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LETTER FROM THE EDITORS

Welcometothesecond issueof the Entrepreneurial Executive. Asyou know, themission
of the EE isto publish articleswith practical applicationsfor entrepreneursor the practice of
entrepreneurship. I1n keeping with the tradition of excellence which the EE has established,
thearticlesin thisissuewill beof interest to entr epreneursand entrepreneurial scholars, alike.

Throughout Volume 1, and continuing with the present issue, the Editorial Board has
maintained an acceptanceratefor manuscriptsof approximately 25% . Wethink that you will
recognize the high standards which the Board preservesin the contents of thisissue.

We have edited some of the manuscriptsin thisissuedueto spacelimitations. In every
instance, we have attempted to preservetheflavor of thearticle. When wehavefailed in that
attempt, the authors bear no responsibility.

Author sof manuscripts published in the EE retain owner ship and must providetothe
Academy publication permission in which they hold the Academy harmless for any liability
associated with the publication of their manuscripts. Consequently, the authors are solely
responsible for the content of their articles and neither the Academy or the EE take
responsibility for that content.

We invite readersto submit manuscripts for consideration by the EE. We also hope
that you will join us at the National Confer ence of the Academy which isscheduled for April
1 through 4, 1997, in Las Vegas, and the International Conference, which is scheduled for
October 14 through 17,1997, in Maui, Hawaii. For information about the confer ences, check
our WEB page at:

http://www.wcu.edu/cob/faculty/conf.html

JoAnn and Jim Carland
Cullowhee, NC
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BLACK ENTREPRENEURSHIP:
IT HASA PAST AND IT CAN HAVE A FUTURE

Myung-Soo L ee, Baruch College, City University of New York
Edward G. Rogoff, Baruch College, City University of New York
Alvin N. Puryear, Baruch College, City University of New York

ABSTRACT

This study compares two groups that fall on opposite ends of many scales. mainstream,
white business owners in mid-size cities and suburban areas and aspiring Black entrepreneurs
from inner city neighborhoods in New York City. One group consists of established, well-off,
mostly male, business owners with an average of thirteen years experience owning their own
businesses. The other is poor, over 40% unemployed, with little or no business experience. We
wanted to know just how large the gap was between these two groups on their motivations and
goalsfor starting or operating abusiness. Could differencesin motivations be part of thereason
that Blacks lag so badly in entrepreneurial activity? What we found surprised us: with few
exceptions, aspiring Black entrepreneurs have the same motivations and goals as established,
white, business owners.

Of course, this sample may not be representative of Blacks in general. We surveyed
aspiring Black entrepreneurs who were motivated enough to participate in a program designed
to put them in business. Even if this group is only a vanguard, leading the way for others, it
augers well for the future of Black entrepreneurship and private and public policies that can
foster it. As with other racial and ethnic groups, Blacks may use entrepreneurship as their
entrance into the economic mainstream.

INTRODUCTION

By thetime Thelma L ewis(not her real name) showed up at the Baruch College Small
Business L ab, she had been in businessfor six months. Her gift shop with productsaimed at
the Black community was growing, but shewasfacing a cash crunch brought on by collection
problemsfrom vendor stowhom sherented booth spacein her store. Shehad begun tobelieve
that thelease she had negotiated wasonerous. She had not been ableto advertise becausethe
radio station she wanted charged $400 per commercial: ten times more than she expected.
Thelma had never produced a budget, a cash flow projection, or dealt with real estate issues.
At the Small BusinessL ab, shetook classesin planning, computers, and businesslaw, and she
was coached through the process of creating a business plan and dealing with specific issues
that were threatening her gift shop. Thelma was able to renegotiate her lease, make more
financially secure arrangementswith her vendors, and develop a marketing plan that fit her
new budget. Today, Thelma's businessisstill growing and her confidence has returned.

The Entrepreneurial Executive, Volume 1, Number 2, Fall 1996



On theother hand, Richard Lewis (not hisreal name), who wasworking part-time as
asecurity guard, cametothe Small BusinessL ab with avision of buildingareal estateempire.
He said hewasinspired by Donald Trump and hislife styleand deduced that real estate was
a good business. He also thought it would be good for the Black community to have arole
model who was a successful entrepreneur in thereal estate business. Richard wanted to know
what he had to do to makethat happen for him. When told that Trump'sendeavorswerethe
culmination of fifty yearsof real estate venturesbegun by hisfather, and that Donald Trump
had actually flirted with bankruptcy in therecent past, Richard's enthusiasm began to wane.
After taking afew classeson accounting and finance, and having somecounseling sessionswith
aprofessor tofocushiseffortson aspectsof real estatethat wasmorerealistic, Richard stopped
showing up at the Lab.

Asdifferent asthey are, the examples of Thelma and Richard reveal some of theissues
faced by Black entrepreneurs. Lack of training, experience, and resour ces make the task of
initiating a new venture a daunting one. Some react by becoming discour aged even before
they begin; others, like Richard, are simply unrealistic.

It iswidely accepted that entrepreneur ship istheengine of economic growth. Between
1987 and 1992, 90% of new jobs were added by companies with fewer than 500 employees.
Firms with fewer than 20 employees added more jobs during the period between 1985 and
1995 than did firmswith mor ethan 500 employees. Today thereare 13 million soleproprietors
intheU.S. and their rankshave been growing at 3% yearly for morethan twenty years. This
trend haslargely bypassed Blacks. Light and Rosenstein studied ratesof entrepreneur ship as
measur ed by self-employment in 167 metropolitan areasand concluded that Blacksareat the
bottom of the scale. Neither the causes of this phenomenon nor its cures are obvious.

Thisstudy compar estwo gr oups: whitebusinessowner sin mid-sizecitiesand suburban
areasand aspiring Black entrepreneur sfrominner city neighborhoodsin New York City. One
group consists of established, well-off, mostly male, business owners with an average of 13
year s experience in business ownership. The other ispoor, over 40% unemployed, with little
or no business experience. Wewanted to know just how lar gethe gap was between these two
groupson their motivationsand goalsfor starting or operating abusiness. Could differences
in motivations be part of the reason that Blacks lagged so badly in entrepreneurial activity?

HISTORY OF BLACK ENTREPRENEURSHIP

Throughout history, Blackshavebeen subj ected tofactor suniqueamongethnicgroups,
including forced migration and a century of davery. Despitethese negativefactors, therehas
been a long tradition of Black entrepreneurship. An evaluation of the current state of Black
entrepreneur ship begins by looking at this tradition. The history of Black entrepreneurship
isa history of effortsto suppressit. Butler, in hisdetailed review of Black entrepreneurship
published in 1991, shows how prevalent entrepreneur ship was among the 10% of American
Blacks that were free prior to emancipation. For example, an 1838 pamphlet, A Register of
Tradesof Colored Peoplein the City of Philadelphia, listed 656 Blacksrunning businessesin 57
areasincluding banking, car pentry, blacksmithing, hairdressing, and sail making.
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In his 1936 book, The Negro as Capitalist, Abram Harris detailed the development of
mutual-aid societies throughout the 18th and 19th centuries that provided financing and
insurance for Black entrepreneurs. Some of these grew to be quite large. By the 1930s, for
example, the North Carolina Mutual I nsurance Company had an annual revenuein excess of
$25 million and was the largest Black-owned businessin the world (Butler, p.189). In states
that permitted davery, free Blacks were also slaveholders. In 1830, there were 3,777 Black
daveholder s running businesses from farms to manufacturing (Butler p.43).

But thebarriersfaced by Black entrepreneur swerequiteunlikeanything faced by any
other group. In addition to slavery and segregation, Jim Crow laws existed in almost every
davestate prohibiting Blacksfrom locating businesses outside the Black area and from doing
businesswith whites. Whileother ethnic groups, such asthelrish, Asians, and Jews, certainly
suffered discrimination, therewerenolawsexplicitly limiting the mar ketsin which they could
oper ate their businesses.

One of the major responsesto these barriers against Blacks was the reliance on self-
help groups at all levels. The first and largest example of this is churches, many of which
served various economic functions by organizing mutual aid groups, sponsoring insurance
companies, and supporting schools. Du Bois (1967) detailed 107 schoolsthat wer e supported
financially by the Afro-American Baptist Church in 1907. Thelarge paralld system of Black
higher education that developed during the post Civil War period, including the founding of
Tuskegee Institute, Grambling College, Hampton Institute, Fisk University, and Howard
University, isa clear example of the Black community's self-help efforts.

PREVIOUS RESEARCH FINDINGS
Despitethishistory of entrepreneur ship and self-help, rates of entrepreneurshipinthe

Black community lag behind other groups. Resear ch by Light and Rosenstein and othershas
recently begun to explain thisissue and itsorigins.

Education and training. Light and Rosenstein have found that each additional year of formal education
increases an individual's likelihood of becoming an entrepreneur by 0.8%. While this effect is somewhat
lower for Blacksand Hispanics, it isnonethelesslar gely true. Other resear ch, using different methodologies,
has found approximately the same effect.

Discrimination. Blacksand other minoritieshavelongfocused their economic activitiesin certain areas. For
example, Asian-owned businesses have tended to be concentrated in laundries, food stores, and restaur ants.
Historically, Black entrepreneurship has been oriented around food businesses and construction. But, even
after accounting for all the factorsthat correlate with entrepreneur ship among the entire population, such
as education, age, and per centage of the population that is male, Black entrepreneurship is still lower than
should be expected. Thisdiscrepancy isthought to betheresult of discrimination and other cultural factors.

Ethnic and racial cultural factors. Cultural factors are often pointed to as an explanation for the high rates
of entr epreneur ship among Jewsand K or eans, whose entr epr eneur ship ratesar ehigher than their education
levels alone would predict. So too, it is with Blacks, but in the opposite direction: the low rate of Black
entrepreneurship is not fully explained by the overall low education level of Blacks.
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Thisissue of culture, and the valuesthat underlieit, iscritical if Blacksaretojoin the
mainstream economic community through the path of entrepreneurship. To examine this
issue, thisstudy compar esa sampleof aspiring Black entr epreneur swho havebegun programs
at the Small Business L ab, with a sample of business ownersin four eastern and midwestern
cities, none of whom are Black. The question we sought to answer is how, if at all, aspiring
Black entrepreneurs aredifferent from the mainstream, non-minority, business ownersthey
seek to emulate. In fact, the samples wer e chosen because lar ge differ ences wer e expected.

THEORY AND POLICY ISSUES

If members of minority groups have different goals than the entrepreneurial
mainstream, then one can reasonably expect the outcomes of their entrepreneurial effortsto
differ aswell. For example, if minority entrepreneursrate the goal of earning money lower
than members of other groups, then they could be reasonably expected to operate their
businessesin waysthat do not maximizefinancial returns. Their venturesshould attract less
capital, produce fewer jobs, and contribute lessto overall economic activity.

I f member sof aminority group seeentrepreneur ship asattractiveprimarily asameans
of avoiding discrimination at their current jobs, then thetraditional notionsof entrepreneurs
driven to bringthevision of a new product or serviceto market might not apply. Similarly, if
member s of one group did not see entr epreneur ship and business owner ship as attractive for
the control that it givesthe business owner, or the freedom it offersin hisor her personal life,
then thetraditional notions of what motivates entrepreneurswould have to be changed.

From apublic policy per spective, thegoalsof minority entrepreneursareacritical link
intheprocessof minority businessdevelopment. If minority entrepreneur shold different goals
or find business owner ship and entrepreneur ship lessattractive than the mainstream of non-
minority entrepreneursand small businessowners, it might make scant difference how much
training and education wer e offered or how many discrimination barrierswereremoved. The
public policy of supporting minority entrepreneurs with training and education is useless
unless the attractiveness of business owner ship and the goals of minority entrepreneursare
similar enough to the non-minority business owner and entrepreneur.

Aswith the diffusion of any value or behavior, it isimportant for avanguard group to
adopt an attitude, be rewarded for that attitude through reinforcement, such asrecognition
or financial benefit, and then spread that valueto other swithin the specified population. This
paper setsout to test whether the vanguard group of minority entrepreneurs holds similar
attitudes towar ds entrepreneur ship as non-minority entrepreneurs. The importance of this
restswithin thediffuson modd: if thevanguar d gr oup doesnot embracethe samevalues, then
the chances of their being spread to therest of the minority population is greatly reduced.

DESCRIPTION OF THE SAMPLES

Table 1 showsthe characteristics of the samples. Thediffer ences between the samples
aremostly what onewould expect. TheBlack sampleismoreheavily female, 51.9%, compar ed
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toonly 27% femalefor the sample of non-minority business owners. While the mean ages of
the Black and non-minority samples are within one year of each other, at approximately 35
years old, the median age of the Black sample is 32 and the median age of the non-minority
sampleis 40.

Table 1: Demographic Comparison of the Two Samples
Characteristic Non-Minority | Non-Minority | Aspiring Black Aspiring Black
Business Per cent of Entrepreneurs Entrepreneurs
Owners Total (n=82) Per cent of Total
(n=222)
Gender: Male 162 73.0 39 48.1
Female 59 27.0 42 51.9
Age: Under 20 2 0.9 1 1.2
21-30 22 9.9 7 8.6
31-40 87 39.2 30 37.0
41 - 50 72 324 25 30.9
51-60 27 12.2 17 21.0
61 and over 12 54 1 12
Income: Under $30,000 18 8.1 60 77.9
$30,001-$50,000 44 19.8 17 221
$50,001-$70,000 42 18.9 - -
$70,001-$90,000 36 16.2 - -
$90,001-$110,000 29 13.1 - -
$110,001-$130,000 13 5.9 - -
$130,001-$150,000 8 3.6 - -
$150,001-$170,000 5 23 - -
$170,001 and over 22 9.5 - -
Education:
1-8th Grade 3 14 1 12
Some High School 5 2.3 4 49
High School Graduate 47 21.2 11 134
Some College 67 30.2 30 36.6
College Graduate 77 34.7 23 28.0
Graduate Degree

Income, as presented in Table 1, shows a large difference between the samples.
Whereasthe non-minority sample hasalong tail going to the higher income cells, with 9.5%
of the sample earning over $170,000 per year, none of the Black sample earns over $50,000
annually. Themean incomefor the non-minority sampleis$72,000 per year and $31,100 for
the Black sample. Given the fact that 41.4% of the Black sample reported that they are
currently unemployed, it issurprising that the differences are not greater.

On the measur e of education level completed, the samples match quite closely. Of the
non-minority sample, 45% completed college, compared to 44% of the Black sample.
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ANALYSISAND FINDINGS

All participantsin thestudy wereasked toratetwelvegoalson a seven-point scale. The
list of goalswas developed from inter viewsand focusgroupswith businessowners. In general,
the aspiring Black entrepreneurs tended to have a stronger response to the goals. Thisis
probably due to the fact that the aspiring Black entrepreneurs are at that exciting stage of
bringingtheir dreamintoreality. But when thegoalsareranked, and therankingscompared,
a very close smilarity is seen between the business owners and the aspiring Black
entrepreneurs. Thelist of goals and the relevant scores are presented in Table 2.

Table2
Goals of Non-Minority Business Owners Compared to Goals of Aspiring Black Entrepreneurson a Seven-
Point Scale and by Rank
Goal Non-Minority Non-Minority | Aspiring Black | Aspiring Black
Business Business Entrepreneurs | Entrepreneurs
Owners Mean Owners Goal Mean Goal Rank
(Sample=222) Rank (Sample=82)

Utilizing my skills and abilities 5.86 1 6.51 1
Supporting my family 5.53 2 4.96 9
Gaining maximum control over
my life 5.30 3 6.07 3
Building something for my
family 5.25 4 5.62 6
Living how and wherel like 5.18 5 6.00 4
Earning lots of money 5.17 6 5.61 7
Creating a new venture 5.05 7 6.09 2
Gaining respect and recognition 461 8 499 8
Contributing to society 4.45 9 5.89 5
Replacing my current job 3.98 10 3.05 11
Fulfilling others expectations 3.52 11 2.95 12
Accepting the best alternative
available 3.43 12 4.60 10

Seven of the goals were ranked equally or very closely by both groups. “Utilizing my
skillsand abilities” wasranked fir st by both groups. “ Gaining maximum control over my life”
was ranked third in importance by both. Owning a business asa meansof “Living how and
where | like’ was ranked 4th by the Black sample and 5th by the non-minority business
owners. “Earning lots of money” was ranked 6th by the business ownersand 7th by Black
sample, showing that, overall, money was not their main motivation for entrepreneur ship.
“Gaining respect and recognition” wasranked 8th by both groups. Starting a businessas a
means of “ Replacing my current job” wasranked 10th by the non-minority sampleand 11th
by the Black sample. “ Fulfilling others expectations’ was ranked 11th by the non-minority
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sampleand 12th, or last, by the Black sample. Similarly, beginning a business becauseit was
thebest alter native available wasranked near the bottom by both groups. The Black sample
rated it 10th and the non-minority sample ranked it 12th.

Four goals showed significant differences between the groups. “Creating a new
venture” was ranked 2nd by the aspiring Black entrepreneurs, but only 7th by the non-
minority business owners. There are several possible reasons for this. The aspiring
entrepreneur sarecaught up in theexcitement of tryingto create something new, afeeling that
IS, on average, thirteen yearsin the past for the non-minority business owners. Also, about
25% of the business-owners sample have, in fact, inherited their businesses and never
experienced thisasa goal.

Therewasrelatively great diver gence between the sampleson thegoalsof " Supporting
my family" and thesimilar, but longer term goal of " Building something for my family." The
non-minority business owners scored the former 5.53 and ranked it 2nd, while scoring the
latter 5.25and rankingit 4th. Thesampleof aspiring Black entrepreneur sscored " Supporting
my family" 4.96 and ranked it 9th, and scored " Building something for my family” 5.89 and
ranked it 5th.

There are some important differences between the samples relative to family status.
Thenon-minority sampleis 73% men, while the Black sample is48% men. The median age
of the non-minority sampleis 40, whileit is 32 for the Black sample. Also 60% of the non-
minority sampleismarried, compared to 28% of the Black sample. In general, Blacks have
lower marriage rates than whites, although many unmarried Blacks live in otherwise
traditional family units.

To seeif these demographic differences might explain the discrepancies between the
two samplesregarding the goal of “ Supporting my family,” Tables 3 breaks out responsesto
thisgoal based on marital status. Table 3 showsthat by comparing only single respondents,
that the non-minority sample scored " Supporting my family" 4.57 and single membersof the
Black sample scored it 4.90, which representsarank of 8 for the non-minority sample and 9
for the Black sample. The more long term goal of " Building something for my family,"
showed less difference among the full samples, but also showed much greater smilarity when
marital statuswas controlled.

Table3
Rating and Ranking of Goal * Supporting my Family” Based on Marital Status
Group Rank Among 12 Goals Mean Response
Single Non-Minority Business Owners 8 457
Single Aspiring Black Entrepreneurs 9 4.90
Married Non-Minority Business Owners 2 5.74
Married Aspiring Black Entrepreneurs 8 5.00

Married membersof thenon-minority businessowner ssamplescored " Supportingmy
family" a 5.76 and ranked it 2nd overall, while married members of the aspiring Black
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entrepreneur samplescored it 5.00 and ranked it 8th. Married membersof the non-minority
sample scored " Building something for my family” a 5.52 and ranked it 3rd, compared to a
scor e of 5.86 and a ranking of 4th for the Black sample.

