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Preface

Since poor management is at the root of most small business failures, and
since approximately half of these failed businesses should never have been
started in the first place because their owners were not adequately prepared to
manage them, this book—unlike others with similar titles—is written pri-
marily from a managerial rather than an entrepreneurial (or how to get
started) perspective. This book is exactly what its title says it is: a book on
basic small business management.

The rationale for this approach is supported further by the fact that not all
managers of small enterprises are entrepreneurs. Although hard data are not
available to support the premise, it is also probably true that the number of
people with some managerial responsibilities in a small business enterprise is
far in excess of the number of entrepreneurial managers. In any case sound
management practice is basic to the survival or economic health of any busi-
ness, owner-managed or not, and so this book takes the larger view.

At the same time, however, the entrepreneurial function is not ignored in
this volume. It is given particular focus in the final two chapters. Chapter 28,
for example, provides a step-by-step procedure for “Starting a Business,” with
appropriate cross-references to the body of the text. Instructors and students
who wish to teach or study small business management from the perspective of
aspiring entrepreneurs can do so, conveniently and without loss of continuity,
by starting with this chapter and following its directions; for all others, the
chapter serves as a review of what has gone before. Chapter 29 similarly em-
phasizes the entrepreneurial function by considering the purchase of an ongo-
ing venture as an alternative route to business ownership, as well as the sale of
a business from the owner’s point of view.

This book was also written from the student’s perspective. Liberal use has
been made of cartoons and other graphics to clarify or emphasize important
concepts and to make the text more enjoyable to read. Further, each chapter
begins with a statement of learning objectives and concludes with a concise
summary and a glossary of key words and phrases, as well as one or more exer-
cises and/or “cases in point” to illustrate real-life problem situations and to
help the student learn by doing.
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As in any large and creative effort, many people have contributed to the
preparation and publication of this volume. Many of them are acknowledged
in the text and footnotes. The contributions of others, however, have not been
similarly acknowledged and I hasten here to express my appreciation to them
also. Deserving of special mention are Maureen Wilson, Prentice-Hall produc-
tion editor, for her precise editing and supervision, which helped to make the
book more readable; Wendell O. Metcalf, retired Chief of Management Assis-
tance in the Small Business Administration, for supplying from his personal
files reproduction copies of selected out-of-print SBA illustrations; Linda
Knowling, for drawing the original art; Kenneth Lawyer, my friend and col-
league, for writing many of the short cases; and Phyllis Irwin and Marguerite
Knoedel, for supervising the typing of the manuscript.
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Part One

THE WORLD
OF SMALL BUSINESS

The first section of this book is an introduction to the big world of
small business. Few students realize how high the probability is that
they will someday become involved, directly or indirectly, with a
small business enterprise and its managemeni—either as (1) owners
of their own businesses, (2) employees of a small business, (3) em-
ployees of a large company, the majority of whose customers and
suppliers are small business firms, or (4) economists, bankers, legis-
lators, lawyers, or accountants, among many others, who are con-
cerned for one reason or another with the problems and opportuni-
ties of small business and the free enterprise system. The three
chapters in this introductory section will help prepare you for these
future relationships or concerns. After reading them you should
have an increased awareness of the nature of “small” business and
of the economic, social, and political environment in which small
businesses function.






Role
in the Economy

CHAPTER ONE This is the “what it’s all about” chapter. It
defines, describes, identifies, and distinguishes the small business.
After reading it you should have a better understanding of the role of
small businesses and the reasons for their existence. In particular, you
will learn that (1) “the economy” is business serving people, providing
food, clothing, shelter, utensils, recreational facilities, and so forth, to
the public; (2) there are many kinds of business—service (such as in-
surance or repairs), merchandising (wholesale and retail stores), and
manufacturing; and (3) most businesses are small—some small only at
their beginnings, others by their natures always small.

For some, the word “business” conjures up an image of gigantic multina-
tional corporations. For others, it’s the family next door who operates the shoe
store or the partners who run the hardware store down the street. The commu-
nity in which you live probably has some big business—the major retailer with
stores across the country or the local plant of one of the world’s largest firms.
But it has vastly more small businesses, and these small businesses are as basic
to the local economy as they are numerous.

WHAT IS A “SMALL” BUSINESS?

