materials, as well as stocks, bonds, and
bank balances available, as capital. Homes, furnishings, cars, and other goods
that are consumed for personal enjoyment (or the money set aside for purchasing
such goods) are not considered capital in the traditional sense.

* EntrepreneurshipQis the ability some people have to accept risks and combine fac-
tors of production in order to produce goods and services. Entrepreneurs organize
the various components necessary to operate a business. They raise the necessary
financial backing, acquire a physical site for the business, assemble a team of
workers, and manage the overall operation of the enterprise. They accept the risk
of losing the money they spend on the business in the hope that eventually they
will earn a profit. If the business is successful, they receive all or some shares of
the profits. If the business fails, they bear some or all of the losses.

Many people mistakenly believe that anyone who manages a large company is an
entrepreneur. However, many managers at large companies simply carry out deci-
sions made by higher-ranking executives. These managers are not entrepreneurs
because they do not have final control over the company and they do not make de-
cisions that involve risking the company’s resources. On the other hand, many of
the nation’ s entrepreneurs run small businesses, including restaurants, conve-
nience stores, and farms. These individuals are true entrepreneurs, because en-
trepreneurship involves not merely the organization and management of a business,
but also an individual’s willingness to accept risks in order to make a profit.

All the four factors of production are traded in markets called factor markets.
These markets, also termed resource markets, are used to exchange the services of
a factor of production, not the factors themselves. Businesses turn to the factor
markets to acquire the means to make goods and services, which they then try to
sell to consumers in product or output markets. For example, an agricultural firm
that grows and sells wheat can buy or rent land from landowners. The firm may

S ISR, SIS L R
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shop for this natural resource by consulting real estate agents and farmers through-
out an area. This same firm may also hire many kinds of workers. It may find
some of its newly hired workers by recruiting recent graduates of high schools,
colleges, or technical schools. But its market for labor may also include older
workers who have decided to move to a new area, or to find a new job and em-
ployer where they currently live.

Firms often buy new factories and machines from other firms that specialize in
making these kinds of capital goods. That kind of investment often requires mil-
lions of dollars, which is usually financed by loans from banks or other financial
institutions. Entrepreneurship is perhaps the most difficult resource for a firm to
acquire, but there are many examples of even the largest and most well established
firms seeking out new presidents and chief executive officers to lead their compa-
nies. Small firms that are just beginning to do business often succeed or fail based
on the entrepreneurial skills of the people running the business, who in many cases

have little or no previous experience as entrepreneurs.

Entrepreneur

Figure 1 -1 Basic Inputs and Outputs
Basic Outputs

Firms use the basic inputs to produce the basic outputs desired by customers:
goods and services. In a market economy it is producers who decide which goods and
services to make and offer, and what prices to charge for those products.

Goods are tangible things——things yoﬁ can touch—that satisfy wants. Ex-

|
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amples of goods are cars, clothing, food, houses, and toys. Services are activities
that people do for themselves or for other people to satisfy their wants. Examples of
services are cutting hair, polishing shoes, teaching school, and providing police or fire

protection.

The production process is generally dependent on inputs such as: capital, land,
labor, raw materials, energy, climate and the infrastructures of technology, commu-
nication and transportation. All of these can be described as outputs of processes spec-
ified by other relationships.

Business Activities

As a rule, the basic goal of businesses is profit mazximization the produc-
tion of units of output for as long as the revenue from selling them is greater than the
cost of producing them. To maximize the profits, firms depend on their production

capabilities and their ability to exchange goods in marketplace.

Production refers to manufacturing and processing of goods or merchandise, in-
cluding their design, treatment at various stages, and financial services contributed by
bankers. Various economic laws, price data, and available resources are among the
factors in production that must be considered by both private and governmental pro-
ducers. Examples are Xerox Corporation converting the electronic components into
office machines and the service department of the local GM dealership converting
parts and labor into automobile repairs.

Exchange refers to the process by which two or more parties offer one another
something of value in return for something else of value. Firms produce goods and
services and exchange them for something else of value, usually money. For example,
in bookstore, you exchange cash for books. The exchange may also be of certain
goods and services——barter. Barter refers to the exchange of goods or services
without the use of money. Before the development of money, people used barter to
get what they wanted. In the 1600’s and 1700’s, for example, trade between Euro-
peans and West Africans was based on units of value called sortings. A sorting might
consist of a barrel of palm oil, cloth for seven dresses, or a certain quantity of other
goods. One sorting of cloth for seven dresses equaled one sorting of oil or of anything

else.

P
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In economics, supply and demand are the basic factors determining price. De-
mand refers to how individuals or households form their needs for different goods and
services. Supply refers to how firms decide which and how many goods or services
they will supply and what combination of factors of production they should employ in
supplying them.

The Nature of Demand

The concept that the quantity of a product or service demanded depends on the
price of the product or service is the law of demand. The higher the price, the lower
the quantity demanded. This concept is illustrated in Figure 1 —2, which shows the
price and demand per week for cookies at a bakery and plots the information on a
graph (called a demand curve). The Y-axis (vertical scale) shows the price of cookies
per package. The X-axis (horizontal scale) shows the quantity of cookies demanded
per week. At a price of $1.50, for example, 85 packages a week will be demanded.