The analysis of these two goals by marital status shows a much reduced level of
difference between the samples. In fact, the married respondents only indicated a great
difference on therankingsin responseto the goal of " Supporting my family." Thismight be
explained by at least two possible phenomena. First, it could be due to the number of wage
earners in the families of aspiring Black entrepreneurs compared to the number of wage
earnersin the families of non-minority business owners. As pointed out above, the mean
income of the samplesdiffersby morethan afactor of two. Thenon-minority sample'smean
income is $72,000 per year, while the Black sample's mean income is $31,100 per year.
PerhapstheBlack sample shouseholdshavemor e second or even third breadwinner s, making
family support arelatively lower priority goal for the respondents. Second, there might bea
difference in household size, which was not measured during this study. The non-minority
business owners, being older, may have more children and thus might be weighing family
support as a mor e important personal goal.

The goal of " Contributing to society" was scored 4.45 or Sth by the non-minority
sample and 5.89 or 5th by the Black sample. The differences here remain even when
controlling for age, sex, and marital status. In fact, in every stage of the research process,
including focus group interviews and the survey, thisfactor showed up very strongly among
the Black sample, and very weakly among the non-minority respondents. It isclear that the
aspiring Black entrepreneur sees several important societal rolesfor their entrepreneur ship.
First, they seethemselvesasrole modelsfor their communities, fulfilling that roleasmembers
of thevanguard group in the diffusion model outlined above. Second, they seethemselves as
providing goods and serviceswithin their communitiesthat are currently not offered, or not
offered in sufficient quantity. Assuch, minority communitiesoften represent strong potential
markets. Third, the aspiring Black entrepreneurs see their anticipated success as a way to
keep economic gainswithin their communities. Theserolesmirror the political proteststhat
have accompanied non-minority and Asian business ownership within Black and Hispanic
communities. Thisfinding substantiates Butler's(1991) work outlining the closerelationship
that has existed since the 19th century between Black entrepreneur ship and self-help.

Several alternative explanations were also examined and rejected. The variables of
incomeand gender wereinvestigated to seeif thereweresignificant differenceswithin thetwo
samples caused by thesevariables. Neither wasfound to make a significant difference on any
goal'srankings. Thus, thereis much less difference on the ranking of the twelve goals than
even first appears. Controlling for marital status, to a large degree, brings the two samples
nearly into perfect agreement on both family support goals. Indeed, taking both family
support goals out of the ranking presented in Table 2, and removing the " Contributing to
society” goal, on which thereisa broad difference, producesaranking of ninegoalsthat have
nearly perfect agreement. Therefore, with the exception of " Contributing to society," which
is ranked much higher by the sample of aspiring Black entrepreneurs, the hypothesis is
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confirmed that thereisno differencein goalsand motivation for entering business owner ship
between the two samples.

CONCLUSION

Thethread of Black entrepreneurship, frayed by davery, economic restrictions, and
discrimination, remains. There is a group of Blacks who want to join the economic
mainstream with the same goalsand motivations asthose membersof other groupswho have
preceded them. Like Thelma Lewis and Richard Jones, many Blacks lack the sKkills and
experiencetomakethetransition easily. But resear ch and experience have shown that Blacks,
likeall other groups, significantly increasetheir rateof entrepreneur ship with moreeducation
and training. In thisera of shrinking social programs, it isimportant that those programs
which add this missing ingredient to the entrepreneurial ambitions of Blacks be retained, if
not enhanced. Ultimately, for Blacks, as well as for other ethnic and racial groups,
entrepreneur ship will bea major path to reaping the rewards of American society.
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REASONSWHY SMALL BUSINESSES FAIL:
AND HOW TO AVOID FAILURE

Robert N. Lussier, Springfield College
ABSTRACT

The purpose of this article was to better understand why small businesses fail and how
entrepreneurscan avoidfailure. Another way of looking at thisstudy isto say that theauthor has
saved the entrepreneur the time, cost, and energy of contacting 100 owners of failed small
businesses and asking them why they failed. The article begins with an introduction which is
followed by the commonly believed reasons why businesses succeed and fail. It then presentsthe
survey methods and profile of the 100 entrepreneurs who completed the questionnaire for this
study, which is followed by the identification of the 10 most common reasons why the sampled
entrepreneursfailed (Table 3), and endswith a discussion of practical things entrepreneurs can
do to help avoid failure.

INTRODUCTION

The increase in entrepreneurial activity is a significant trend in the US economy.
Unfortunately, small business owner s often face the reality of failure. Theimportant role of
small business suggests that an under standing of why firmsfail and succeed is crucial to the
stability and health of economy (Gaskill, Van Auken & Manning, 1993). Of major concern
to any would-be entrepreneur isthe chance of success or failure of the proposed business. It
appearscritical for researchersand business owners and managersto better understand the
factors contributing to the failure of small business. Success versus failure resear ch benefits
entrepreneurs, those who assist, train and advise them, those who provide capital for their
ventures, suppliers, and public policy makers (Lussier, 1995a: 1995h).

REASONSWHY BUSINESSES SUCCEED AND FAIL: LITERATURE REVIEW

Therearemany studiesto better under stand businesssuccessver susfailure. However,
as Gaskill, Van Auken and Manning (1993) stated: there are many questions still to be
resolved and war rant additional exploration...previousstudiesdonot provideacomprehensive
or unified explanation for small firm failure.

Thereis no generally accepted list of variables distinguishing business success from
failure. Prior researchers have created discrepancies within the literature by reporting
different variablesascontributingfactor stosuccessor failure. Thetwo most commonly stated
distinguishing variables are capital and management experience. However, in 22 journal
articles only 14 (64%) specifically state that these two variables contribute to success versus
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failure; while 5 (20%) other studies claim they do not, with 3 (14%) not identifying the
variableasa contributing factor. Theliteraturelist of successversusfailurevariablesin this
study was developed by including thefifteen major variables, identified in 22 journal articles
as contributing to success versusfailure. See Table 1 for an explanation of the 15 variables,
and Table 2 for acomparison of the 22 studiesthat support, do not support, or do not mention
each variable.

Table 1: Explanations of Success versus Failure Variables

Capital (capt): Businessesthat start under capitalized have a greater chance of failurethan firmsthat start
with adequate capital.

Record Keeping and Financial Control (rkfc): Businessesthat do not keep updated and accur ate recordsand
do not use adequate financial controls have a greater chance of failure than firmsthat do.
Industry Experience (inex): Businesses managed by peoplewithout prior industry experience have a gr eater

chance of failure than firms managed by people with prior industry experience.

Management Experience (maex): Businesses managed by peoplewithout prior management experience have
a greater chance of failure than firms that are managed by people with prior management
experience.

Planning (plan): Businessesthat do not develop specific businessplanshave a greater chance of failurethan
firmsthat do.

Professional Advisor (prad): Businessesthat do not use professional advisorshaveagreater chance of failure
than firmsusing professional advisors.

Education (educ): Peoplewithout any college education who start a business have a greater chance of failure
than people with one or more years of college education.

Staffing (staff): Businessesthat cannot attract and retain quality employeeshavea greater chance of failure
than firmsthat can.

Product/Service Timing (psti): Businesses that select products/services that are too new or too old have a
greater chance of failure than firmsthat select products/servicesthat arein the growth stage.

Economic Timing (ecti): Businessesthat start during arecession havea greater chance of failurethan firms
that start during expansion periods.

Age (age): Younger peoplewho start a business have a greater chance of failure than older people starting
a business.

Partners (part): A businessstarted by one person hasa greater chance of failurethan afirm started by more
than one person.

Parents (pent): Business ownerswhose parentsdid not own a business have a greater chance of failurethan
owner s whose parents did not own a business.

Minority (mior): Minorities have a greater chance of failure than nonminorities.

Marketing (mrkt): Business owners without marketing skills have a greater chance of failure than owners

with marketing skills.

Asshown in Table 2, there are discrepancies among several studies. Clearly, thereis
no generally accepted set of reasons why businesses fail or succeed. Based on a lack of
agreement on why businessesfail, ther easonsgiven by 100 entr epr eneur smay havesignificant
valuein helping to under stand, explain, predict, and control small businessfailure.
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Table 2: Comparison of Variables Identified in the Literature as Contributing to Business Failure

Senior Author c r i m p p e S p e a p p m | m
a k n a I r d t S c g a e i r
p f e e a a u a t t e r n 0 k
t c X X n d c f i i t t r t
Barsley F - F F F F - - - - - - - - -
Bruno F F - F F - - F F F - - - - F
Cooper 90 F - N N F F N - F F F F - F -
Cooper 91 F - F N - F F - N N N N F F -
Crawford - - F - - F F - - N N - - - -
D&B F F F F - - - - - F - - - - -
Flahvin F F F F - F - F - - - - - - -
Gaskill N F F F F F N - - N - - - - F
Hoad - - F N N F F - - - - - - - -
Kennedy F - - F F - - - - F - - - - -
Lauzen F F - F F - - F - - - - - - -
Lussier 95a N N N N F F F F N N N N F N N
Lussier 95b N N N N N N N F N N N N F N N
McQueen F - F F - - - - - - - - - - F
Reynolds 87 F F - - F - - N F - - - - - N
Reynolds 89 F F - - F - N N F - N F - - -
Sage F - - F - - F - - - - - - - -
Sommers - - - F F - - F - - - - - - -
Thompson N - - F F - - F F - - - - - F
Vesper F F F F N F F - F F - F - - F
Wight F F - F - F - - - - - - - - -
Wood - F F F F - F - - - - - - - -
Total F 4110|1014 21212 7 7 6 5 3 3 3 2 5
Total N 4 2 3 5 3 0 4 2 3 5 3 3 0 2 3
Total -- 4 110 | 9 3 7 |11 |11 13|13 |12 |16 |16 |19 |18 | 14

F supportsthevariable asa contributing factor in business failure
N does not support the variable as a contributing factor in businessfailure
— does not mention variable as a contributing factor in businessfailure

SURVEY METHODOLOGY

Thepopulation from which the samplewasselected for thisstudy waslimited tothe six
New England states (Connecticut, M aine, M assachusetts, New Hampshire, Rhodel sland, and
Vermont). Accordingto Dun & Bradstreet (1995), the population of failed businessincludes
both Chapter 7 (liquidated) and Chapter 11 (restructuring debts to stay in business)
companies. Firmsthat go out of businesswithout lossto creditorsarenot consider ed failures:
they are discontinued businesses.
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Thepopulation of failed businessesincludesboth Chapter 7and Chapter 11 companies.
However, once a business hasliquidated under Chapter 7, itsowner isvery difficult to locate
to answer thequestionnaire. Based on a cost-benefit analysis, the questionnairewasonly sent
to Chapter 11 companies. Chapter 11 firms are early representatives of closed businesses.
Wood (1990) reported that lessthan 5 per cent of Chapter 11 companiessurvivewhereasFlynn
(1989) reported a10to 12 percent survival rate. In previousbusinessfailurestudies, Corman
and Lussier (1991), Lussier and Corman (1995) and Lussier (1995a; 1995b) used a sample of
Chapter 11 firms.

Based on bankruptcy court records, the questionnaire was mailed to the owner/CEO
of each company filing Chapter 11 during the most recent year. There were 100 usable
questionnairesreturned yielding a 38 per cent responserate. Even though the questionnaire
was mailed to Chapter 11 companies, most businesses eventually convert to Chapter 7. The
samplewas made up of 72 Chapter 11 companiesand 28 Chapter 7 companies. Thisresponse
rateishigh, and thesamplesizeislargefor a study that surveysfailed small business (L ussier,
1995a).

FAILED SMALL BUSINESS PROFILE

To ensure that the sample represents the population, a comparison was made of the
sample failure frequency distributions to the failure population by state and industry. The
population figuresinclude Chapter 7 and Chapter 11 failures(Dun & Bradsteet, 1995). Using
the Chi-squaretest, thereisno significant difference (p<.05). I1n other words, businessesin all
six states, and all types of businesses, are represented by about the same percentage in the
sampleasthepopulation of which they represent. Thesamplerepresentation by stateincludes
approximately 20% from Connecticut, 5% from Maine, 44% from M assachusetts, 19% from
New Hampshire, 9% from Rhode Island, and 6% from Vermont. Using Dun & Bradstreet’s
(1995) eight industry classifications, approximately 2% of the failure firmsin this study are
from agriculture, 15% from construction, 18% from finance, insurance, and real estate, 10%
from manufacturing, 22% from retail, 3% from wholesale, 6% from transportation and
communications, and 25% from services.

Based on size, approximately 27% employ 0-5worker s, 25% employ 6-15wor ker s, 20%
employ 16-25worker s, 19% employ 26-50, 7% employ 51-99, and 4% employ 100-300wor kers.
The mean, median, mode and standard deviation are 25, 15, 5, and 38. These results are
consistent with Dun & Bradstreet’s (1995) findingsthat the majority of businessfailuresare
among the businesses employing under 100 people.

The aver age business owner completed 3 1/3 year s of college, had 10 year s of industry
experienceand 9year sof management experience, was 37 year sold, and oper ated thebusiness
for 5% years. Sixty-two were sole proprietorsand eight were minorities.
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REASONSWHY SMALL BUSINESS FAIL

Because the research question is open-ended, results are reported using descriptive
statistics only. Without forced choices, the per centages of respondents repeating the same
reason for failureisrelatively low, compared to traditional multiple choice statistical testing
(Lussier, 1995b). Entrepreneurswereasked to statethemajor reason for failure: most listed
morethan onereason. Therefore, resultsarerecorded using multipleresponses. Duetothe
sample size being exactly 100, the numbersreported represent both the number of business
owner sand the per centage of thesampleresponses. See Table3for asummary of theten most

commonly stated reasonsfor failure.

Table 3: Reasons Small Businesses Fail

Rank Order of Reason Given Per centage Response

32%
30%
23%
8%
8%
6%
5%
3%
3%
3%

Under capitalization and High Fixed Cost
Slow Economic Activity/recession
Creditor Problems

Slow Accounts Receivable

Tax Problems

Lossof aMajor Customer

Poor M anagement

Partners

Overexpansion

Theft

SURVEY RESULTSCOMPARED TO THE LITERATURE

Therearediscrepanciesin theliteratureabout which variablesdoin fact causefailure
(Table 2), and between the literature and the findings of this study. In other words, thereis
novalid and reliablelist of variablesthat explain failure. Of thefifteen variablesidentified in
the literature as contributing factors of success versus failure, only two were strongly
supported by thisstudy: economictiming(30% ) and under capitalization (9% when separ ated
from high fixed costs). Poor management was not strongly supported because only 5 per cent
of entrepreneursidentified it asareason for their failure; however, it is not uncommon for
people to blame external factors for their failure rather than themselves. The relationship
between not planning and failure was only supported by 2 percent of respondents as a cause
of failure. Recordkeeping and financial control were only supported by 1 business owner as
acause of failure. Although partnersand staffing wer e discussed (3% and 2%), they did not
support the literaturereasonsfor failure. Respondents stated that a partner wasthe reason
for failure. Entrepreneurs of failed businesses did not say that they had a problem getting
good employees, they stated that they weretoo slow to layoff employees who were no longer
needed. Industry experience, professional advisors, education, product/service timing, age,
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minority, and marketing skills were not listed as reasons for business failure by any of the
small business owners.

HOW TO AVOID SMALL BUSINESS FAILURES

The study resultsidentify thereasonsfor business failure that imply implementation
strategies for would-be entrepreneursto avoid failurein ten areas:

1 Before starting the business, the entrepreneur s should attain adequate capital and keep fixed costs
low. A ruleof thumb to define adequate, isto get the best estimate available of all costs, then double
it. Asthe business beginsto earn money, the owner should avoid the temptation to increase fixed
costs. Without some extra financing a small business has no margin for the other factorsof failure.

2. During slow economic activity/recession, consider waiting to start the business until the economy
turnsaround, if the product/service is economic sensitive.

3. Starting with adequate capital and developing a closerelationship with creditorscan help eliminate
creditor problems.

4. Following good accounts receivable practices, particularly aging of accounts receivable and
continuous contact, can help to avoid slow accountsreceivable.

5. Good recor dkeeping with the help of agood accountant, and having adequate capital and good cr edit
relations can help overcometax problems.

6. Having a diversified customer base can help eliminate the problemsof the loss of a major customer.

7. Entrepreneurswho lack management experience and skill can work for someone elseto gain these
skills before starting their own business.

8. Partners can be an advantage or disadvantage to the entrepreneur. On the positive side, partners

increase capital and skills, but on the other hand, a bad partner can bethe cause of businessfailure.
This is understandable, but can be counterargued by the many successful entrepreneurs who
recommend havingapartner. Theimplication isto be car eful when selecting a partner and to have
a clear under standing exactly what each partners responsibilities and share of the profits will be.
9. Small businessesshould expand slowly with adequate capital to support growth; especially if business
activity may not be as high as projected. Keeping the fixed costs low can also help.
Good recordkeeping and financial control can help minimize theft.

These same reasons for failure have implications for small business owners and
manger s, those who assist, train and advise entr epreneur s, thosewho provide capital for their
ventures, suppliers, and public policy makers. Those who assist, train and advise
entrepreneur s should makethem awar e of the reasons businessfail and how to avoid failure.
Those who provide capital and supplies to entrepreneurs can be aware of the reasons for
failure. They shouldrealizetheimportanceof providing adequatecapital and supplies. It may
be wise to deal with entrepreneurs with a good chance of success, and to back them
adequately. Public policy makersshould realizetheeffectstheir policieshaveon business, and
to besupportive of small business. For example, the IRS should try to avoid tax changesthat
aregoingto cause problemsand possiblefailurefor small business, and they should work with
entrepreneursto collect taxes rather than force them to liquidate for payment. The Small
Business Administration should continue to provide support to entrepreneursto help them
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avoid failure. In many casesit ismore cost effectiveto help the small businessthan it isto go
through the courtsto liquidate them for tax payments.

Thereisa system relationship between the most frequently stated reasons for failure.
If the entrepreneur startsthe business under capitalized with high fixed costs, and economic
activity slowsdown, it becomesincreasingly difficult to meet high fixed costs. When going to
the bank or other source for credit, and being turned down, many firms are forced out of
business by creditors either voluntarily or nonvoluntarily. Couple this with slow accounts
receivable dueto the economy, tax problems, and theloss of amajor customer makethe odds
of survival low.
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FRANCHISES: SO WHAT'SNOT TO LIKE?

Debra D. Burke, Western Carolina University
ABSTRACT

Franchise problems can be divided into two categories. inducement problems and
relationship problems. Theinducement problem concernsmisrepresentationswhich occur inthe
marketing of the franchise opportunity to the potential investor. Relationship problems occur
after the franchise has been sold to the franchisee and relate to performance failure by the
franchisor. This paper will discuss inducement problems and pitfalls.