Thus far the term “small business” has been used generally and without spe-
cific and careful definition of what “small” is. But what can we use to accu-
rately measure size? Attempts have been made (as, for example, by the Small
Business Administration) to define a small business in terms of (1) employment,
(2) asset value, or (3) dollar sales volume. All have proven unsatisfactory in
some respect. This irresolution stems largely from the diverse character of
varying industries. A firm in one industry may loom large relative to its com-
petitors, yet be small in employment, assets, and sales relative to firms in other
industries; or the reverse may be true. And in some circumstances the firm may
be small on the basis of employment and large in assets and sales, or vice versa.
Additionally, size standards expressed in monetary terms (such as sales and
asset value) need to be raised frequently in times of inflation to reflect changes
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in the value of the dollar. Furthermore, such quantitative definitions of a
small business leave undemonstrated its qualitative distinguishing characteris-
tics.

For these reasons we will cast aside this lack of precision and establish a
definition here by indicating the major attributes of a business which has the
financial and managerial difficulties which we usually associate with small
business.

Characteristically, a small business is one that is (1) actively managed by
its owners, (2) highly personalized, (3) largely local in its area of operations, (4)
of relatively small size within the industry, and (5) largely dependent on inter-
nal sources of capital to finance its growth. There are the characteristics which
give rise to most of its problems and special needs.

A small business is any business in which the owner/manager is able to
recall the first names of his or her employees.

THE PREDOMINANCE OF SMALL BUSINESS

Despite the shortcomings noted above, employment statistics provide the most
complete and reliable measure of the small business population currently
available. In Table 1-1 it is noted that more than one-third of all the manufac-
turing firms in the country employ fewer than five persons, or none at all, and
that close to two-thirds employ fewer than twenty workers. The employment-
size proportions are even greater in merchandising and the service industries.
Of the total number of nonfarm businesses of all kinds, 95 percent employ
fewer than fifty workers each!

It can reasonably be inferred that firms of such small employment size are
independently owned and operated ventures servicing strictly local markets.
Although the giant corporations and mass-production firms loom important in
terms of productivity and capital investment, it is the small business that ac-
tually constitutes the backbone of the nation’s economy.

THE MAKE-UP OF SMALL BUSINESS

It is clear from the data in Table 1-1 that small businesses predominate in all
private sectors of the economy. The relative importance of the small firm,
however, differs considerably from one type of business to another. We shall
consider here only the major areas of business activity—the manufacture of
products; the distribution of products of all kinds (however produced); and
the rendering of services (some of which may involve the use of a product).
Together these industries make up approximately 86 percent of the total
number of business firms employing fewer than fifty workers, distributed as



TABLE 1-1

Percentage Distribution of Business Firms, by Kind of
Business and Employment Size, 1979

FEWER THAN 5 FEWERTHAN 10 FEWERTHAN 20 FEWER THAN 50

INDUSTRY EMPLOYEES*® EMPLOYEES EMPLOYEES EMPLOYEES
Extractive

industries®*®  48.5 63.1 76.9 89.5
Manufacturing 34.0 48.6 64.0 80.2
Wholesale trade 47.5 69.1 85.7 96.1
Retail trade 53.0 74.6 87.9 96.4
Contract

construction 64.4 814 91.6 975
Selected

services®** 62.3 79.1 89.4 96.0

All industries 55.3 74.0 86.4 94.9

* Data adjusted to include business firms with no paid employees, estimated by the Social Se-
curity Administration at 9 percent of the business population.

** Mining and quarrying, forestry and fisheries.

“*# Transportation, communications, and public utilities (such as trucking and warehousing,
and local and interurban passenger transit); finance, insurance, and real estate (such as banks
and other credit agencies, real estate brokers, and insurance carriers and agents); lodging facil-
ities (such as hotels and motels); personal services (such as laundries and dry cleaning plants,
and barber and beauty shops); business services (such as advertising agencies, public account-
ing firms, credit bureaus, and equipment rental); automobile repair and other types of repair
services (including garages and parking lots); amusement and recreational services (such as
motion picture theaters, billiard parlors, and bowling alleys); and miscellaneous other services.
Not included are persons or organizations providing legal services, educational services, medi-
cal and other health services, or other skills not used primarily in business.

SOURCE: County Business Patterns, 1979, part I; U.S. Summary, as reported by the Social Secu-
rity Administration.

follows: retailing, 34 percent; services, 34 percent; wholesaling, 11 percent;
and manufacturing, 7 percent.1

Manufacturing

A businesss is considered a manufacturing enterprise if it is engaged
primarily in receiving materials in one form and, after working on them,
distributes them in an altered form. This would include processors of farm

! Excluded from this discussion are the extractive industries, which account for less than 1
percent of the total number of small businesses, and contract construction. Although contract
construction is an important sector of the small business economy, accounting for close to 13
percent of the total number of firms, this type of economic activity has characteristics of both
manufacturing and the service trades, in varying degrees depending on the type of construc-
tion. The operating problems of building contractors, for example, are more nearly like those
of manufacturers, whereas the service aspect of their work predominates for plumbers, elec-
tricians, and carpenters.
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products, local craftsmen or artisans, bottling plants, and similar enterprises.