The demand curve slopes downward and to the right. The slope indicates that as
the price is lowered, more of the product is demanded. The corollary of this idea is
that if a large quantity of good is put on the market, the hope of selling all of it will
be realized only if it is sold at a lower price.

$3.50 —
3.00
2.50 —
Price Package .
Per Demanded 2.00 ]
Package | Per Week [ p... 1.50
$3.00 35 1.00 _:
2.50 50 050
2.00 65 .
1.50 85 0"'|'|l'l'T'|'||'|'l'|
2 60 80 100 120
100 | 120 e et pa |
——(uantity

Figure 1-2 Demand Curve For Cookies
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One reason that the goods are sold at lower prices than at higher ones is that low-
er prices bring in new buyers. As the price of cookies decreases, some who don’t usu-
ally eat cookies will probably start buying them instead of potato chips (assuming that
the price of potato chips stays constant). Also, with each reduction in price, regular
consumers of the product may buy extra amount of it.

The Nature of Supply

The concept that the quantity of a product or service supplied depends on the
price of the product or service is the law of supply. The higher the price, the higher
the quantity supplied; the lower the price, the lower the quantity supplied.

$3.50 -
3.00
2.50
2.00 —'
2| Per Week flp,.... 1.50

100—
0.50 —

0||1|l|l|l'v|lll'lvlllvllli
20 40 60 80 100 120 140

85
Quantity

Figare 1-3 Supply Cave For Cookies

This concept is illustrated in Figure 1 -3, which shows the weekly price for and
supply of cookies and plots the information on a graph (called a supply curve). The
supply curve for cookies slopes upward and to the right. This slope indicates that at
higher prices, cookies manufacturers will obtain more resources (flour, yeast, and
salt, for example) and produce more cookies. If the price the consumers are willing to
accept rises, producers can afford to buy more resources. Therefore, output tends to
increase at higher prices because higher quantity can be sold and greater profit can be
earned.

How Demand and Supply Establish Prices

How high and low the prices go in competitive markets? How many ocookies will
be produced? How many will be purchased? Figure 1 — 4 answers these questions by

—
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revealing what happens when supply curve and demand curve for cookies interact.

$3.50 —
3.00 — \ Surplus A
2.50 —
2.00 —
Price 1.50 /
1.00 — Shonﬂﬁ.,.,\)
0.50 —
0 T I T I ] I T ‘ T | T I T ]' T I' T ]' rTr T T r LE T T ]
20 40 60 80 100 120 140
85 |
Quantity

Figure 1-4 The Equilibrium Price For Pretzels

A temporary price above equilibrium, say $ 3 a package of cookies, will create a
surplus because suppliers are ready to produce more than consumers are willing to
buy. A surplus therefore places a downward pressure on prices. A temporary price
below equilibrium, say $1 a package, results in a shortage, because demand is
greater than available supply. Shortages force an upward pressure on prices. If the
price is lowered to $ 1.5 instead, then 85 packages will be demanded and 85 will be
supplied. When demand and supply are equal, as here, an equilibrium state is said to
have been achieved.

As long as the demand and supply remain the same, temporary price increases and
decreases will tend to return to equilibrium, where there is no inclination for prices to
rise or fall. But an equilibrium price may not be reached all at once. There may be pe-
riods of trial and error as the market for a product or service move towards equilibri-

um. Yet, sooner or later, demand and supply will settle into an equilibrium state.

When you become an entrepreneur, you need to make a number of decisions. A-
mong them is the form of organization your business will take. In today’s business
environment, there are three major forms of legal organization: sole proprietorship,

partnership, and corporation.
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In choosing the form, the business owner needs to consider several factors in-
volved in managing the firm, marketing its products, and financing its operations.
Usually, it is recommended that owners consider the following questions before
choosing their form of organization:

* What are the firm’s goals, and what form contributes most to these goals?
* How much control of operations does the owner have?

* What are the costs and procedures of starting a given form of business?

* How easy will it be to raise more capital? To attract qualified employees.

* What is the size of the owner’s liability for the debts and taxes of the firm?
* Would the firm continue if something happened to the owner?

* What are the effects of the tax and regulatory laws of the form?

Owners most often choose the sole proprietorship form. However, it is also true
that, on average, partnerships and corporations are considerably larger and more
profitable than sole proprietorships. Many businesses are started as sole proprietor-
ships but eventually become partnerships or corporations.

Sole Proprietorships®

The most common form of ownership is a sole proprietorship—that is, a business
owned by one individual. In many cases, the sole proprietor also works in the firm.
Of course, the proprietor always has complete responsibility for all operating deci-
sions. The majority of sole proprietorships are found in agriculture, wholesale and re-
tail trade, and services. The rest are found in manufacturing and other industries.

Sole proprietorships have several advantages that foster their widespread use:

* FEase and Low Cost of Formation The sole proprietorship is ‘the easiest of all
businesses to establish. After securing any licenses and permits if they are re-
quired, the owner simply begins operations. It is also the least expensive type of
firm to get going. There are no agreements between parties (as there are for part-
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