INTRODUCTION

Franchise ownership is a popular and prevalent form of conducting business in the
United States. Franchisesystemsfirst appear ed inthe1860s. Product franchisingwasthefir st
form to develop in response to an expanding national market for complex and expensive
manufactured goods. The concept expanded in the 1920s to include business-format
franchising, by which the franchise itself was marketed as a distinct product (Dickie, 1992).
Today, franchises can take the form of distributor ship, chain-style business operations, or
processing-plant arrangements (Clarkson, 1995).

Over one-third of all retail sales consummated in the United States are transacted
through franchised outlets, representing $758 billion in revenue (Hearing 103-9, 1993).
Projections expect that this figure will jump to one-half by the year 2000 (Cutler, 1991).
Franchised operations allow the franchisee accessto many of the efficiencies of big business,
while permitting the owner a substantial degree of independence aswell (Dicke, 1992).

In 1992, the International Franchise Association (IFC) commissioned the Gallup
Organization to prepare a national franchise owner study. The resultsindicated that most
franchiseesconsidered their franchiseto be successful, and suggested that thefranchiseeshad
noregretsconcer ningtheir investment (Hearing 103-9, 1993). Whilecommonly cited statistics
estimate a ninety-five percent success rate for franchises, that statistic is controversial.
Arguably thestatisticdoesnot accur ately definefailurestoincludeenough ter minating events,
such as discontinuance (Hearings 102-82, 1992). Further, whileit is generally accepted that
franchisesfail at alower rate than non-franchised businesses, therisk of franchise failurein
some industriesis higher than for non-franchised establishments (Walker & Cross, 1988).

CASE STUDY: A PUBLICATION FRANCHISE
Diane and Allen had lived in the Houston area for over twenty years. Allen was a

professor of history at a university in Houston, while Diane was a civil engineer at a private
consulting firm for most of thoseyears. 1n 1989, she decided to take advantage of her spousal
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tuition waiver at Allen's institution, resigned her position at the firm, and enrolled in the
university's MBA program. The combination of a business and technical degree was quite
popular in the 1980s, and Diane thought the business background might help her to securea
management position in another consulting firm. Shewastired of the technical drudgery of
her previousjob and wanted to try something different; mor e people-oriented.

When Diane completed her studies, however, there were no positions available. The
economy had taken a downturn which immediately affected construction starts, and
commensur ately, thefield of civil engineering. Shortly after Dianegraduated in 1991, afriend
was brutally murdered in her place of business in the middle of the afternoon. This event
brought hometo Dianeand Allen theincreasein crimeand violencein their community. Since
Diane had not located work after graduation, and the prospectslooked bleak, Allen agreed to
test the market for a teaching job at another university. It wastimeto get out of Dodge.

When Allen wasextended an offer from a small, regional school inthe Southeast, Diane
had to access her options. Since Diane had wanted to move into management in a more
people-oriented position, shedecided to explor efranchiseopportunitieswhich would allow her
to run her own business. The couple attended a franchise expo at the convention center in
Houston. Onein particular caught Dian€'s eye. It was a publication franchise: Television
News& Schedule(TNS). Thebasicconcept involved sales. Theweekly television schedulewas
printed and delivered to business establishments around town free of charge for customers.
Revenue was generated for the franchisee based on the sale of advertisements to area
merchants. The salesrepresentative for TNS, Rhonda, made it sound so easy! So fun! So
profitablel

The cost of the franchise, unlike some, was not astronomical: only $24,500! And, the
franchisor waswilling to finance $7,500 of that amount at really reasonable terms. Theonly
other fee would be royalties based upon sales after the franchise was up and running.
Moreover, the entire oper ation seemed legitimate. Thefranchisor had been in business since
1971. While the extent of the exclusive territory granted in many franchises can be a real
concern, TNSwaswilling to grant Diane and Allen a seven county area in their new location
for immediate operation and future expansion.

Although Rhonda admitted that she was not supposed to give projected ear nings, she
ran the numbers for Diane and Allen, giving them lucrative projected earnings through 28
weeks, after asix to eight week start-up period. Shefurther projected earningsafter thefirst
year to be $1200 net profit weekly, $1450 net weekly after thefirst quarter of the second year,
$1700 net weekly after thefirst half of the second year, etc., based on the addition of ads.

As negotiations moved to conclusion, Rhonda provided Diane and Allen with a
document containing I nformation for Prospective Franchiseesasrequired by theFederal Trade
Commission. The document listed a schedule of production costs, the names of persons
affiliated with the franchisor, the obligations of the franchisor and franchisee respectively,
causes for termination of the franchisee's rights under the agreement, and any pending
litigation or bankruptcy proceeding involving thefranchisor (therewasnone). Thedocument
also contained an audited financial statement for the franchisor. Finally, the document
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contained adisclaimer with respect toany actual, aver age, proj ected or for ecasted sales, pr ofits
or earningsthat may or may not have been furnished by the franchisor's salesper sons.

Diane and Allen decided to purchase the franchise. After moving to their new home,
they attended atraining program in Massachusettsto learn thebusiness. That session wasto
be followed by on-site visits by the franchisor's sales representatives. Upon returning from
M assachusetts, Diane set towor k calling on merchantsin her assigned territory. Hisschedule
permitting, Allen helped, since he had attended the training program offered by INS for
associate publishers. That theresultsof their effortsweredisappointing isan under statement.
Thethreevisitsby thesalesrepresentativeswer eno mor efruitful in obtainingadvertiser sthan
their own efforts had been at that point. In reality, the task they faced defied reason. Here
Diane was, in a new city, knowing no one, trying to sell advertising in a publication which
didn’t exist. Right, and how about a plot of fertile land in the M ojave, while I'm here!

Assuming that the whole oper ation might flow a little smoother if therewasa book in
existence, Diane decided to go to press with the few brave advertisers who had purchased
gpace at a drastically reduced price. Diane was talented as far as the design of the
advertisements and layout of the book was concerned. She pulled together an attractive
publication. However, publishing brought with it a new set of problems.

Oncean associatewent to press, the processhad to becontinued on aweekly basis. The
TNS recommended printer was located in another state. That required correspondence by
overnight courier, and hectic deadlines. All that to do, in addition to trying to sell additional
advertisers, secure distribution locations, and distribute the books.

Being in print did not ease the burden of securing advertisers. In fact, publishing
heralded still another problem: payment. While seeing the book around town made a few
mor eadvertiser seager tocontract for space, they werecertainly lesseager to pay. Unlikesome
businesses which arefaced with nonpayment from customers, Diane did not have the option
of dapping alien against the property of delinquent purchasers. Oncethe ad appear ed, they
had received the benefit of their bargain, a benefit which could not beretracted. Further,in
a recessionary economy, suppliers of tangible goods receive preferred payment; suppliers of
commer cial advertisements are expendable.

In short, long hoursand hard work wereto be expected...but so was payment...and at
the end of thefirst year, so was that $1200 a week net profit. It wasn't in sight. The total
stressof the enter prise began to affect Diane' shealth. TNScor poratewasunresponsiveto her
post-publication problems. They didn't seem concer ned that shewasfinancially unableto pay
her royalties, either. Finally, when shewasasked by amer chant, " What ever happened tothat
other 'gal' who used to publish that 'freebie’ about four yearsago,” she decided to cut bait.

After 14 months of operation, Diane ceased publishing, to the dismay of many loyal
advertiserswho had profited from her efforts. She subsequently secured employment on an
engineering project. When that wasover, shestarted an independent consulting firm. Never,
but never, had she enjoyed engineering, nor appreciated her talent in that field, so much!
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SOME PRACTICAL OBSERVATIONS

Many white collar workers like Diane sought to take advantage of franchising
opportunitiesin the wake of economic downturns (Burke, 1991). Whatever the motivation,
all potential franchisors must be financially prepared, committed to good management,
committed to working long and hard, committed to salesmanship, and committed to
thoroughly investigating the opportunity in which they are interested (Sturgis, 1993). Even
S0, such preparedness and commitment may not translate into success. In retrospect, Diane
and Allen highlight some additional pitfalls aswell.

A Franchisee Should Be Familiar With The Business. It would be valuable for a
potential purchaser of a fast food franchise to be familiar with restaurant management.
However, at aminimum, the franchisee should be familiar with the natur e of the business. In
Dian€'s case, the businesswas, smply put, sales. She had no prior experiencein any type of
sales. While sheroseto the occasion better than many could, she found that she hated sales.
Whilelearning that lesson isinvaluable, it isalesson best learned with someone else'smoney.

A Franchisee Should Be Familiar With The Area. In starting any business, it is
advisable to first be a member of the community. Knowing people in the community is an
asset in conducting business. If Diane had started her franchise in her north Houston
neighborhood, or even in her childhood hometown, her efforts might have been more greatly
rewarded, and at afaster pace. Even with substantial backing by a franchisor, which Diane
did not enjoy, it is challenging to move to a community and begin successful operations,
particularly if that community is small, with its own entrenched network of relationships.

A Franchisee Must Be Cautious And Skeptical. Trust isfor friends, not franchisors.
Franchisorspursuea profit motive. While TNS provided the disclosurerequired by law and
was hardly a fly-by-night operation, several items of interest to franchisees were not
mentioned. Although thefinancial statement disclosed incomegenerated, it did not break that
income down into royalties paid, income from the printer on books printed, or the sale of
franchises. Most likely, the bulk of TNS sincome came from thelatter two sour ces, whilethe
former source of income, most likely was represented in the accounts receivable entry, or
possibly, the uncollectible category, atestimony to thelack of successof thefranchisees. Diane
certainly could never afford to pay the royalties she owed.

THE LEGAL ENVIRONMENT OF FRANCHISING

Do not be mistaken, if potential franchisees do not look after themselves, the law will
not either. Unfortunately, many franchisees have an unrealistic expectation that the law will
protect them from franchisorswho are lessthan candid, and that justice eventually prevails
(Cutler, 1991; Hammond, 1979). That issimply not the case.

Therearethreefederal lawswhich dogrant rightsto franchisees, but these statutesare
not sufficient to address all potential abuses which can occur in the franchiseindustry. The
Automobile Dealer's Franchise Act of 1956 protects car dealerships from a bad faith
termination of the franchise. The Petroleum Marketing Practices Act protects retailers of
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petroleum products from bad faith termination, or failure to renew (Clarkson, 1995). On a
broader scale, TheFederal Trade Commission'sFranchise Rulerequiresdisclosure of certain
information which is material to making an informed decision concer ning the purchase of a
franchise prior to the signing of the franchise agreement (Foster, 1988; Foster, 1989). The
ver acity of the statementscontained in the offering circular, or disclosure document, however,
arenot verified by the FTC (Smith & West, 1986). Although the required disclosure does
eliminatesomeof the evilswhich occurred prior toitsadoption, theFTC FranchiseRuleisnot
sufficiently comprehensive (Hunt & Nevin, 1976).

Further, the Rule, unfortunately, is purely regulatory in nature; it does not grant a
privatecauseof action for aggrieved franchisees. Theremediesprovided by theruleallow the
FTC to investigate, issue cease and desist orders, freeze assets of franchisors who fail to
comply, issue redress judgments, and ultimately seek criminal sanctions for violations of its
orders. Sincetheruletook affect in 1979, the Commission hasbrought 34 casesinvolving over
30,00 injured investors and has obtained judgments of four million dollarsin civil penalties
(Cutler, 1991). However, limited resour cesdictatethat only the most egregious offender swill
merit the attention of the FTC. Many inducement and relationship problems continue
unaddressed. In fact, most abuses occur in the smaller franchise operationswhich sell at less
than $100,000 (Dizak, 1993).

On the state level, fifteen legidatures have passed laws which regulate franchise
offerings, requiredisclosureand registration with the state by the franchisor, and often grant
to franchisees a private cause of action for losses occasioned by the franchisor's failure to
comply (Burke, 1991; Hammond, 1979). Some of thesestatutesprovidegreater protection for
the franchisee than what is provided under federal law. For example, under New York's
Franchise Sales Act, a franchisor must submit a prospectus to the Attorney General's office
for review beforeit can beused in the public offer and sale of the franchise (Mclnerey, 1991).
Moreover, lowa recently passed a comprehensive law primarily aimed at relationship
problems. Thelowa Franchiselnvestment Act grantsfranchiseeslegal remedieswith respect
tounfair practicesconcer ning thefranchise' stransfer, ter mination, and nonrenewal, and also
protectsfranchiseesfrom potential encroachment by thefranchisor'ssubsequent sales (Oleck,
1992). Nevertheless, the overwhelming majority of states have not passed legisation to
complement and augment the Rule of the Federal Trade Commission.

On theother hand, all states have passed Deceptive Trade Practices Acts. Theseacts,
sometimesreferred to aslittle FTC Acts prohibit deceptive actsor practicesin the conduct of
trade or commerce (Leaffer & Lipson, 1980; Lovett, 1971). They primarily exist to protect
consumers from unfair trade practices;, as such, they may or may not be applicable to
franchisees. That issue will depend on the definition of consumer as provided by the statute
or asinterpreted by the court. Massachusetts is the only state which specifically provides
business plaintiffs with a cause of action under its statute (Pirozzolo, 1977). Bringing suit
under these acts is attractive to litigants because most not only allow treble damages, but
attorneys feesaswell (Wax, 1985). If applicable, thislegisation should embrace inducement
problemswhich encompass deceptive, though possibly not fraudulent, practicesin procuring
the franchise contract.
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Without statutory groundsfor relief, afranchiseeisleft only with common law grounds
for recovery. Common law fraud isa potential remedy for inducement problems. However,
fraud isdifficult to establish because it requires some degree of scienter or proof of an intent
todefraud (Garner, 1993). For relationship problems, breach of contract isa possibleavenue
of redress; however, often the contract isso one-sided, the franchisee can suffer losseswithout
thefranchisor breachingtheactual termsof the agreement. Unlessthe agreement risestothe
level of being unconscionable, thereisno grounds for relief. Further, with respect to bogus
potential earning claims, even if there is no disclaimer in the circular provided by the
franchisor, astherewasin Dian€'s case, common law contract law will not allow that evidence
to be admitted except in limited circumstances. The Parole Evidence Rule prohibits the
introduction into evidence of theparties prior negotiations, agreements, or contempor aneous
oral statements that contradicts or varies the terms of the agreement (Clarkson, 1995).
Although fraudulent misrepresentations introduced to establish a defense to the contract
represent an exception, again, thefranchisee must be ableto makethat presumptive showing.

Even if afranchiseecould establish a statutory or common law cause of action, most of
thetimethat courseof conduct isnot worth itsburden. 1f an unsuccessful franchisee owesthe
franchisor uncollected royalties or a part of the initial franchise fee, a counterclaim can be
expected. Further, most lawyers are reluctant to take such cases on a contingency fee basis
because of the uncertainty of recovery and the up-front costs of discovery. Alternatively, if a
statute providesfor therecovery of attorneys fees, the attor ney, of course, must win the case
in order torecover. Thus, only an obviously meritoriouscasewould beconsidered. |f enough
similarly situated franchisees ar e affected, class action suitsin which therewardsfor counsel
increase exponentially, represent an additional opportunity for recovery. Indeed, there has
recently been anincreasein such suitsagainst franchisors(Hearings 102-82, 1992). Finally the
last option availableto aggrieved franchiseesunder thelaw istheleast attractive: writeit off.
Tax laws allow lost investments to offset income for tax purposes. But that istherub...there
has to be incometo offset. In Dian€'s case, her subsequent income along with that of Allen
could beused. Unfortunately, for franchiseeswho have sunk their savingsinto their business
and who have nothing substantial to fall back on, this option isunavailable.

SUGGESTIONS FOR REFORM

There are several legidative initiatives which should be considered by congress and
state legislatur es which would at least address some of the inducement problems associated
with the sale of a franchise. Many of these suggested measur es have been explored in part in
hearings which have been held before the House Committee on Small Business.

RequireHistorical DataToBelncluded I n TheDisclosure Statement. Franchiseesshould
be provided with information concerning the earnings of past franchise owners over the
previousfiveyear period. Currently only fifteen per cent of themember sof thel FA makesuch
information available(Hearings102-82,1992). Thesubstantiated operating history of all units
is essential information for an informed purchase decision and should be required by law
(Kezios, 1991). The accurate failure rate of franchises should be duly noted aswell. While
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current disclosurerequiresthefinancial health of thefranchisor to berevealed, that condition
may not be probative for speculating on the health of the franchisees.

Prohibit The Use Of Profit Projections By Franchisor. Thispracticeisprevalent inthe
franchise industry and manifestly abusive (Dizak, 1993). Thelaw should either prohibit the
practice, or alternatively, require theinformation to beincluded in the disclosur e statement
so that gross over statements can be verified and admitted into evidentiary proceedings for
administrative or private legal action.

Require The Release Of The Names And Addresses Of All Past And Current Franchise
Owners. Presently it isa common practice for franchisorsto churn their markets: that is, to
sell failed franchise territories over and over again (Hearings 102-82, 1992; Cutler, 1991).
Requiring historical operating data should reveal this practice; however, for simplicity, the
information should be mandated as a separaterequirement aswell. Such information would
at least giveprospectivefranchiseesastaring point for alegitimateinvestigation of thereasons,
presumed or real, for the success or failure of other franchisees.

Simplify TheLanguageof Disclosure StatementsAnd Require A MoreDetailed Financial
Statement. Surveys indicate that most potential franchisees cannot comprehend even the
minimal disclosure statement currently required by law (Dizak, 1993). The form should be
smplified, whileat thesametimethefinancialsshould besimplified and clarified by providing
more detail. While a few accountants and lawyers do purchase franchises, the disclosure
document, nonetheless, should bewritten for the aver age lay per son, and not requirethat the
purchaser be able to read between the lines and inter polate the infor mation.

CONCLUSION

Until such reforms are implemented, skepticism, caution, and vigilance are a
franchisee's best weapons against inducement problems. Just because a franchiseislisted in
a guide to franchising opportunities does not mean that the operation is somehow endor sed.
TNSwaslisted in such a publication (Bond & Bond, 1994). Nevertheless, several key facts
wereeither misrepresented or concealed from Dianeand Allen: 1) thefailurerate, 2) theprofit
projections, 3) the existence of a previous associate publisher in the area they purchased, 4)
the kickback the franchisor received from the printer, and 5) thelack of continuing support
from the franchisor.

Even if reformsarepassed it isunlikely that gover nment resour ceswill be sufficient to
police all abuses in the industry (Cutler, 1991). Therefore, a potential purchaser should
thoroughly investigate the franchisor, and locating as many past and current ownersis an
excellent placeto start. Unlessan investor can look at herself in themirror and say, " It'sonly
money" , and MEAN it, it isnot safeto rely on the law to make amends.
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BANKING SERVICESFOR SMALL BUSINESSES:
A STUDY OF ENTREPRENEURS
NEEDS AND EXPECTATIONS

Masoud Hemmasi, |llinois State Univer sity
Lee A. Graf, Illinois State University
Michael W. Winchéll, lllinois State Univer sity

ABSTRACT

This article reports the results of a study aimed at identifying the types of financial and
banking products/services that small businesses need and value the most. The study also
examines aspects of quality and manners of service delivery that small business establishments
consider as important and expect to be provided by their banks. Finally, it compares small
businessowners/managers viewsregardingoverall quality of servicesof community/local banks
vis-a-visthat of their non-local counterparts.