It is the growing concentration of power in manufacturing which, in re-
cent years, has led to some concern for the welfare of small business. Although
more than 80 percent of the companies in manufacturing employ fewer
than fifty employees, about 75 percent of the total manufacturing employ-
ment is concentrated in only 3 percent of the companies. Also noteworthy
is the observation that the increase in the number of manufacturing enter-
prises in recent years has not kept pace with the growth in population (nor
with the overall growth in the number of business firms). Between 1969 and
1979, for example, whereas population increased by more than 26 per-
cent, the number of manufacturing firms in operation increased by less than
1 percent. During this same period, manufacturing employment increased
by 14 percent and value added by manufacture in constant dollars (that
is, after allowing for changes in the price level) increased by more than
44 percent.? Thus, in manufacturing, large firms have become relatively
larger.

Despite the growing concentration of power in manufacturing, there is
still much room in which the small firm can maneuver. Big business is most ef-
fective in well-established industries where large markets for low-unit-cost
products exist; where technology and mechanization have been developed to a
high degree of efliciency, but where huge capital investments are required;
and where standardization and simplification (limitation of variety) are desir-
able policies. However, the mass-production system is often dependent on the
small production plant for supplies and components. It is the very existence of
the large manufacturers that provides the smaller manufacturers with many of
their opportunities.

Some observers comment that our large mass-production industries are
essentially assemblers of the products of thousands of small specialized manu-
facturers. Mass-produced goods such as motor vehicles, airplanes, refrigera-
tors, radios and television sets, and stereophonic equipment have from a few
hundred to several thousand component parts, indicating that, on the average,
each large concern buys materials and parts from small firms in hundreds of
different kinds of businesses.

Thus it is the manufacture of producers’ goods (products made for other
manufacturers) wherein most of the opportunities exist for the small, indepen-
dent enterpriser. As big business grows, so does small business.

But opportunities exist also for the small manufacturer in local consumer
markets. Some of the more common examples of local manufacturing are

2 Sources of data: U.S. Bureau of Labor Statistics, Employment and Earnings (number of em-
ployees); U.S. Social Security Administration, County Business Patterns (number of establish-
ments and employment-size classification); U.S. Bureau of Economic Analysis, Survey of Cur-
rent Business (value added); and U.S. Bureau of the Census, Current Population Reports
(population).
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printing shops, bakeries, bottling plants, and processed dairy products. These
are the ubiquitous industries present in every community that provide needed
products for local consumption. As a community grows, so also do the oppor-
tunities for the small local manufacturer.

Merchandising

Merchandisers are middlemen in the channel of distribution who actually
sell products to the final consumers (retailers), or who buy goods for resale to
retailers (wholesalers).

There are more retail stores in the United States than any other kind of
business enterprise; they account for more than 34 percent of the total number
of firms of all kinds, Furthermore, most of them are small; some of them can
even be described as tiny. In Table 1-1 it is noted that more than five out of ten
retail stores have fewer than five paid employees, or none at all, and that 88
percent of them employ fewer than twenty employees. Despite the deep in-
cursions into the market made in recent years by large department stores,
chain stores, and mail-order houses, retailing remains largely the bailiwick of
the small, independent enterpriser.

Small firms also predominate in wholesaling, though to a lesser degree. A
smaller proportion of them employ fewer than twenty persons (86 percent).
However, over 20 percent of the firms employ only one person, and over 69
percent have fewer than ten employees!

As in the manufacturing sector of the economy, growth in wholesale trade
has not kept pace with the growth in population. Opportunities for the small
businessperson in this field are not as great as they once were, owing princi-
pally to the absorption of the wholesaling function by franchising organiza-
tions, manufacturer’s representatives, and large-scale integrated retailers like
chain stores, department stores, and mail-order houses.

Just as the mass-production system is dependent on the small specialized
manufacturing plant, so also is it dependent on the small merchant. Each retail
store handles from a few thousand to well over twenty thousand different
items. These small, independent retailers distribute the products of thousands
of small manufacturers and about six thousand large manufacturers (five hun-
dred employees or more). A conclusion that at least five hundred different
suppliers and several thousand retail dealers serve each large manufacturer
is probably very conservative. In addition, most consumer goods go
through wholesale establishments, the majority of which are small businesses,
and each large producer buys services from numerous small and mostly local
establishments. Obviously, the small merchant plays a major role in gather-
ing together America’s wealth of production and making it available
for use.