INTRODUCTION

The relationship between banks and small businesses has always been one of mutual
dependence. Small businessesareavery important customer group for banks. Small business
borrowers, according to one estimate, account for one quarter of total bank credit provided
to non-financial businesses and represent 80-90% of the business customers serviced by
account manager s(Hatch and Wynant, 1991). Most commer cial banksconsider any business
with sales of up to $10 million as small (Nixon, 1994). Using this definition, some 20 million
small businesses are served by 14,000 banksin the United States (Nixon, 1994; Posner, 1992).

While large cor porations have access to a variety of capitalization alter natives, bank
loans are often the small business owner's only option. Some estimates suggest that
commer cial banks provide about one-third of the total capital for small businesses (Gillette,
1982). Further more, whilelar ge companieshave expertsand departmentsproviding input to
their financial decisions, small business owner soften haveno onetoturn tofor advicebut the
bank. They need consider ableguidanceand hand holding. Assuch, thetypical small business
bankingrelationship involvesmorethan just the exchange of money for anote. Banksusually
provide small businesses with an array of servicesincluding advice about capital needs and
uses, and information regarding industry performance and outlook.

Given the inter dependence between banks and small businesses, and the importance
that small businesses have to both local and national economiesin terms of job creation and
economic development stimulation, it isimperativefor banksto better under stand the nature
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of financial and banking needs and priorities of this segment of their market. It isin pursuit
of this objective that the present study was designed.

Specifically, the purpose of this paper isto report the results of a study designed: (a)
to assess and identify the types of financial and banking products/services (e.g., depository
services, mer chant accounts, loan products, etc.) that small businessesneed and valuethemost,
and (b) to identify the aspects of quality and manner of service delivery (e.g., personal
attention, knowledge of business, timely response, etc.) that small businesses consider as
important and expect to be afforded by their banks. The study also will compare small
businessowners/manager s per ceptionsregar dingtheoverall quality of bank servicesrelative
to locally owned and managed banks ver sus non-local financial institutions.

METHODOLOGY

Data for this study were obtained from small businesses located in a Midwestern
community of approximately 100,000 residents. Dun and Bradstreet's directory of local
businesses, indicating the name, addr ess, and size of each business, was used asthe sampling
frame. Data were collected through a questionnaire survey addressed to the owner and/or
president of each of nearly 500 small business establishments. Approximately 85 completed
and useable questionnaires were returned. Of these, approximately 85% had 50 or fewer
employees, and 80% had $5 million or lessin annual salesrevenues. Also, of theparticipating
small firms, 49% work only with one financial institution, 27% with two, and the remainder
with three or more. Finally, nearly 56% of these business establishments char acterized their
banks aslocally owned and oper ated.

The survey instrument, among other things, asked respondents to, first, rate on six
point scales the importance (1 = not at all important, 6 = extremely important) that they
attached to each of 35 business-related banking services and products usually offered by
financial institutions. Next, they were asked to rate, on similar scales, how much importance
they would attach to each of 32 factors/characteristicsin selecting the bank that would meet
their business needs. These factors represented different aspects of quality and manner of
servicedeivery by banksand financial institutions. Finally, they wereasked torateon aseven
point scale (1 = Excellent, 7 = Very Poor) the overall quality of services they have been
receiving from their primary financial institution, and whether or not that institution was
locally owned and managed.

For each of the two categories of items, mean item ratings wer e calculated and rank
ordered todeter minethemost/least impor tant business-r elated products/ser vicesaswell asthe
most/least important aspectsof serviceddivery and servicequality. Inaddition, usinganalysis
of variance, the overall service quality of local financial institutions were compared to those
of their non-local counter parts.

The Entrepreneurial Executive, Volume 1, Number 2, Fall 1996



29

RESULTS AND CONCLUSIONS

Table 1 presents the mean performance ratings of various banking products/services
as judged by the participating small business ownersmanagers. According to the table,
depository services, drivethrough banking, commercial loans, line of credit, lending services,
and tax deposit accounts top the list of banking and financial product/service needs of the
small business community as a whole. Further, closely behind and of relatively secondary
importance to small firms are such banking products as working capital loans, overdraft
protection services, equipment loans, cash and coin services, mer chant accounts (credit card
services), mortgage loans and other loan products, phone banking services, and letters of
credit. It isintriguing that SBA loans were not viewed to be nearly as important as other
services and products mentioned earlier. Finally, servicesrelated to international banking,
discount brokering, payroll processing, businesscounseling, aswell asener gy loansand courier
services appear at the bottom of thelist of small firms banking prioritiesand do not seem to
command much importanceto the typical small business establishment.

TABLE 1
RELATIVE IMPORTANCE OF VARIOUS BANKING PRODUCTS/SERVICESTO SMALL BUSINESSES
Banking Products/Services Mean | mportance Ratings*
1. | Depository Services 4.78
2. | Drive Through Banking Services 451
3. | Commercial Loans 4.43
4. | Lineof Credit 4.40
5. | Lending Services 4.38
6. | Tax Deposit Account Services 4.08
7. | Working Capital Loans 3.86
8. | Overdraft Protection Services 3.78
9. | Equipment Loans 3.74
10. | Cash and Coin Services 3.69
11. | Merchant Accounts(e.g., Visa, MasterCard) 3.62
12. | Mortgage L oans 3.62
13. | Loan Products 3.58
14. | Phone Banking (Accessto Account Info. via Telephone) 3.53
15. | Lettersof Credit 3.38
16. | Cashier Checks 2.83
17. | WireTransfer Services 2.72
18. | Safety Deposit Boxes 2.68
19. | SBA (Small Business Administration) Loans 2.66
20. | Travelers Checks 2.62
21. | Investment Services(e.g., Money Market Accounts) 245
22. | Trust Services 243
23. | Automatic Clearing House (Automatic Billing Services) 2.26
24. | Payroll Services 2.23
25. | Electronic Banking Services (e.g., ATM Machines) 2.20
26. | Collection Services 2.13
27. | Leasing Services (e.g., Auto Leasing) 2.09
28. | Individual Retirement Accounts (IRAS) 2.07
29. | Pension and Retirement Planning Services 2.02
30. | Counseling Services 1.99
31. | Energy Loans 1.84
32. | Payroll Processing Services 1.82
33. | Discount Brokerage Services 172
34. | Courier Services 1.65
35. | International Banking Services 1.62
* 1=Not At All Important, 6 = Extremely | mportant
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It isreasonable to expect that not all types of small businesses would have the same
banking and financial needs. Assuch, the data was broken down based on business typeto
add more insight into the study's findings. As a result of that analysis, some interesting
similarities and differences among businesses in different industries emerged. For example,
cash and coin services, depository services, and commercial loanstopped thelist of retailers
banking needs, whiledrivethrough, depository, and phone banking servicesmade up thelist
for construction companies and medical/dental offices. Manufacturing businesses and
wholesale/distribution operationsboth identified lineof credit, lending ser vices, and depository
services astheir top priority items among available banking services.

Theimportance of various serviceattributesthat constitute quality relativeto banking
services is presented in Table 2. First, except for bank size and assistance with financial
projections, all other salient banking serviceattributeslisted in thesurvey werejudged by the
small businesses participating in thisresearch to be of fairly high importance. Second, of the
32itemslisted on thesurvey, 10itemsgener ated mean importanceratingsof higher than 5 (on
6-point scales). Also, the study participants placed the greatest premium on the assur ance of
confidentiality of their business and financial information. Along with confidentiality, the
bank'sability/willingnessto resolveerrorsand problemsquickly and accur ately, to show trust
and confidencein both the business and the business per son, and to have competitive service
charges make up the top five factorsreflecting quality attributes of greatest value to banks
small business clients. Other factors of relatively high significance to this segment of the
banking market include the format and clarity of bank statements, showing genuineinterest
in the customer and making a conscious effort to keep his’her business, interacting with the
customer at a personal level and treating them with courtesy, being areliable sour ce of credit,
and having competitive loan rates and terms.

It isreasonableto expect that the differencesin quality of servicerequirementsamong
various types of businesses would be minimal and not nearly as pronounced as was the case
regarding product/service needs. When the data was stratified based on industry type, the
resultsdid in fact support thisexpectation. Small businessesoperating in different industries,
with few exceptions identified virtually the same banking service attributes asthe ones they
would consider most important to them when selecting a bank to do business with.
Specifically, confidentiality of client information topped the list for all businesses with the
exception of manufacturing firms. Thelatter group rated " being areliable sour ce of credit”
asthemost important factor to them; confidentiality did not appear even in their top-fivelist.
Also, having competitive service chargeswasincluded in the top-fivelist of all firmswith the
exception of construction companies. Further, while medical/dental offices were the only
businesses that identified " consistency in credit decisions' as one of the five most important
serviceattributestothem, " competitiveloan ratesand terms’ wastheitem that wasincluded
only in thetop-five list for wholesale/distribution companies.

Finally, a comparison of the overall quality of service between community banksand
non-community banks, as perceived by their respective small business clients, showed a
statistically significant difference (F = 3.15, p < 0.10). That is, compared to the small business
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clientsof thenon-community banks, small businesswhich banked with local institutionsrated
the overall quality of their banking services significantly more favorably.

TABLE 2
RELATIVE IMPORTANCE OF QUALITY DIMENSIONS OF BANKING SERVICESTO SMALL BUSINESSES
Banking Products/Services M ean Importance Ratings*
1. | Keeping Client Information Confidential 5.64
2. | Resolving Errorsand Problems Quickly and Accurately 5.52
3. | Showing Confidencein the Client's Business 5.41
4. | Having Competitive Services Charges 5.33
5. | Showing Trust in the Client 5.29
6. | Bank StatementsBeing Clear and Under standable 5.27
7. | Trying Hard to Keep the Client's Business 5.24
8. | Having Personable and Courteous Employees 5.22
9. | Being a Reliable Source of Credit 5.14
10. | Having Competitive Loan Ratesand Terms 5.05
11. | Give Client Opportunity to Work with Same Bank Official 4.96
12. | Having Convenient Operating Hours 4.95
13. | Having a Strong Banking Reputation 4.89
14. | Taking Timeto Understand Clients Financial Needs 4.88
15. | Being a Competitive Business L ender 4.82
16. | Proximity and Convenience of Bank L ocation 4.81
17. | Showing Interest in the Client's Success 4.81
18. | Showing Consistency in Credit Decisions 4.73
19. | Making Effortsto Improve Banking Services 4.71
20. | Quick Response Time on Loan Applications 4.65
21. | Ease of Accessto Loan Officers 4.65
22. ]| Present Innovative Solutionsto One's Financial Needs 4.65
23. | Bank's Understanding of the Local Alternatives 453
24. | Knowing and Explaining Loan Alternatives 4.49
25. | Offering a Wide Variety of Financial Services 4.36
26. | Help with Paperwork, Explain What is Needed and Why 431
27. | Providing Sound Business Advice 4.30
28. | Showing Flexibility in Collateral Requirements 4.29
29. | Bank'sInterest and Presencein the Community 4.26
30. | TheBank Being Locally Owned and M anaged 4.02
31. | Providing Assistance with Financial Projections 3.76
32. ]| Bank Size 3.25
* 1= Not At All Important, 6 = Extremely Important

The results of this study will help banks better understand the true banking and
financial needs of entrepreneursand small firms. Thisshould assist them to mor e effectively
serve and meet the needs and concerns of this important segment of their banking market.
Further, the study results provide financial institutions with the ammunition they need to
better assesstheir own strategic strengths and weaknesses, identify positioning gapsin their
commer cial markets, and seek and securea stronger competitive position vis-a-vistheir rivals
in those markets. Finally, theresultsindicatethat while small firmsdefine quality of banking
servicesin moreor lesssimilar terms, their product/service needsarediver gent and tend to be
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a function of the structural and idiosyncratic differencesin their industries/operations. The
related information provided in thisstudy could go along way in helping banksand financial
institutionsto not only do amor e effective job of segmenting their small business market, but
also mor e effectively differentiate and promotetheir products/servicesto their small business
clients.
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ENTREPRENEURIAL TAX OPPORTUNITIES
THROUGH HISTORIC PRESERVATION
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ABSTRACT

What do you do with an 1893 warehouse that is dysfunctional in 1993? Therailroad no
longer runs by it and the warehouse has stood in disrepair for decades. Because tax laws allow
certain advantages for historic properties restored and converted for commercial use,
entrepreneurs seeking tax credit and distinctive office space can take advantage of the provisions
of the tax laws. This article presents the details of how a Midland Railroad warehouse was
converted to office condominiums, one of which was purchased by a partner in the devel opment
for his upscaleadvertising agency. Theconversion yielded tax advantagesand hasal so positively
affected the image of the agency. The article should be useful to other entrepreneurswho wish
to claim similar advantages through restored historic properties.

BASSET& BECKER ADVERTISING

Jack Basset began his own advertising agency in 1975, and hisbusiness grew steadily
duringthefollowingyears. A decadelater, Jack formed a partnership with Bill Becker. Their
agency'sgoal wasto bethe premier advertising agency in Columbus, Georgia. Their billings
now exceed $2 million annually. Clientsinclude the Columbus Regional Healthcare System,
the Columbus area McDonald's restaurants, the banking firms, CB& T and Synovus; the
growing information systemscompany, Total SystemsServices(TSY S); and theagency'sfirst
client, Columbus Country's Bar becue.

Theagency hasseven associates. Thetwo partnershandlemost of theaccount contacts
and planningin additionto graphicswork, writing,and communicationswork. They supervise
the subcontract work such asvideo production and contract talent. The Art Director focuses
on graphicdesign, printing, and negotiating subcontract work. She also supervisestwo other
art associates. Thetraffic person manages media placement, 80% of which is computerized.
Finally, the agency employs a bookkeeper.

Basset& Becker subscribetoamonthly softwar eservicesothat they can buy mediatime
better than any competitor. According to Jack Basset, they had to buy this plan to keep the
ColumbusMcDonald'sbusiness. M cDonald'sreduced the number of itsadvertising agencies
from 240 to 27 nationwide. Basset& Becker wasretained. While Basset believes their use of
information technology to be average on the national advertising scene, it isaboveaveragefor
theregion. " Wearedoing the same thingswith computersthat medium sizeagencieshilling $30
to 50 million annually are doing."
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Basset& Becker had handled the account for a major historic restoration project in
Columbus: 1 Arsenal Place. This building had been restored and space was leased.
Basset& Becker promoted thisdevelopment, " back then we couldn't afford something likethat.
We had to grow somemore." When the agency became a par tner ship and continued to grow,
it began to look for distinctive yet affordable space. Rozier Dedwyider, then with Uptown
Columbus, helped them look for deals. According to Mr. Basset, " Rozier is responsible for
mor e buildings being saved than anyone elsein Columbus.” First they looked at housesin the
historicdistrict then an old bakery building and afirestation which still had itsold terracotta
roof. They looked at the old Midland Railroad warehousein 1991.

PROPERTY PRIOR TO RESTORATION

TheMidland Railr oad war ehousewason thedemolition list prior torestoration. It had
been condemned because storm damage had caused the structural integrity of the building to
be questioned. The Bradley Company, which had been instrumental in restoring many
historic propertiesin Columbus, had lost interest in the building when the downtown office
market softened. The old warehouse had 16,000 squar e feet of space, with no interior walls.
Old brick wallsand heart-of-pinetrussessupported thestructure. War ehousedoor swhich slid
back and forth on rollersto open and close war ehouse baysremained in place. Thedirt floor
had been covered with cement. Therewas no plumbing and no electricity.

Standingin themiddleof atrain yard, the building isexposed to strong light and heat
from both theeast and west. It islocated in downtown Columbusadjacent to awell-preserved
older textilesplant and a beautifully restored train depot, used by Total SystemsServices, Inc.,
for executive offices. The old warehouse is within minutes of the historic district and
Chattahoochee River front, where other industrial properties had already been restored for
commer cial use. Extensiveriver front development isplanned. Basset& Becker thought it was
perfect.

TAX LAW REVIEW

As an incentive for modernizing and rehabilitation of existing buildings, Congress
enacted the Revenue Act of 1978, which was modified by The Revenue Act of 1986 (Arnold,
1987). Themajor benefit of thisact isto provideatax credit of 10% of rehabilitation costsfor
buildings put into service before 1936, and a 20% tax credit for buildings that are certified
historic structuresregardless of age.

Substantial rehabilitation of thebuildingisrequired in order to qualify for tax credit.
Eligible buildings include factories, warehouses, both wholesale and retail stores, office
buildings, and similar type buildings. The use after rehabilitation, not the prior use,
determines eligibility. Rehabilitation expenditures that qualify are interior or exterior
restoration or renovations that materially extend the useful life or significantly upgrade its
usefulness. The expenditures must be capitalized rather than expensed. Expansion or
enlargement of the building is not a qualifying expense.
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There are certain requirementsregarding demolition and destruction of exterior and
interior walls. Theserequirementsare designed to maintain structural integrity of buildings
ontheCertified Historic Structures(CHS). Thecertification proceduresfor CHSdesignation
satisfy the samerequirements. Depreciation of therehabilitation costs may be combined with
the depreciation of the rehabilitated structure, providing the taxpayer electsto use straight-
line depreciation for both. Straight-lineisthe only alternative now, but property put into
service prior to 1986 could use acceler ated depreciation.

Passiveincomeand lossquestionsareaddressed by theact. Theinvestor may takethe
tax credit equivalent of a $25,000 deduction even if he does not actively participate in the
management of the project. Theavailability of thetax credit beginsphase out at an Adjusted
GrossIncome (AGI) of $200,000 and isterminated at an AGI of $250,000.

IMPLEMENTATION

Basset& Becker Advertisng was growing and needed to move to larger and more
impressiveofficespace. Theylooked at housesin thehistoricdistrict and many older buildings
in town before becoming interested in the old railroad warehouse. Working with Rozier
Dedwyider from Uptown Columbus, the partners in Basset& Becker formed a limited
partnership with the Bradley Company's Real Estate Development division. The partners
acted as a general partner and the Bradley Company as a limited partner in 6th Avenue
Freight Office Partners. 6th Avenue formed to develop office condominiums from the old
Midland Railroad warehouse. At present, there are two condominium occupants. the
advertising agency with 3,610 square feet and Total Systems Services Human Resour ces
function, which signed a three year lease for approximately 13,000 squar e feet.

Theold concretefloor wastorn out. Electricity and plumbing wereinstalled asisdone
for atypical dab construction. Interior wallsextending 8feet wer eadded, leavingtheheart-of-
pine ceiling trusses exposed. Electricity and plumbing wererun in pipes placed inside these
interior walls. The partners had to continue to demonstrate that they were following the
guidelinesfor rehabilitating historicbuildings(Murtaghm, 1988). They had originally planned
to install windowsin every war ehouse bay, but the Department of Natural Resources (DNR)
believed that these windowswould violatethe historicintegrity of the old railr oad war ehouse,
astructurelisted on theNational Register of Historic Places. They compromised with windows
installed on every other bay. The original warehouse doors for these bays were removed,
restored, and rehung.

Because of the lack of surroundingtreesin theold rail yard, the partners had wanted
tousetinted glasstoreduceheat and glare, but the DNR contact also believed that tinted glass
would violate historical integrity. Bronze aluminum around windows and doors had to be
painted dark green. From the standpoint of the exterior as a containing envelope for the
building, therestored building looks asit did in 1893 with the exception of theroof, which is
only partially visible from a nearby viaduct.

Theroof wasatar and gravel roof. It wasreplaced with slab foam insulation on top
thewood roofing and then another built up roof added. They consider ed using seamed metal
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roofing, but since the angle of the roof isfairly flat and the roof isnot visible, they used less
expensive roofing shingles.

Throughout the planning and implementation process Rozier Dedwyider of Uptown
Columbusstayed in contact with the DNR to be surethat they would be ableto qualify for the
tax credit, that no construction violated the extensive guidelines for rehabilitating historic
properties. Mr. Dedwilder was experienced in dealing with the DNR. Many details had to
behandled befor econstruction, but onceconstruction began, theagency occupied therestor ed
space within two months. Some work still remained to be done, but the work space was
functional.

Beaded board siding, chair rail, old-stylemolding ar ound doorways, stained glass, and
antique furnishings all work to create a nice, clean, airy interior while emphasizing the
distinctive character of the property. Theinterior warehouse structure remains fully visible
with the8foot interior walls. Heating and air ducts, painted a charcoal color, arevisible but
unobtrusive. Old brick and heart-of-pinetrussesand wood ceilingdominate. Theeffect isthat
of a stage set. Old brick isvisible on all sides of the work space interior. Against that old
brick, a sky-blue patter ned wall paper isused with white chair rail and molding. The beaded
board sidingispainted palegrey. Bayswhich wer e converted to windowshavea coor dinating
wall paper. Wooden blinds are used with the windows. The conference room, featuring an
old oak table and an enlarged photograph of the warehouse in horse and buggy days, is a
comfortable and welcoming meeting room. Theagency wasunableto find an old photograph
of the warehouse, so their graphic artists merged an old photograph of warehousetrafficin
the 1890s with a photograph of the restored building, reproduced it in brown tints, and had
it enlarged to portrait size. Thefinished portrait bearsall the marks of historic authenticity.
The portrait, hung in the meeting room, adds interest and emphasizes the building's long
history aswell as new use.

In the center of the office condominium, which featur es seven different work areas, is
a kitchen complete with bar stools. Most of the agency's associates eat lunch together there
daily. " It'sagood timeto catch up with each other," sayspartner Jack Basset. Theagency has
an informal work atmosphere. " We play asmuch aswework here," Mr. Basset said jokingly.
"We may get anxious but we never get up tight." 1n keeping with this infor mality, only two
wor kspaces have door s and these doorsareto provide semiprivacy for client conferencesand
sound proofing for the recording studio. Nevertheless, the old house aura provided by the
siding, wallpaper, molding, and partitions provide a sense of privacy and security. The
wor kspaceisa marriage of the formal and informal, the traditional and the unconventional,
of history and thelatest in high tech graphicstools. Theworkspaceisinteresting and inviting.

COST BENEFIT ANALYSIS

Because the partnerswere very careful to follow historic rehabilitation guidelines for
certified historical properties, they gained a federal income tax credit for 20% of their net
improvement. They were also ableto obtain a facade loan, a 10 year loan that isforgiven at
therate of 10% each year, providing that the historical integrity of the building continuesto
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be maintained. Theagency partners, asownersof the condominium, can get passive income
from therent of the building to the agency.

Beforemoving, they were paying $2,200in rent. Now, they arebuyingtheir spaceand
paying $1,600 a month. They must also pay taxes, insurance, and other additional costs.
Because they are owners of a condominium, they are also liable for association dues and
assessments. Right now, however, a billboard located on the property isrented for $5,000 a
year, sothisrent isused for maintenanceand improvement reserves. No association duesare
currently being charged. Utilities average about $400 per month for their 3,610 squar e feet,
with thesummer monthsbeing theonesof most intensiveuse. Two heating and air unitswere
installed, one for the east side of the building and one for the west side because of the
war ehouse's exposure.

Thecondominium will probably bemoremarketable, should thepartner sdecideto sell,
when the remainder of the building's condominiums are sold to different companiesinstead
of being leased. In the foreseeable future, however, the agency has no plansto sell or move.

Mr. Basset saysthat profits have grown sincethe purchase of the office condominium,
but that it ishard toisolatethe moveasthemain reason. Theagency isusing morecomputers
and doing more of their own work in house. It is possible that the comfortable work
environment has helped to lower the anxiety level associated with new and increasing
computer usage. They have seen a tremendous change in the tools of the advertising trade
since 1992 when they first occupied thisrestored space. " We have stacks of CDs instead of
stacks of books." Some researchers (Naisbitt, 1982; Senn, 1995) believe that the principle of
high tech, high touch is an essential component for effective computer usage in an
organization: " The more you rely on advanced technology, like information technology, the
moreimportant it isto consider the "high touch' aspects.” (Senn, 1995, 21). Other researchers
find that thear chitectureassociated with older buildingstendstoalleviaterather than produce
stress (Hale, 1994). According to Mr. Basset, whilethey are not using the leading edge tools
of aNew York city ad agency, they areusingthelatest infor mation technology toolsfor an ad
agency in their region and for their size.

A surprising benefit of therestored property is how much timeissaved because " 99%
of our meetings take place here. | rarely leave the office. Being ableto stay in one place helps
meto get moredone.” Clientsliketo meet at the restored railroad warehouse. Lunchin also
savestimeand facilitatesidea exchange. Therestored warehouseisagood work environment
and " people just like to be here. Many of our clients involved in civic activities ask to use the
meeting roomfor their civic organizations meetingsafter work . Most clientsnow prefer to come
to Sixth Avenue for meetings with the agency . . . In the advertising business, perception is
reality," and, continues Mr. Basset, " the restoration gives clients the perception that we're
something special, we're competent, we're creative.”

Mr. Basset saysthat without thetax credit and facade loan the cost picturewould be
quite different, enough different that the project would be difficult to justify from a purely
economic point of view. With the tax credit and facade loan, Basset& Becker improved and
expanded while lowering their monthly costs.

The Entrepreneurial Executive, Volume 1, Number 2, Fall 1996



38

CONCLUSIONS AND IMPLICATIONS

Throughout small to medium sizetownsin the Southern U.S. are historic downtown
buildings which have been abandoned (Ziegler and Kidney, 1980). At the same time, small
entrepreneurial ventures are growing and looking for quality work space. Office
condominiums for small businesses offer many advantages, particularly if they involve
preservation of historic properties (The National Trust for Historic Preservation, 1976). The
tax advantages for restoring historic properties for commercial use can make the cost per
squar efoot moreattractivethan that of new construction or than that of existing rental office
gpace. Although the DNR guidelines must be followed carefully if the tax credit isto be
claimed, therestored property may also have many intangiblebenefits. Theassociation of the
businesswith therestored historicstructuremay haveapositiveaffect on clients or customers
per ception of the business.

An important implication of Becker & Basset's experience is the perception of the
business that using a restored historic property provides. Companies such as advertising
agenciesand information systemsfirmsaremind trustsand per ceived to be unstable over long
periodsof time. Their association with a historic property may allay fearsof volatility among
their clients. The creative use of a property lends credence to the business creativity and
competence. Finally, when frequent association with clientsisimportant, asit iswith both the
advertising agency and information systemsfirm, then having clientsfeel comfortablein the
business environment, to even prefer that environment to their own, is an important
intangiblebenefit. Historicpropertiesrestored for useasofficecondominiumsoffer important
tangibleand intangiblebenefits. Furthermore, asthetrend towar d telecommutingacceler ates,
shar ed officecondominiumsin outlying areasmay offer an attr activealter nativeor supplement
to the home office.
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ARE HUMAN RESOURCE MANAGEMENT PRACTICES
IMPORTANT IN SMALL FIRMS?

Robert D. Gulbro, Athens State College
Mary Tucker, Colorado State University

ABSTRACT

It has been said that sound human resource management (HRM) programsand practices
contributeto businesssuccess. A survey of small businessowner perceptionsof thevalue of their
HRM practices found rating differences of those practicesto vary from 98 percent important to
only 45 percent important. The perceptionsof the ownerswerecompared to managersof similar-
sized subsidiaries and were found to be lower than the general managersin all cases.

INTRODUCTION

Small business start-ups and growth have been credited with almost half of all jobs
created in the United Statesduring the 1980s. Small businessestherefore played amajor role
in prolonging the economic growth that occurred during that period and demonstrated their
importanceto thefuture. Although small firmshave been growingin size and number, they
also have been failing. Thefailurerate hasbeen said to exceed fifty percent during thefirst
fiveyears(Gaedekeand Tootelian, 1985; Hofer and Sandber g, 1987). Resear ch hasuncovered
many factor scontributingtothefailureof small firms, but alack of management skillsappears
to beat thetop of thelist (Peter son, Kozmetsky and Ridgway, 1983). Onenecessary skill may
bethat of finding and keeping good employees. AccordingtoHay and Ross(1989), theowners
that get help from many sour ces also tend to achieve the most success.

Because they create jobs, small firm owners must be able to recruit, select and retain
new employees. They must have sufficient staffing skills to attract and retain the kind of
employeeswho can makea positive contribution to the successof thefirm. Therefore, owners
must have human resour ce management (HRM) skills, and must make use of the human
resour ce management practicesthat will staff the enterprisewith productive employees. The
HRM practices employed by the owners would thus contribute to the firm through the
behavior and the performance of the employees.

Since small firmsemploy fewer people, each employeeisa significant part of the firm.
Each employee could interact with customersand other employees, and could be called upon
to make decisions having long-term effects on the firm. This makes subordinate employees
important to the positive outcomes desired by the owner. It also makes HRM skills and
practices important to the owner and to the success of the firm.

Are small firm owners people-oriented and employee-oriented? Do they have HRM
skills and the knowledge to put HRM practices into effect in their growing firms? These
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actionson the part of the owner would beimportant because of the part the employees could
play in the overall success or failure of the small firm. Many writers have emphasized the
importanceand impact HRM practiceshaveon the performance of small businesses(Azizand
Anderson, 1986; Hambrick and Crozier, 1985; Schuler, 1990). Can we assume that owners
do appreciate and make use of HRM practices? How do small business owners compare to
manager s of similar-sized subsidiaries of larger firms?

METHODOLOGY OF THE STUDY

To find answer sto these questions, small business ownerswer e surveyed and asked to
respond to questions about the value of their HRM practices. General managers of similar-
sized subsidiary firms wer e surveyed and the two groups wer e compared.

A homogeneous, single-state database (Alabama Directory of Mining and
Manufacturing) was used to obtain a sampleof firmsfor the survey. Resear ch hasshown that
firms within a single state all face similar laws, taxes, and proximity to markets (Cochran,
1981; Gomez-M gjia, 1987). Using small businesses from a single state would therefore help
eliminate many extraneous variables. Manufacturing firms were chosen because it was
assumed that small manufacturerswould be somewhat labor intensive and would have HRM
programsand practicesin use.

The sample was chosen systematically (every fifth firm in the database), and one
thousand firmswer ethen mailed atwo-pagequestionnaire. Theownersof thesmall firmsand
thegeneral manager sof thesubsidiarieswer easked both demogr aphicquestionsand questions
about their perception of thevalueof their HRM practicestotheir particular firm. TheHRM
guestionswer ederived frombasicHRM practicesfound in current textbooks(seefor example,
Schuler, 1990). Although therearenumerousHRM practices, thelist of practiceswasreduced
to thirteen to shorten the questionnaire and to encour age responses. The resultant thirteen
practices provided a wide variety of separate and distinct HRM practices covering a broad
gpectrum of HRM. This ranged from employee search to hiring to discipline and the
contribution of all thirteen HRM practices (see for example, Aziz and Anderson, 1986;
McEvoy, 1984; Schuler, 1990).

The questionnaire was field tested by a group of SHRM membersto insurethat the
guestions were relevant, understandable, and broadly based. The owners and general
manager swer e asked to rate (on a scale of 1 to 7), their perception of the contribution made
by each of thethirteen HRM practicesto the successof their particular firm. Other research
hasshown that thistype of subjective per ceptual response can bea substitutefor quantitative
data (Dessand Robinson, 1985; Smith et al, 1989). Thistype of rating scale thus can be used
to make statistical comparisons (Kerlinger, 1973).

RESULTSOF THE STUDY

Theindependent small firmsreturned 152 questionnair esand the gener al manager s of
subsidiariesreturned 53. A comparison of theresultsisshown in Tables1 and 2.
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Tablel
A Comparison of the Per ceptions of HRM Practices Between Owners and General Managers
Per cent Rating I mportant Per cent Rating Unimportant

HRM Practice Owner M anager Owner M anager
Promotion from within 98 100 0 0
Realistic job preview 89 100 5 0
Safety program 88 92 5 8
Discipline program 86 94 5 0
Grievance program 85 90 5 4
Paying market salaries 77 92 14 2
Communication program 72 85 14 2
Performance evaluations 70 91 16 0
Sear ch methods 60 65 20 9
Job descriptions 58 79 27 9
Orientation program 51 77 33 15
Training program 46 77 29 6
Separate HR manager 45 68 40 19
Rating scale: 5-7 Important; 4 Neutral (not shown above); 1-3 Unimportant

The HRM practices have been listed in a descending order of importance asrated by
thesmall businessowners. Ratingsof 5-7 for aparticular practice show that practiceasbeing
of someimportance, with ratings of 1-3 being unimportant to the firm. A rating of four was
neutral, and was not included in the computationsfor Table1. While both groupsagreed on
therelative importance of some HRM practices, othersreceived widely differing ratings.

Promoting from within, realistic job previews, safety, discipline, and grievance
programs all received similar high ratings. All of these HRM practices were rated as
important or very important to both subsidiary manager sand small firm owners. Managerial
disagreement was found with paying market salaries to employees, communicating to
employees about the firm, performance evaluations, using job descriptions, socializing and
training new employees, and having a separate HR manager. Table 2 showsthemean ratings
for each HRM practice.

The practicesrated important wer e promotion from within, usingjob previews, safety
programs, and grievance programs. Rated somewhat important were communication
programs, paying market salaries, performance evaluations, and search methods. Neutral
ratingsweregiven to job descriptions, orientation programs, training programs, and using a
separate HR manager. On the other hand, all of the practices were rated as important or
somewhat important by the subsidiary managers. Significant differences between the two
groupswer efound for seven of thethirteen practices. Resear chershavefound that small firms
may be different in many respects from larger firms (see for example, O'Neill and Duker,
1986).
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Table?2

Comparison of Ratings of HRM Practices

Rating values
HRM Practice Owner Subsidiary p value
Promotion from within 6.5 6.6 .538
Realistic job preview 6.1 6.4 135
Safety program 5.8 6.4 .050
Discipline program 5.9 6.3 .108
Grievance program 5.8 6.1 .348
Paying market salaries 51 5.6 104
Communication program 5.2 6.1 .003
Performance evaluations 5.0 6.1 .001
Sear ch methods 4.7 5.0 .355
Job descriptions 4.4 55 .006
Orientation program 3.9 5.2 .002
Training program 3.8 5.2 <.001
Separate HR manager 3.6 5.2 <.001

Rating scale:

7 Very Important; 6 Important; 5 Somewhat Important; 4 Neutral;
3 Somewhat Unimportant; 2 Unimportant; 1 Very Unimportant

Table3

Correlations of Ratings With Sales per Employee

HRM Practice Correlation Coefficient p value
Promotion from within .083 155
Realistic job preview -.060 .230
Safety program -.016 425
Discipline program -.202 .006
Grievance program .026 375
Paying market salaries =121 .068
Communication program -.016 422
Performance evaluations -.023 391
Sear ch methods -.151 .032
Job descriptions -.091 134
Orientation program .032 .346
Training program -.015 428
Separate HR manager .076

To further investigate the value of HRM practices, the ratings by the small business
ownerswere correlated with the sales per employeefiguresreported for each firm. Salesper
employeeisa measure of organizational performancethat showsthe utilization of the human
resour ce, and can be used to compar e small firms (seefor example, Kirchhoff and Kirchhoff,
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1987). Most of the correlations between the HRM practices and firm performance were
negative, and only three had a P value of lessthan .1 (see Table 3). The HRM practice with
the strongest correlation was discipline (P value = .006).

DISCUSSION

Therating differences between thetwo groups, asfound in Tables1 and 2, could have
occurred for a variety of reasons. The differences may be explained as a differ ence between
manager sand small businessownersin their perceptionsof the value of people, in per ceptions
of the value of HRM practices, or in their knowledge of human resour ce management itself.

Perhapssmall firm owner sarefocused on being cr eative, on finding financial resour ces,
or on interacting with customer s, since they have no parent company providing support. The
idea, the fledgling firm, and making the most of a window of opportunity, may preoccupy the
owners thoughts, plans, and activities. Theextraassistancesubor dinateemployeescould offer
may not be available in independent firms because that climate of encouragement ismissing.

Theseresultsmay indicatethat manager shaveabetter under standingof thepart HRM
playsin good management practicesand in the management of their businessesthan owners,
or it may be that HRM support received from the parent firm may have made a positive
impact on the managers. If an HRM system were established in a subsidiary, the manager
may have had an opportunity to evaluate HRM contributions madeto the firm.

The negative correlations between firm performance and HRM ratings may indicate
that, assmall firmsimprove, the need for using HRM practices declines. Other research has
reported that HRM in small firms was of low priority and had a short-run emphasis (i.e.,
Amba-Rao & Pendse, 1985; M cEvoy, 1984).

If startingor growing small firmsisimportant to our economy, then theowner sof these
firmsalsoareimportant. Given that importance, thedifference between theratingsindicates
that small firm ownersmay need help in the management and staffing of their firms. In order
to help them succeed, assistance in techniques, methods, and ways to implement good HRM
practicesmay havetobeprovided. Understanding basicHRM practicesisalearned behavior
that should not occur through trial and error. It cannot be assumed that small firm owners
areexpertsat starting or managing a small business. Thisresearch indicatesthat small firm
owners may need help in the staffing process, and in dealing with people within the firm.

When compar ed to general manager sof small subsidiaries, thesmall firm ownersin this
study rated every HRM practicelower than did the general managers. Several practiceswere
rated much lower. If thisisindicative of small businessownersin general, they aremissing an
opportunity. Toenlist thehelp and involvement of their employees, they will havetoimprove
their recognition of the value of practices that could have a positive influence on employee
performance. That would especially include HRM practices, since these practices have been
shown to have an impact upon employee perfor mance.

For the owner and the small firm to succeed, help and information are needed from
many areas. According to research, the firms that can best obtain that help also tend to
achieve the most success (Hay and Ross, 1989). In that study, none of the failed firms had
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made an effort to obtain help. Although assistance may be obtained from several sour ces, the
employees may be one sour ce that has been overlooked by the small firm owner. If allowed
and if encour aged, thecontribution and commitment of employeesmay makethat incremental
difference for the small firm that leads to successinstead of failure.
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THE ECONOMIC IMPACT OF THE CONTRACT
WITH AMERICA ON SMALL BUSINESS

Janet L. Dye, University of Alaska Southeast
ABSTRACT

Since Republicans gained control of the House of Representatives in the last election,
much has been written about the party's political objectives outlined in the Contract With
America. The first one hundred days of the new Congress were filled with bills which made
major changes in many areas of federal programs and discussions of numerous additional
potential adjustmentsto government aswe know it. Thelegislation before Congress could have
a major impact on small business and the economic environment for entrepreneurial
undertakings. There hasbeen much discussion of long-term plansto completely restructurethe
incometax laws. I1n the near future, many adjustmentsto the current tax code and government
structure have also been proposed. On the negative side, some politicians are calling for the
elimination of the Small BusinessAdministration and thefederal economic support of technology
research. However, on a positive note, proposed legislation would greatly increase the amount
of assetswhich small firms could immediately expense for tax purposes, makeit easier for small
business owners to pass the company on to their heirs, lower the tax rates for capital gains,
"simplify" thetax laws, and reducetheamount of government regulation and red tape applicable
to small companies.

Will small businessultimately gain or loseeconomically under the Contract? Theoverall
impact of these changes on small firms will become clearer over the next few months as
legislation isfinalized. This paper will examine the potential economic ramifications for small
business.

INTRODUCTION

TheRepublicansarenow several monthsalongin their effortsto passlegisation which
reflectstheideologiesof theContract With America. Fortunately, many of theissuesidentified
by the White House Conference on Small Business as being of paramount importance to its
constituent group areunder consider ation (Selz& M ehta, 1995). However, themovement that
originally started out as a steamroller has recently been bogged down in disagreements
between the House and Senate and squabbling within the Republican ranks. Asaresult, the
current businessenvironment isclouded with uncertainty, much of it traceableto thepoalitical
battles in Washington over which programsto fund and which regulatory changesto make.
Thesituationisdefinitely in flux, with many maj or issuesstill being hotly debated. Discussions
center mainly on incometax reformsand reducing the economic bur den of federal regulation.
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PROPOSED INCOME TAX CHANGES

Proposed changes to the tax laws are numerous and varied. The most sweeping
proposals are to do away with theincome tax as we know it and replace it with a simplified,
mor e equitable tax system. Several variations of a flat tax have been suggested along with a
possible value-added levy. These planswould shift more of the tax burden from individuals
to businesses (Gleckman, 1995). All of these proposals also constitute a form of consumption
tax rather than income tax. Disenchantment with the Internal Revenue Service and the
complexity of the current tax ruleshasresulted in widespread popular support for changesin
thetax structure. That complexity isone reason businesses currently spend over fifty billion
dollarsto compute, file, and plan their incometax liabilities (Flat shares, 1995). All of the new
plans attempt to minimize the costs of compliance through tax simplification.

Theproposal thought most likely to beadopted in thefutureistheflat tax proposed by
Congressman Armey (Richman, 1995). Companieswould still computetheir taxableincome
as revenues less expenses, but what qualifies as a tax deduction would change dramatically.
Businessescould still deduct costsof goodssold expense, wages, salaries, and amountspaid for
services. However, no deductionswould beallowed for interest or for employeefringebenefits
other than pensions. One pluswould be that capital investments could be written off at the
time of purchaserather than being expensed over the useful life of the asset. All firmswould
be subject to the sametax rate, regardless of size. Individual investorswould not be taxed on
interest, dividends, or capital gains form their investments because the companies would
already have paid tax on those monies (Gleckman, 1995).

Should smaller firms support a flat tax proposal? The answer to that question may
hinge on thetype of industry and financing involved and also whether it is an established or
astart-up company. Thosebusinessesin construction or other industriestied tointerest rates
may suffer amajor declineif theinterest deduction isremoved for individualsand companies.
Theelimination of thetax deduction for inter est expensecould also gener atelong-ter m benefits
for firmsthat financetheir operationsmainly through equity. By removingtax consider ations
from financing decisions, stocks and bonds would be treated equally. This would not be
advantageousfor thosefirmswhich haveaccumulated substantial debt. Thesebusinesseshave
longhad their bor rowing subsidized whilefirmsfinancing mainly through equity haveenjoyed
fewer tax breaks. Under the proposed changed, companieswhich are highly lever aged would
lose one of their largest tax deductions and their continued existence could be threatened.
Presumably, any changes could be phased in to alleviate the potential adver seimpact of these
provisions. Labor intensiveindustriescould alsobehurt financially under theflat tax because
they would no longer be able to deduct the costs of employee health insurance or any other
fringe benefit besides pensions. However, firms could mitigate the impact of this change by
shifting compensation into increased salariesand pensions and having employees pay for the
health benefits themselves.

Proponentsof theflat tax argue that themain beneficiariesunder the proposal may be
thosefirmswhich arejust getting started. Such businessesnormally haveaminimum of debt.
Banksdon't liketo makerisky loansto new firmswith unproven products. Therefore, start-up
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firmswill not suffer asmuch from thelossof theinterest deduction asmor e established firms.
Sincenew businessesfrequently arefor ced to utilizeequity financing, it could beadvantageous
to have stocks and debt placed on an equal tax footing. Removing income taxes from the
financing decision and eliminating taxes on capital gains and investment income should
increase the attractiveness of stocks. This may result in increased availability of capital for
some small businesses and may lower the cost of capital (Richman, 1995).

Other agpectsof aflat tax may also bebeneficial to smaller companies. New companies
normally engage in intensive capital investment during the start-up phase and could benefit
from the immediate expensing of such expenditures. Although the positive effect of this
provision might be minimal during the first year or two when many new firms are not
profitable, it could greatly reduce the new company'staxesin the early yearswhen profit is
finally achieved. Since all businesses are to be taxed the same way, the legal form of the
business or ganization would beimmaterial for tax purposes. Thiswould allow smaller firms
to enjoy the limited liability advantages of the corporate form without the previous tax
disadvantages. These changes, combined with the elimination of taxes on individual
investment income may result in the entrepreneur getting to keep more of the profits of the
business. Thiscould encourage moreindividualsand capital into innovative new businesses.
Since small businesses are a major sour ce of new jobsin the economy, it would appear to be
advantageous to encourage their proliferation. This is especially true at a time when the
number of small companiesis declining dueto theincreased competitiveness of restructured
large firms (The puzzling infirmity, 1995).

The second major long-ter m incometax proposal isvery smilar totheflat tax but does
not allow businessesadeduction for wagespaid totheir employees. Thisisanational salestax
alsoreferred to asavalue-added tax (VAT). VATsare utilized in most European countries.
Thevalue-added isthe valuethat a producer addsto raw materialsor purchases(other than
labor) beforeselling thenew or improved product or service. Thistax isassessed on each stage
of the production process. The VAT is extremely attractive to politicians because it is an
indirect tax on consumers. Thelevy iscollected from companieswhich then passtheincreased
costs along to individuals in the form of price increases. Asin the flat tax, depreciation is
replaced by the immediate expensing of capital expenditures. No taxes would be paid on
savings or investing, only on purchases or consumption. The concept of a national sales tax
on consumptionisvehemently opposed by theretail industry, which fear slegislation calculated
to encourage consumersto curb spending could reduce sales (Gray,1995).

Should small businesssupport amovement towardsaVAT? Most European countries
allow exempt very small firmsfrom complyingwith the VAT duetotherecord keeping burden
imposed on firmsby the national salestax. However, some proponentsof the VAT arguethat
such exemptionswould not be necessary in the United States becauselittlefirmsalready have
tokeep extensiverecordsfor stateincometaxesanyway. |f no special considerationsaremade
for small companies, then there are several negative impacts VAT could have on little firms.
A VAT would not appear to be an attractive alter native for any small company in a service
industry. Since no deduction is allowed for employee wages, such firms would loose one of
their lar gest tax deductionsand could expect their taxableincometorisedramatically. Several
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additional issues were raised by an earlier House of Representatives Committee on Small
Business. First, companieswould haveto keep extensiverecordsof all purchases, whether the
itemsweresubject toa VAT or exempt, and the salesprice of thefinished product with which
those itemswere associated. While much of thisinformation would be available through the
regular accounting system, things can get much more complex if multiple VAT tax ratesare
applied todifferent products. Inthoseinstances, thecoststo small businessof maintainingthe
records can greatly exceed the amount of taxes collected from those firms. Secondly, if the
VAT isdueat thetimeof purchase, then thetax may be payable on the buildup of inventories
which have not yet generated any revenues. Thiscould result in cash flow problemsfor some
companies. Third, the VAT assumesthat the firmswhich pay thetax passthat amount on to
the customer in the form of higher prices. A small firm in an industry with several larger
competitorsmay havelittleor no ability to passalong such costsif the other companiesdo not
(United States, 1988). For thesereasons, a VAT does not appear to be as advantageous as a
flat tax from the per spective of small firms.

From thediscussionsabove, it isobviousthat the multitude of problemsin firmsfrom
the current tax system to atotally different structure, aswell as strong lobbying from groups
which would be adversely affected by the proposed new tax systems makes radical change
unlikely in the short run (Kimery, 1995). Less ambitious recommendations are to continue
tinkeringwith thecurrent tax rulestoachievegreater smplification and equity in thetax laws.
These suggestions call for reduced tax rates on capital gains, increased depreciation
deductions, greater immediate expensing of capital expenditures, and increased estate tax
exemptions. Capital gainshave been an area of contention for years. Onereason for popular
opposition to reductionsin taxes on investment gainsisthat such lawsareviewed asfavoring
the wealthy. The new capital gains proposal seeks to avoid that criticism by allowing all
taxpayersto benefit. Thisisaccomplished by taxing only half of long term capital gainsand
indexing those gainsto adjust for inflation. Thiswould allow taxpayersto avoid paying any
income taxes on a portion of their capital gains. Reducing taxeson capital gains could make
equity investments mor e attractive and allow small businesses to obtain capital more easily.
Unfortunately, the new provision is not limited only to those capital gains from investments
in certain small companies. Assuch, it may belessadvantageousfor new start-up firmsthan
the current law which only grants preferential treatment to capital gainsfrom investmentsin
qualifying small companies. Thismay beoffset in part by the suggestion toindex capital gains
for inflation. Unfortunately, a long list of assets would be denied coverage under this
provision, indexing for businesses may be removed for budget reasons, and the computation
would be very complex (Willens & Phillips, 1995).

Indexingisalso being proposed for depreciation computations. Thesemeasureswould
allow companiesto computedepr eciation expensebased on ar ough computation of thecurrent
valueof theassets. Firmswould be allowed to deduct depr eciation expensesthat exceeded the
historical cost of theitem being expensed. Theonly negativeisthat thecomputationsareonce
again expected to be very nasty. The proposal also reduces the depreciation in the first few
years in exchange for greater deductions later (Cromwell & Waeiss, 1995). While capital
intensive small companies could benefit in thelong run from increased writeoffs, the two big
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guestions would be the cost of computing the deduction and whether or not anyone trusts
Congressto leave the law intact long enough for the long run benefitsto be realized.

Perhaps more advantageous from the viewpoint of small business are two other
proposalsbeingdiscussed. Thefirst of thesewould increasetheamount of capital expenditures
which could be expensed immediately to $25,000. Thiscould be of benefit to most small firms
and involves no new computations. For larger firms, thetax savingsof thisproposal may not
approach those of the indexed depreciation discussed above, but this suggestion is likely to
have the support of labor intensive small firms as well as capital intensive companies. The
second proposal of great interest is to increase the estate tax credit so that estates under
$750,000 will not be subject to any wealth transfer taxes (Willens & Phillips, 1995). For
entrepreneurs whose family businesses comprise the bulk of their estate, this would be a
welcome change. Although thisisnot a great increase over the current level of exemption, it
isat least a movement in the morefavorabledirection. Thiswould reducethe possibility that
the business would haveto be sold to pay transfer taxes.

REDUCING THE BURDEN OF GOVERNMENT REGULATIONS

Current tax proposalsarenot theonly itemsbeing consider ed by Congresswhich could
have a major impact on the financial burden placed upon small business by the federal
government. Other areas of legisation which could also have a major effect on small
companies are movements to reduce the burden of government regulations and to limit
product liability. TheNational Federation of I ndependent Businessestimatessmall businesses
spend more than $100 billion a year to comply with federal regulations (Small business gets
some, 1995). Congressis currently working on a bill which requiresthe federal government
to reduce the paperwork required of businesses and there have been discussions about
requiring a cost/benefit analysisfor all proposed regulations. TheHouser ecently passed a bill
to reduce the cost of environmental regulation for business by barring the Environmental
Protection Agency from enfor cingmany of thefeder al lawsunder itsjurisdiction (Housewould
strip EPA, 1995). Although reconsider ation of the pollution regulations was one of theitems
cited by the White House Conference on Small Business, it is uncertain whether the bill
approved by the House will becomelaw and whether or not arepeal of federal regulationswill
reduce businesses environmental liabilities in court cases. Congressional attempts to limit
product liability arein asimilar state of uncertainty.

LIMITING PRODUCT LIABILITY

The number of product liability cases has increased 500 percent over the last twenty
years. Theaverageamount assessed against companieshasdoubled and insurancerateshave
soared (Gross, 1995). Many companies reect potential products or markets because of
possiblelegal liability exposure. Congressisconsideringbanning product liability suitswhere
the product involved is over fifteen years old or where the injured party's judgment was
impaired by illegal substancesor drinking. Some safe haven rulesarealso being proposed for
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phar maceutical producer sand other manufactur er swhoseproductshavepassed feder al safety
and regulatory requirements. If such provisionscan surviveadver selobbying effortsfromthe
trial lawyers, some small businesses could seeareduction in their product liability insurance.
The magnitude of the decrease in insurance expenses would depend on the type of business
involved and theinclinations of theinsurersto passalong any cost savings. Thetotal impact
of any bill in the area will be difficult to assessfor several years because lawsuits which have
already been filed could easily take that long to resolve. Perhaps the greatest short-term
benefit to small companiesisthat auniform federal law would replacethe varied state statutes
that currently govern product liability (Gross, 1995).

CONCLUSION
It is apparent that actions currently being considered by Congress under the
Republican Contract With Americacould havefar-reaching consequencesfor small businesses.
Should entrepreneurssupport or oppose the proposed changes? For many of the income tax
bills, theanswer to that question could vary depending on the specific factsof that company's
situation. In the case of the possible regulatory changes, most small businesses could benefit
from the proposed changesif Congressand the President can ever reach agreement on a bill.
Overall, the Contract With America, with the exception of the possibleimposition of a VAT,
appear sto be favorable for small business.
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CONTRACTUAL CONCERNSFOR THE
‘GLOBAL’" ENTREPRENEUR

Ursula Kettlewell, University of Houston-Downtown
ABSTRACT

This paper discusses some of the legal issues entrepreneurs should consider when
negotiating a contract for the international sale of goods. It focuses on the legal principles
relating to the formation and performance of the agreement, method of payment, and dispute
resolution. How should contract termsbe adapted for international trade? Shouldtheprovisions
of the Uniform Commercial Code (UCC) be used asthe legal basisfor the contract involving a
sale of goods or should the Convention on the | nternational Sale of Goods (Cl SG) apply? What
method of payment should be used for an international sale? And, in case of a dispute, should
it be resolved through litigation or arbitration?

INTRODUCTION

No longer isan entrepreneur limited to the domestic market. Theworld has become
aglobal market placewith unlimited opportunitiespresentingthemselvesto all thosewhowish
to pursuethem. However, once an opportunity hasbeen recognized, how can it berealized in
this complex global environment? Can only large corporations take advantage of this vast
inter national marketplace, or can the entrepreneur also learn to successfully maneuver in this
global environment?

Anyoneventuringinto theglobal commercial arena must become awar e of some of the
legal rules which govern that game. Partiesto an international contract not only have to be
familiar with their own domestic law, but also other domestic laws and international
conventions which affect the transaction. Therefore, a basic under standing of key domestic
laws and international rules which directly relate to the formation and performance of
inter national contractsiscritical totheentrepreneur who wishesto sell his’lher goods abr oad.

UCC VS CISG

In the United States, partiestakeit for granted that a contract for the sale of goodsis
governed by the Uniform Commer cial Code (UCC), regar dless of where the seller and buyer
arelocated. All stateshaveadopted Article2 of the UCC, which dealswith contractscovering
thesaleof goods. Therefore, theresulting uniformity in thisarea of law hasgreatly simplified
businesstransactionsacrossstatelines. Thelegal rulesgover ningtheformation and execution
of thistype of contract are predictable, thus facilitating commer cial transactions within the
boundaries of the United States.
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Unfortunately, such uniformity of commercial law does not exist across national
boundaries. Every country hasitsown domesticlaw which gover nsbusinesstransactions, and
theselegal rulescan vary greatly. However, various attempts have been madeto createmore
uniform inter national commer cial laws, with the broadest success having been accomplished
by the United Nation's Convention on Contracts for the International Sale of Goods (CISG,
1980). ThisConvention reflectstheinterestsof both developed and lessdeveloped nationsand
bridges the differences between the common and civil law systems. The CISG was adopted
in 1980, ratified by the United Statesin 1986, and entered into force on January 1, 1988. So
far, at least 42 countries have ratified this Convention.

The CISG, unlikethe UCC, dealsonly with inter national sales contracts, not domestic
contracts, and it establishestherightsand obligationsof the partiesto such agreements. Some
of theprovisionsof the CI SG arethesameor similar totheprovisionsof Article2 of the UCC,
but othersarequitedifferent. Therefore, it isimportant that the partiesnot only know when
the CISG applies, but how its provisions will affect the agreement of the parties.

Article1(1) of the Convention providesthat contracts between parties whose places of
businessarelocated in different States are gover ned by thetermsof the CI SG, aslong aseach
Statehasratified or acceded totheConvention, or aslongas” therulesof privateinter national
law [i.e., choice-of-law rules] lead to the application of the law of a Contracting State."
However, Article 6 of the Convention permitsthe partiesto exclude the application of all or
some of the Convention's terms. Therefore, the provisions of the CISG will automatically
govern international contracts of member States, unlessthe parties specifically exclude all or
part of the CISG terms, and in its place, substitute the domestic law of one of the member
States. However, if only one of the contracting partiesissubject to the CISG, then thereisno
automatic application of CI SG termsand the parties arefreeto choose the gover ning law for
their agreement.

The CISG does not apply to all types of commercial transactions. It specifically
excludes from coverage consumer sales and sales involving instruments, ships, aircraft, and
electricity. It also excludes contractsfor the sale of goodswher e the predominant portion of
theagreement relatesto the provision of services. Inthoseinstances, thepartiesagain arefree
to choose the law which will govern these transactions.

The CI SG also doesnot addressall subjectsnormally covered by the UCC. It doesnot
providerulesfor determining the validity of contracts(mistake, fraud, duress, and illegality),
the capacity of parties, the seller'sliability for defective goods, and third party claims. Again,
these issues will have to be resolved through domestic law.

However, once the parties have chosen to be governed by thetermsof the CISG, it is
important to note the differences between the CISG and similar UCC provisions. The
following exhibit contraststhetreatment of fivear easinvolved in contr act for mation under the
UCC and under the CISG. Astheexhibit demonstrates, there are substantial and impor tant
differences between the UCC and the CISG provisions affecting the formation of a contract
for the international sale of goods. It isvital that an entrepreneur be familiar with these
differences when choosing the law which governsthe sale.
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Statute of Frauds - the UCC requiresthat all contracts for a sale of goods involving a price of $500 or more
must bein writing. Someexceptionsareallowed (i.e. an oral contract for specially manufactured goodsistill
enforceable). The CISG, on the other hand, does not require contracts to bein writing, therefore all oral
agreements, regardless of the contract price, are generally enforceable. Thus, to avoid entering into
unintended commitments, the entrepreneur should communicate, in writing, that no negotiations or
agreements ar e binding without a written contract.

The offer - the UCC will enfor ce offers, even though the terms of the offer, such as price, quality, date of
performance, and time of performance are unspecified. The quantity term isthe only term required under
the UCC, and even therethe UCC permits exceptions. Output and requirement contracts ar e enfor ceable,
even though no specific quantity is specified in these agreements. The CISG, on the other hand, ismuch less
flexible. The offer must be definite, especially as to quantity and price. But, the word " definite" is not
defined in the CISG, and therefore, subject to court interpretation. To avoid problemsin enfor ceability of
offers, ssimply be specific asto the terms of the offer, especially those involving quantity and price.

Revocation of the offer - the UCC permitsthe offeror to revokethe offer at any time prior to acceptance by
the offeree, unlessa‘firm offer’ wasmade. A ‘firm offer’ isdefined in the UCC asan offer madein writing.
Then, if theconditionsaremet, the offer becomesirrevocablefor thespecified time. TheClSG alsogenerally
per mits offer sto berevocable, but there are two significant exceptions. If an offer must be accepted within
astated period of time, it istreated asirrevocable until such timehaselapsed. Unlikethe" firm offer” of the
UCC, this offer does not haveto bein writing or be made by a merchant to becomeirrevocable. Secondly,
if it isreasonablefor an offer eeto assumethat theoffer wasirrevocableand stepsweretaken in reliance, then
itistreated asirrevocable. Therefore, offersaremorelikely tobeirrevocableunder the Cl SG than the UCC,
and specific language as to the revocability of offersshould be used to avoid misunder standings.

Acceptance-the UCC providesthat an acceptanceis effective the moment it is made by the offer ee, resulting
in an agreement between the parties. Should the acceptance get lost in transit, the agreement still stands.
Under the CISG just the opposite result would occur. An agreement is not made until the acceptance is
received by the offeror, therefore, if the acceptance getslost in the mail, there is no agreement between the
parties. However, both the UCC and CISG provide that an offer can be accepted by performance of the
required act, even though such performance has not yet been communicated to the offeror. The UCC,
however, requires that notice of performance be given within a reasonable time to the offeror, where the
CISG hasnosuch noticerequirement. Sinceacceptanceiseffectiveat different pointsintimeunder theUCC
and CISG, itiscritical to be awar e of this difference when choosing the law which gover ns this agreement.

Acceptance with additional terms - the UCC does not invalidate an acceptance which contains changed or
additional terms. Instead, it per mitsthesedifferent termsto becomepart of the agreement unlesstheseterms
"materially" change the meaning of the contract, with the word " material” left undefined and subject to
court interpretation. The CISG also permits additional terms, but its definition of " material” in essence
eliminates additional termsfrom becoming part of the agreement. " Material" isdefined asanything which
would " alter the terms of the offer”, and most additional terms would reach that result. Therefore, an
acceptance under the CISG and the UCC would not necessarily achieve the same result.

LETTER OF CREDIT

The payment for goodsin an international saleis often more complicated becausethe
parties are not familiar with each other's laws and financial status. Therefore, the
entrepreneur must select a method of payment which will minimize the risk inherent in a
global transaction. Payment by an irrevocable and confirmed letter of credit specified in the
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international sales agreement accomplishesthat goal. A letter of credit constitutes a bank's
guarantee for payment of the goods. It involvesthree separ ate agr eements:

1 theinitial sales contract between the seller and buyer wher e the buyer requests payment by letter
of credit;

2. a second contract between the buyer and hisbank outliningtheconditionsunder which the bank will
issue a letter of credit, and,;

3. theactual letter of credit issued totheseller specifying the documentsto bereceived in exchangefor
payment madeto the seller.

When payment ismade by letter of credit, the seller will be paid for the goods as soon
astherequested documents are presented to the bank issuing the letter. The seller does not
havetowait for payment until thebuyer receivesthegoods. However, asmpleletter of credit
still leavesthe seller at risk. Thebuyer'sbank hastheright torevokeitsletter of credit at any
timeprior to payment, and even if the bank honorstheletter, it may be unableto pay for lack
of funds. Toeliminatethisrisk, an irrevocable and confirmed letter of credit must beissued.

When thebuyer'sbank issuesanirrevocableletter of credit, it now guar anteespayment
for the goods upon proper presentation of documents. When the letter of credit is also
confirmed, not only thebuyer'sbank, but asecond bank (the confirming bank) also guar antees
payment for thegoods. Thissecond bank ischosen by theseller and generally located near the
seler's business. As soon as the goods are shipped, the seller can deliver the required
documentsto the confirming bank toreceivefull payment for thegoods. Theconfirmingbank
will forward these documentsto the buyer's bank in exchange for payment and the buyer's
bank, in turn, will forward them to the buyer in exchange for his payment.

In summary, payment by letter of credit greatly reducestherisk in an international
transaction. Thebuyer, by requesting shipping documents, hasassur ancethat thegoodshave
been shipped, and the seller can ship those goods, knowing that payment is guar anteed.

COMMERCIAL TERMS

Shipment of goodsinvolvecommer cial termswhich define buyer and seller obligations
and therisk of loss. The UCC hasincor por ated shipping terms which clarify theseissues, but
the CISG hasnot. Therefore, thepartiesto an inter national salesagreement must specifically
include commer cial termsto definerights and obligations of the parties and allocate risk.

The International Chamber of Commerce has published International Commercial
Terms(INCOTERMS, 1981) which provide commer cial termsfor the shipment of goods and
the allocation of risk of loss for sales transactions worldwide. Such terms as FOB (Free on
Board), FCA (Free Carrier), CIF (Cost, Insurance, Freight) and others define the parties
rightsand obligationswhilethe goods arein transit. These terms havea close correlation to
UCC terms, but one cannot assume that their meanings are identical. Therefore, it is
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imper ativethat both theseller and thebuyer havea completeunder standing of all commercial
terms before they areincorporated into their agreement.

DISPUTE RESOLUTION

Arbitration isby far the most commonly used method for resolving disputes resulting
from international commercial transactions. The United Nations Convention on Arbitration
(New York Convention, 1958) made such worldwide use possible. Every signatory State
agreed to enforcein itsdomestic courtsnot only the contractual agreementsto arbitrate, but
alsothefinal arbitration awards. Therefore, drafting an appropriatearbitration clauseisthe
key to successful dispute resolution. An arbitration clause should specify the place for
conducting the proceeding and the substantiveand procedural rulesfor resolving thedispute.
To beenforceable, it must bein writing and must meet criteria set out in the Convention.

Thereareanumber of international institutions available as ar bitratorsfor disputes.
Thel nternational Chamber of Commer ce(I CC) isprobably thebest known with headquarters
in Paris and regional offices throughout the world. The American Arbitration Association
(AAA),theLondon Court of I nter national Arbitration (LCIA),and theArbitration I nstitution
of the Stockholm Chamber of Commerce (SCC) are also popular choices. Each arbitral
institution has developed its own procedural rules used to govern hearings.

The United Nations Commission on International Trade L aw hasalso developed a set
of arbitration rules(UNCITRAL Arbitration Rules) which haver eceived widespread support.
The various arbitral institutions have agreed to abide by the UN arbitration ruleswhen the
partiessodesignatein an agreement. Ther efor e, thepartiesshould familiarizethemselveswith
the various arbitration rules before they make a decision on arbitration procedural rules.

Once an award has been obtained, the parties should also be familiar with provisions
of theNew York Convention gover ning the enfor cement of arbitral awards. The Convention
mandatesthat an award must be confirmed upon request, unlessit meets one of the grounds
listed in the Convention for non-recognition or enforcement. However, the courts favor
enfor cement, and the party challenging such an award must provethat an exceptionsapplies.

ADDITIONAL CONTRACT PROVISIONS
I ssues of currency and language must be addressed in inter national agreements, and
issuesrelating toimpossibility of performancearemorecritical. Therefore, the entrepreneur
should include contract clausesrelating to these issues to reduce potential conflict.
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ARE FASB ACCOUNTING PROPOSALS
FOR STOCK BASED COMPENSATION A THREAT TO
ENTREPRENEURSHIP?

David Coffee, Western Carolina University
John Beegle, Western Carolina University
Beth Jones, Western Carolina University

ABSTRACT

The FASB proposalsfor accounting for stock based compensation areillustrated to show
how they might affect a small start up company. The allegationsthat thisaccountingisathreat
to entrepreneurship isdiscussed and it isargued that these allegations areillogical. Accounting
standards should be debated on their representational faithfulness, not whether they hurt or help
a certain type of company.

INTRODUCTION

In December 1994, the Financial Accounting Standard Board withdrew the exposure
draft of a proposed statement, Accounting for Stock Based Compensation, which had been
issued in June 1993. Theexposuredraft proposed asubstantial revision in theway companies
account for stock options used to compensate executives, requiring recognition of
compensation. Theold accounting ruleswer e established by APB Opinion 25, Accounting for
Stock Issued to Employees. The FASB's exposure draft met a flurry of opposition from
businesses, politicians, and from CPAsin both public practiceand in commerceand industry.
FASB chairman DennisR. Beresford stated, “ no matter how hard wetried to convince people
of the correctnessof our stand, theresmply wasnot enough support...” (Beresford, 1995, 18).
The FASB concluded their effortsin the stock compensation area by issuing Statement of
Financial Accounting Standards Number 123, adopted January 1996. This statement
abandonsthe accounting methodology proposed in the exposur edr aft, requiring instead only
certain footnote disclosures of what income would have been if compensation were to be
recognized.

A major concern of those opposed to the new accounting methodsput forth in the 1993
exposure draft was that they would have a disastrous effect on American Business. More
gpecifically, the charge was made that the new accounting standards would be a threat to
entrepreneurship. In mid-1993 Congresswoman Anna Eshoo (California) submitted a
congressional resolution calling for the FASB not to change its current accounting rules
becausethe new accounting " posesathreat to economicrecovery and entrepreneur shipinthe
United States...and stuntsthe growth of new-growth sectors, such as high technology, which
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relies heavily on entrepreneurship” (Kieso & Weygandt, 1995, 823). Indeed, the FASB
received more letterson this proposal than any other matter in itshistory. Senators Gramm
(Texas) and Lieberman (Connecticut) " madeit clear that if theFASB didn't drop itsproposal,
they'd kill it in congress’ (Colvin, 1995, 16).

Do the allegations that the FASB's accounting proposals threaten entrepreneurship
have any basisin fact? We examinethisissue and try to provide an answer to the question.

BACKGROUND

In 1984, the FASB started amajor project todetermineif compensation expenseshould
be reported for stock options granted to executives. From the beginning, the business
community opposed the project, feeling the accounting rules under APB Opinion 25 were
appropriate. TheFASB eventually put theproject on hold whileit completed astudy on more
fundamental questionsrelated to debt and equity.

M eanwhilelar ge stock option grantscontinued to begiven to executives. In most cases
the company did not report compensation expense. The SEC received criticism from
legidatorsand the pressabout the lack of reporting on these optionsand pressured the FASB
to do something. In January 1992, Senator Carl Levin (Michigan) introduced a bill in
Congressthat would require publicly traded companiesto recognize an expense based on the
fair value of options granted to employees. Hedelayed action on the bill, provided the FASB
issue new accounting rules. In June 1993, the exposur e dr aft wasissued. The opposition was
intense. The FASB looked for political support but found little. The SEC commissionersall
expressed reservationsabout the proposed ruling. In mid-1994 the FASB agreed to delay, by
oneyear, certain requirementsin theexposuredraft. Finally, on December 9, 1994, the FASB
met and decided against mandating that companiesreport the value of employeestock options
asan expense. They madesuch accountingoptional. |f acompany choosesnot torecord these
awards as an expense, however, it would have to disclose in a footnote to the financial
statements what the effect on net income would have been had the company recognized the
expense based on FASB specified guidelines.

THE DIFFERENCE BETWEEN OPINION 25 AND THE EXPOSURE DRAFT

Todistinguish the differencein accounting under Opinion 25 and the FASB exposure
draft, wewill useasimpleillustration. Small Company has 1,000,000 shar es of common stock
outstanding. Annual revenuesar e $10,000,000 and expensesar e $7,000,000 yielding a pr e-tax
income of $3,000,000. The company is small and growing and decides to save cash by
compensating the senior manager s by offering stock options as a substantial portion of top
executive compensation. Twenty percent of current outstanding shares are granted as stock
options at the beginning of year one. The Small Company options expire in five years and
have a $30 exercise price. The executives must stay with Small Company three yearsfor the
optionsto vest. The market value of the stock on the date of the grant is $25.
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The accounting under Opinion 25
(Figure 1) recognizes compensation expense
on themeasur ement datebased on the excess
of the market price over the option price at
that date. The measurement dateisthedate
at which both the number of shares which
can bepurchased and thepurchasepriceare
known. Opinion 25 does not recognize
compensation expense in our illustration
becausethe option is" out of the money" on
the measurement date, which means the
exercise price is above market. This is
nor mally thecasewith stock optionsgranted
executives because the IRS Code requires

Figurel
APB Opinion 21 Accounting
Small Company
Income Statement

Year 1
Sales $10,000,000.00
Expenses 7,000,000
Pretax income 3,000,000
Taxes 1,200,000

Net income $1,800,000

Earnings per share $1.80

that the exercise price be at or above the
market price for an option plan to be
considered an incentive stock option (a
qualified plan). Companies almost always
elect a qualified plan because of the tax
advantagesit providesto the executives. In such aplan, the executive paysnotax at the date
the options arereceived. Tax isalso deferred on the date of exercise, although the executive
has a gain on the difference between the option price (in this case $30) and the market price
which is higher than $30 (or the purchase would not occur). Tax isonly paid on the date of
the sale of the shares, usually at capital gain rates, depending on the holding period.

Small Company hasgiven itsexecutivestheright to pur chase 200,000 shar esof itsstock
at $30 per shareafter year 3and beforetheexpiration of year 5. Thisgrant isobviously giving
the executives something of substantial value, but Opinion 25 recognizes no compensation.
The assumption that something of valueisbeing transferred to the executiveis supported by
consistent evidence that financial markets place value on such options, even though they are
below thestrikepriceat thetime. Thevalue of such optionsin themarket liesin the potential
futurevaluebased on thepossibility that themarket value of the stock will go abovetheoption
price before the expiration period passes.

The accounting proposed under the exposure draft (Figure 2) would recognize
compensation expense, and allocateit over thethreeyear vesting period of the options, under
the assumption that the optionsdo indeed have a valuewhich is subject to measurement even
though the option priceis above the market price at the date of the grant. The period of the
compensation isassumed to beequal tothevesting period of theoptions, the period over which
the Company benefitsbecausethe executivesmust stay with the company in order to exercise
the options.

The obvious problem is how to assign a value to the options. The exposure draft
requiresthe use of an option pricing model such asBlack-Scholes. Under the exposur e dr aft
requirementswe usethe Black-Scholesmodel, assuming arisk freeinterest rate of 7% and an

The Entrepreneurial Executive, Volume 1, Number 2, Fall 1996



61

annual standard deviation of the stock price
of 40% and calculatea $10.03 value for each Figure2 _
option. If only 182,535 of these options vest FASB Proposed Accounting
due to an anticipated 3% employee small Company
Income Statement
turnover, thetotal compensation cost of this Year 1
grant is $1,830,822 or $610,274 per year.
Clearly, in our example, the effect on the Sales $10,000,000.00
Income Statement is substantial, exceeding Expenses 7,610,274

20% of pre-tax income. The accounting for

these options under the FASB proposal and Pretaxincome 2,389,726
under APB 21 isillustrated in Figures1 and Taxes 955,890
2.

Net income $1,433,836

The material impact on earnings
illustrated in Figures 1 and 2 aretypical for Earnings per share $1.43
a small start-up company. Ciccotello and
Grant (1995: p. 74-75) arguethat the FASB
proposed accounting will affect small
companies much morethan large companiesfor two reasons. (1) the number of sharesunder
option for large companies, although largein grossterms, is small in relation to the number
of sharesoutstanding; and (2) the stock price volatility of alarge more established company
generally islower than that of a small company. The higher stock price volatility causesthe
options of the smaller company to bevalued higher, whilethe higher proportion of optionsto
sharesoutstanding for thesmall company dramatically increasesthemateriality of their effect
on the income statement.

THREAT TO ENTREPRENEURSHIP?

The exposure draft is controversial for many reasons. Applying the FASB's own
standar dsasestablished in their conceptual framework, recognition of an item in thefinancial
statements requires that the item must meet the definition of an element in the financial
statementsand beréliable, relevant, and measurable. (FASB, 1984: par. 63) After exhaustive
consideration of these issues, the FASB concluded that the stock option transactions met all
the criteria for expense recognition. These conclusions can be questioned from a number of
theor etical per spectives, themost crucial beingtheréiability of using an option pricing model
to measurethe value of the options. These concernsarevalid, although estimatesareused in
numer ousother areasof accounting. The purposeof thispaper, however isnot to arguethese
issues but to focus on the validity of the entrepreneurial threat argument.

This argument seems to rest on the assumption that the accounting rules in the
exposure draft will result in recognition of additional expenses for American Businesses,
particularly new start-up companiesin the high-tech areas which traditionally rely on stock
optionsto attract management and engineering talent. It presumably is assumed that these
additional expenses will make it more difficult for these companies to succeed by making it
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mor e difficult to attract capital and reduce the value of their equity securitiesin the market
place. Such thinking, if taken at facevalue, isalmost certainly illogical. The FASB addresses
thisissue:

Some opponents of recognizing compensation cost for stock options are concerned about the adver se effect they
contend it will have on the income statements of American Businesses. The Board believes that the effect of
recognizing compensation cost for employee stock options is neither more or less adverse than the effect of
recognizing depreciation (or any other) cost. Recognition of depreciation alwaysreducesacompany's profit or
increasesitsloss. American businesses would look more profitable on paper if they discontinued that practice.
However, no one recommends not recognizing depreciation to eliminate its adverse effect on the income
statement. The Board believes that the rationale that a potentially adver se effect on income statements argues
against recognition is no more compelling for compensation than any other cost. (FASB, 1993: par. 70)

The contention that the accounting proposed in the exposure draft is a threat to
entrepreneurship is, in our judgement, misguided. The implicit benefit of issuing an
accounting standard istheincreased credibility and representational faithfulness of financial
reporting as a result of the revised accounting. The issue is whether the recognition of
compensation cost for stock-based compensation paid to employees will improve the
representational faithfulness and credibility of financial statements. All partiesinvolved will
make better decisionswith information which better represents actual results.

Those opposed tothe new standar d would better basetheir opposition on attackingthe
representational faithfulness of the new standard, rather than suggesting that
entrepreneur ship is better off with misleading or inaccurate information. Steven Wallman,
a commissioner of the SEC hasthisto say about the stock compensation matter:

There can be no ignoring ... the political and lobbying campaign that was waged with respect to this issue.
Regardless of your view asto whether [the] FASB reached the preferred result, no one can believe that the best

mechanism for establishing accounting standards is to politicize them... (Wallman, 1995: p. 83)
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NEW VENTURE ASSESSMENT TECHNIQUES:
TOOLSFOR IMPROVING SUCCESS

ThomasW. Zimmerer, East Tennessee State University
Glen Riecken, East Tennessee State University

ABSTRACT

Thefollowingisadescription of several new venture assessment techniqueswhich, when
applied well, can improve the success of a venture. These analytical tools available to the
entrepreneur to access the viability of a new venture are neither complex nor are they expensive
to construct. Theapplication of thesetoolsin the assessment processwill serveto provide needed
information on the new ventures probability of success, as well as build a framework for the
development of detailed marketing strategies.

ENVIRONMENTAL SCANNING AND NEW VENTURE ANALYSIS

Successful entrepreneurs have an uncanny ability to separate market opportunities
from the chaotic sea of ideas. Real opportunities exist when the new venture is based on a
product or servicewhich createsvaluefor an identifiable market ssgment. Theentrepreneur
needsto structure the venturein such a way asto maximize the creation of customer value.

The means by which an entrepreneur adds value is through innovation in the
marketplace. The successful entrepreneur uses product, processor serviceinnovation asthe
tool to exploit change. Innovation istheinstrument which empower sresour cesto new ends,
thus creating value. The enduring strength of an entrepreneurial-driven economy is the
continuouscreation of value. Thus, in evaluatingan idea, theindividual must deter mineif the
idea will represent asignificant innovation in the marketplace, or isit smply a different way
of doing the same thing.

Implicit in these discussionsisthe assumption that the new ventur e has a well-focused
tar get market segment. Analysesof theopportunity thusbecome dependent upon the specific
behaviorsof awell-defined market segment. Theviability of thenew opportunity will involve
an in-depth analysis of the demogr aphics of the marketplace, the nature and behavior of the
competition, the envisioned competitive advantage of the proposed venture, and the
identification of the competitive vacuum which will create the opportunity.

In evaluating an idea for its potential value as a business opportunity, it isimportant
toidentify all therelevant risksand to evaluatetheserisksin termsof: (1) the possibility that
some risks may be eliminated through proactive strategies, (2) spreading the risk where
possible, and (3) managing risksthat are considered worth incurring. Risksinclude market
or competitiverisks, financial risks, and technical risks. Risk analysisisconducted to answer
theoverriding question: Can theentrepreneur and the entrepreneurial team makeit happen?
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The uncertainties and turbulence of the marketplace represent the major sources of
risks for a new venture. Market turbulence and uncertainties are created as a result of a
combination of many factors. The general condition of the economy, the political/social
environment, thelegal environment, thetechnological environment of agiven field, thecapital
markets; all of these factors contribute uncertainty to the ability of agivenideatoresultin a
real opportunity. The effective entrepreneur must develop the means to deal with these
sources of potential chaos. An analysis of the potential uncertainties associated with each
oppor tunity must alsobeperformed in adiligent fashion. Whilethisanalysiswill not eliminate
therisks, it will remove someof theuncertainty, and allow oneto makesurethat therisksthat
aretaken arereasonable.

At the macro-level, the new venture must be acutely awar e of the impacts of societal
changes on the market for the new product or service. The process used has been termed
environmental scanning. Environmental scanningisthe processby which thevariouscritical
environmental sector sthat influencethefutureviability of theventurearescanned, evaluated,
and an assessment isdeveloped to assist theentrepreneur in deter mining theimpact of change
of the potential venture. For the entrepreneur the purpose of the environmental scanning
process is to identify what new opportunities will be created through the shifting of major
environmental forces. The questions to be answered deal with the appropriate market fit
between the new venture and the market for the product or service.

Environmental scanning producesabetter under standing of thecritical for cesthat alter
the long-term conditions under which business must operate. Further, the forces can be
monitor ed, and the effect of changesforecasted. What remains essential to effectivenessisan
under standing of thefundamental r elationshipsbetween thepr edicted changesand themar ket
potential for theproduct or services. Environmental scanning hasrelevancewhenit allowsthe
entrepreneur to more effectively focus her strategic marketing plan to take full advantage of
the most attractive market opportunities while correspondingly reducing therisk associated
with environmental changes that will have a negative impact on the new venture.

Theanalysisof thefuturecompetitive environment ismade more complex through the
realization that the occurrence of one event influences the occurrence of other events. The
term cross-impact is used to describe these cause and effect relationships. Cross-impact
relationships exist both within the same broad sectors of the macro-environment, as well as
between sectors. The occurrence of any event islike a stonedropped intoapond. Theripple
effect caused by the actual introduction of the stone into the pond serves to change the
dynamics of the entire pond. A breakthrough in technology may not only alter other
technologiesbut may also serveto influence economic, social, political, and even lifestylefor ces
in our environment. Without considering the cross impacts of change, forecasting future
events can become overly linear. Cross-impact analysis adds a richness and depth to our
thinking about the future as well as an increase in the accuracy of theforecast. The future,
and its opportunities, isthe result of an interaction or collision of forces, trends, and events
beyond the entrepreneur's control.

Market-driven businesses are operated by entrepreneurs who remain focused on
customers, competitors, capabilities, costs and cross functions.
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1 Customers. Successful companies know specifically who their customers are and under stand
how and why those customer s buy their goods and services.
2. Competitors. Entrepreneurs study their competitors to determine their relative strengths and

weaknesses in serving the targeted customers. They constantly ask, " How can we
beat our competitors?" and " What can we learn from them?"

3. Capabilities. M ar ket-driven companies comparetheir current strengthswith theever-changing
demands of their customer s and make adjustmentswhen necessary. They are not
afraid to enter new markets or to abandon old ones.

4. Costs. Successful companies constantly striveto lower cost and/or to improve product or
service performancein order to give their customersgreater value.
5. Crossfunctions. Market-driven businessesencour ageteamwor k acr ossevery area of thebusinessin

order to coordinate activities and decisionsthat will better serve their customers.

Successful new venturesrequire accessto theright data; it isthe foundation on which
an individualized marketing campaign is built. Business owners must collect three types of
infor mation:

1 Geographic. Where are my customers located? Do they tend to be concentrated in one
geographic region?

2. Demographic. What arethecharacteristics of my customers (age, educational levels, income, sex,
marital status, and many other features)?

3. Psychographic. What drivesmy customers buying behavior? Arethey receptiveto new products,
or are they among the last to accept them? What values are most important to
them?

Themost recent development in market resear ch, psychographic profiles, has become
avaluable tool to many entrepreneurs.

THE NEW VENTURE EVALUATION PROCESS

In order to determineif the new venture hasthe potential to become a viable business
oppor tunity, an entrepreneur should bewillingtoundertakeavigor ousopportunity evaluation
process. Thescreeninginvolvesansweringaseriesof questionsthat shed light on the potential
for the idea to actually become a product or service upon which a business can be created.
Entrepreneurs who fail to evaluate their venture often discover, after they have invested a
great deal of time and money, the answersto the questions that the opportunity evaluation
process would have revealed. When the idea becomes reality in the form of a product or
service, how will thisnew product or servicediffer from what themarket alr eady has? Second,
how will the product createvaluefor the buyer or end user? What, exactly, doweknow about
the buying behaviors of the marketplace?

Theevaluation of an opportunity alwaysbeginswith thebasic questionswhoseanswers
help the entrepreneur determine the magnitude of the opportunity. The search hopefully
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revealsthat the product or serviceisdramatically superior to existing offeringsin the market
in ways that create value for the buyer and do not require a significant alternation of use
patterns by the consumer. If the new product or service achieves these outcomes, the
entrepreneur has a product or service with exceptional promise. This part of the analysis
involvesasking a seriesof questionsabout theidea. First, how isit different from the existing
productsor servicespresently being offered in the market. If theanswer isat either extreme,
either very different of no differences, a potential problem could exist. If thereislittle new
about theproduct or service, it will bedifficult to convinceexisting buyer sto switch from what
they are presently purchasing. If the product or serviceisdramatically different from what
the market is presently using, there may initially be strong resistance to change from what is
known, toaproduct that isso different from what isnow in use. Theanalysisneedsto uncover
the sour cesof resistanceto change and attempt to quantify the degreeof difficulty anticipated
in over coming the resistance among early adopters.

The morethat can be lear ned about the psychology of the market and the behavior of
buyers, the more effective will be this segment of the analysis. At least two elements of the
market for theproduct or serviceneed tobeestimated; first, thelikely demand for the product
and, second, thetiming of that demand. Theentrepreneur beginsby attempting to deter mine
the exact nature of the superiority of the product or service, specifically focusing on how the
new product or servicecreatesvaluefor theuser beyond what they presently have. Doesthis
new product increase the user's efficiency? If so, by how much? Can thisimprovement in
efficiency be easily demonstrated to the potential buyer? The nature of the relationship
between the product or serviceand thevalue created for the buyer needsisgenerally thefirst
step in an analysis of this potential opportunity.

Timing in the market is almost always critical to success. What percentage of the
market segment for which this product istargeted are likely to be early adopters? Doesthis
number of buyer srepresent adequater evenuesto maketheventurefinancially viable? Timing
becomescritical to successof anew venturewhen it isanticipated that it will takealong period
of time beforethe market acceptsthe new product or servicein sufficient numbersto provide
an adequaterevenuestream. Consider what takes placewhen the market isslow to adopt the
new product or service; thecost of operating thenew venturecontinuesproviding painful cash
flow problems, and second, competitors have ample time to incor por ate the best features of
your product or service. Timing must bedeter mined to measur etheadditional risk associated
with slow market acceptance.

Figure 1 providesa simple overview of thefirst step in the process. At the conclusion
of thisfirst step, the entrepreneur will have a good estimate of the potential for success of the
new product or service, as well as a recognition of the barriers what must be overcome to
ensur e successful introduction of the product or service. If the opportunity looksviable after
this step in the evaluation process; it would be necessary to proceed to the next step.

Assuming an adequate demand for the product or service exists, the next step involves
another set of questions whose answers will provide a greater depth of understanding
regarding the new venture creation. Figure 2 outlines the questions that next need to be
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addressed. Thispart of theevaluation processattemptsto quantify technical, competitiveand
financial risk.

Figure 1: New Venture Evaluation Process (Part 1)
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Figure 2: New Venture Evaluation Process (Part 11)

Experienced entrepreneurs know that no new venture exists without risk. Somerisk
can bereduced through aggr essive proactive strategies, while othersmust be " factored into"
therisk/reward equation. Onethingiscertain, an identified risk can possibly be reduced or
avoided but an unidentified risk will surely becomeathreat totheviability of thenew venture.

In order to evaluate the nature of the risk the entrepreneur must attempt to discover
what new product development activitiespotential competitor shaveundertaken, their historic
rate of successin new product development and marketing, their depth of financial support
for these activities, and the existing advantages the competitor shavein the marketplace. The
capabilities of competitors and their willingnessto defend their market position against the
intrusion of a new competitor can be evaluated to determine the competitive risk of the
venture.

Therearealsotechnical risksand financial risks. Technical risk involves an objective
deter mination of whether theidea can actually be converted into a " market-ready" product
with the capabilities and characteristics envisioned. Many great ideas on paper fail to
materialize as products. Financial risk iswhat entrepreneurs often worry about most. Will
be venture have adequate capital to support the efforts between start-up and the point where
revenues ar e sufficient for a viable long-term business?

The exact nature of the window of opportunity is outlined in Figure 3. Applying the
answer sto the questions posed above, the entrepreneur must evaluate the lead timethe new
product might have in the marketplace, the capability and resour ces the new venture must
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have to successfully enter the market and become a viable competitor, and, whether the new
venturehasthecapability todefend itself against attacksof existing competitor sinthemarket.

Figure 3: The Window of Opportunity: Doesthe New Venture Have One?

Positive circumstances would include some of the following set of conditions:

The new product can be brought to market in avery short time.

Thetechnical risk islow duetoearlier work on the proof of concept or the existence of a previously
tested prototype.

Competitors do not traditionally pursue an aggr essive product development strategy.
Competitorsare not technically sophisticated.

Competitorshave not previoudy displayed aggressive strategiesin defense of their market position.
Thenew venturehasthecapabilitiesand ther esour cesto successfully implement anew product entry

strategy.

NP

o0k w

The new venture will have certain strengths and weaknesses that determine the
capabilitiesof the organization. Competitive strategy involves maximizing those capabilities
in afashion that differentiates the organization from competitors. It isimportant, then, for
thenew ventur eto assesscompetition to develop a profile of major competitors. Theobjective
of competitive analysisisto project the likely array of responses that competitors will make
given various scenarios of changing market conditions. Some of those conditions reflect
competitive action while othersreflect other environmental changes.
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Drawing upon the work of Michael Porter, Figure 4 shows a framework for analyzing
competitors. Theleft sdeindicatessomefactor sthat drivewhat competitor sdowhiletheright
side shows what they currently do or are capable of doing. Some basic questions are posed
under each major area of analysis.

MARKET SEGMENT ANALYSIS

Market segmentation is essentially an identification process designed to identify
subgroupingswithin a given product-market such that each subgroup respondsdifferently to
particular market offerings. Through segmentation, entrepreneur marketer hopes to most
effectively match the market offering to the wants and needs of the market, thus improving
consumer satisfaction. Customer preferences are better satisfied when offerings are more
tailored to their specific requirements than when offerings are broader in scope trying to
appeal to atotal market. Market segment analysisisat the heart of micromarketing.

Market targeting is the process of analyzing segments so that one or more may be
chosen for servicing. Two basic stepsareinvolved: identifying segmentsand evaluating them.
Thereisabroad rangeof variablesused toidentify market ssgments. In practice, often several
variablesareused together. Figure5suggestsbasictypesof segmentation variablesoften used.

The goal of segmentation isto identify meaningful groupswhose membersare similar
to one another in market responses but different from members of other groups. not
identifying them for the sake of grouping. Segments must be identifiable: descriptive
differences must exist that separate groups from one another. Groups must be accessible so
that market offerings can be delivered to a particular group with minimal “waste’ coverage
of other segments. Finally, segments must be profitable.
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Figure 4: Competitor Analysis*

* Adapted from M.E. Porter (1980). Competitive Strategy: Techniquesfor Analyzing I ndustries and
Competitors. New York: The Free Press.
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Figure 5: Segmentation Variables*

Adapted from D.W. Cravens (1994). Strategic Marketing, fourth edition. Burr Ridge: Irwin.

Therearetwo basic approachesto forming segments:. (1) grouping customer stogether
using one or mor e descriptive characteristics and then exploring response differencesamong
groups or (2) grouping based on response differences and then working backwards to
determineif descriptive characteristics exist which differentiate groups. The first approach
may be done using various techniques ranging from managerial experience coupled with
existing information to ssimple cross-tabulationsto database useto AID analysis. The second
approach generally relies on more sophisticated statistical tools such as cluster analysis,
discriminant analysis, and multidimensional scaling.

Onceidentified, segments must then be evaluated to deter mine their attractivenessas
a market target. As Figure 6 shows, evaluation includes customer analysis, competitor
analysis, positioning analysis, and financial/market analysis. Customer analysis involves
building a comprehensive profile of segment members so that the marketer can under stand
member behavior and how it may be influenced. Included would be an analysis of customer
satisfaction. Satisfaction results from a comparison of customer expectations (or prior
experience) of amarket offering from the per ceived per for mance of those mar keting offerings.
Based on theanalysisof existingmar ket segment satisfaction with existingmar keting offerings,
can the entrepreneur identify specific unmet or undermet needs? In Figure 7, the
entrepreneur can evaluate the attractiveness of the new marketing offering with theunmet or
under met needs of each defined market segment.
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Figure 6: Analyzing Market Segments *

D.W. Cravens (1994). Strategic Marketing, fourth edition. Burr Ridge: Irwin.

Figure 7: Matching Unmet or Under met Needs of the Market Segment with Specific
Superior Attributes of the New Product or Service

Description of Unmet or Under met Needs Value Creating Features of the Product/Service

Competitive analysis involves revisiting the analysis done earlier to determine which
competitorsplay akey rolein the segment(s) being evaluated. Positioning entails portraying
themarket offeringin amanner that differentiatesit from competitorsand isdesirablein the
buyer’smind. Finally, market and financial attractiveness must be analyzed to deter mine if
pursuing the segment isworthwhilein terms of the projected revenue, costs, and pr ofit.
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MARKETING STRATEGY

Once entrepreneurs have effectively analyzed their macroenvironments, market
opportunities, and market segments, they are then in a position to outline a marketing
strategy. As Figure 8 shows, a marketing strategy consists of two essential decisions:
identifying atar get market(s) and developing amarketing mix. Thestrategy should be based
on sx criteria: consumer satisfaction, devotion to quality, attention to convenience,
concentration on innovation, emphasis on speed, and dedication to service and customer
satisfaction.

Figure 9 shows basic steps involved in marketing research. The steps outlines all
involve decisions that need to be made prior to actually conducting the research. Some
information (“secondary data”) already exists that may prove valuable, but often new
information (“primary data”) will need to be gener ated thr ough surveys, observation, or even
experiments. The major sources of secondary data are the various government agencies,
periodicals, tradeassociations, and publicreportsproduced by ahost of privateorganizations.
There are two basic rulesin searching for appropriate secondary data -- start with general
information and proceed to mor e specific data, and use available expertise to locate data.

The analytical tools available to the entrepreneur to access the viability of a new
ventureareneither complex nor arethey expensivetoconstruct. Theapplication of thesetools
in the assessment process will serve to provide needed information on the new ventures
probability of success, aswell asbuild aframework for the development of detailed marketing
strategies.
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Figure 8: Foundations of Marketing Strategy

Figure 9: Stepsin the Marketing Resear ch Design Process

Step

Description

Define the Problem

Determine the decision(s) facing management and the
infor mation relevant to those decisions

Specify approximate value of information

Deter mine the maximum that can be spent on the project
using budget rules or expected value approach

Select data collection method(s)

Deter minewhether secondary data, survey or observation,
or experimentation will produce the required data and
choose the method to use

Select measur einstrument

Deter minewhether and how to use questionnaires, attitude
scales, observation, and/or projective techniques

Select the sample

Determine who and how many respondents or objectsto
measure

Select the analytical approach

Deter mine the appropriate means of analyzing the data to
provide the required information

I nterpretation

Look ahead and ask yoursdf “so what?” Will that
infor mation help solve my problem?
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