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CHAPTER ONE
ENTREPRENEURSHIP AND FREE ENTERPRISE
1.1 History, Philosophy and Definition 
What is Entrepreneur?

There have been hundreds of definitions in dozens of books.  Some of them are given as follows: Entrepreneurs are action-oriented, highly motivated individuals who take risks to achieve goals.  Entrepreneurs are people who have the ability to see and evaluate business opportunities; the ability to gather the necessary resources to take advantage of them; and the ability to initiate appropriate action to ensure success.  Karl Vesper has researched entrepreneurship and explains that its nature is a matter of individual perception: Economists may view entrepreneurs as those who bring resources together in unusual combinations to generate profits.  Psychologists tend to view entrepreneurs in behavioral terms as those achievement-oriented individuals driven to seek challenges and new accomplishments. Marxist philosophers may see entrepreneurs as exploitative adventurers, representatives of all that is negative in capitalism.  Corporate managers too often view entrepreneurs as small business persons lacking the potential needed for corporate management. Vesper suggests that those of us who strongly favor a market-economy view entrepreneurs as pillars of industrial strength-the movers and shakers who constructively disrupt the status quo. Drucker states Entrepreneur as ‘someone who always searches for change, responds to it, and exploits it as an opportunity.’’
The entrepreneur is a combination of the thinker and the doer.  The entrepreneur sees an opportunity for a new product or service, a new approach, a new policy, or a new way of solving a historic problem.  But, the entrepreneur also does something about what is seen.  The entrepreneur seeks to have an impact on the system with his/her idea, product, or service.  It is this thinking-doing combination that gives entrepreneurial efforts their special appeal. 

 Entrepreneurs take the risks necessary in producing goods and services.  In this way they act as the energizers of the business system.

Entrepreneurs are instruments of change!!!
What is Entrepreneurship?

“Entrepreneurship is the dynamic process of creating incremental wealth.  This wealth is created by individuals who assume the major risks in terms of equity, time and/or career commitments of providing value for some product or service.  The product or service itself may or may not be new or unique but value must somehow be infused by the entrepreneur by securing and allocating the necessary skills and resources.” Robert Ronstadt. 

Entrepreneurship is the process of creating and building something of value from practically nothing.  That is, entrepreneurship is the process of creating or seizing an opportunity and pursuing it regardless of the resources currently controlled.  Entrepreneurship involves the definition, creation, and distribution of value and benefits to individuals, groups, organizations, and society.  Entrepreneurship is very rarely a get-rich-quick proposition; rather, it is one of building long–term value and durable cash flow streams.

Fundamentally, entrepreneurship is a human creative act.  It involves finding personal energy by initiating and building an enterprise or organization, rather than by just watching, analyzing, or describing one.  Entrepreneurship usually requires a vision and the passion, commitment, and motivation to transmit this vision to other stakeholders, such as partners, customers, suppliers, employees and financial backers.  It also requires a willingness to take calculated risks-both personal and financial and then doing everything possible to influence the odds.

Entrepreneurship involves building a team of people with complementary skills and talents; of sensing an opportunity where others see chaos, contradiction, and confusion; and of finding, marshalling, and controlling resources (often owned by others) to pursue the opportunity.

Entrepreneurship involves making sure the venture doesn’t run out of money when it needs money most. 
The Entrepreneur versus the Owner Manager 
Entrepreneurs – take existing resources and redeploy them, often in a creative way, to give them greater economic value. This original meaning of the word implies that they are agents of change, innovators of new products, methods, or markets.

They are less concerned with managing what exists in the most efficient manner, and they are more involved in looking for and exploiting new opportunities. They can work in small and large companies.

Owner – managers – may or may not be entrepreneurs. They own and manage a small enterprise, in a way, which fits with their personal motivations.
They may therefore be opportunist, entrepreneurial – type owners, or they may be conservative, artisan – type managers more intent on survival than seeking innovative change and growth.

There are many different types of entrepreneurs and owner – managers, from the 'soloist' who prefers to go it alone, to the 'grouper' or team builder who thrives on shared decision making; from ‘high-tech’ engineer to the 'alternative life style' craftsman.

Entrepreneurs can exist in large as well as small economic units.  Because of the word ‘entrepreneur’ has been so linked to small business a new word was coined, ‘intrapreneur,’ to describe someone who behaves in an entrepreneurial fashion in a large organization. Entrepreneurial activity is not confined to the small business sector, nor it is always found in small firms.

1.2 Characteristics of Entrepreneurs
A common stereotype of the entrepreneur emphasizes such characteristics as a high need for achievement, willingness to take moderate risks, and strong self-confidence.  As we look at specific entrepreneurs, we see individuals, who for the most part, fit this image.  In considering these qualities, we must express two words of caution.  First- scientific proof of the importance of these characteristics is still lacking.  Second- there are exceptions to every rule, and individuals who do not “fit the mold” may still be successful entrepreneurs.  

· Need for Achievement

Psychologists recognize that people differ in their need for achievement.  Individuals with a low need for achievement are those who seem to be contented with their present status.   On the other hand, individuals with a high need for achievement like to compete with some standard of excellence and prefer to be personally responsible for their own assigned tasks, i.e. need for achievement- a desire to succeed, where success is measured against a personal standard of excellence. 

A leader in the study of achievement motivation conducted by David C. McClelland, a Harvard Psychologist; discovered a positive correlation between the need for achievement and entrepreneurial activity.  According to McClelland, those who become entrepreneurs have, on the average, a higher need for achievement than do members of the general population.  While research continues to find that entrepreneurs are high achievers, the same characteristic has also been found in successful corporate executives.

This drive for achievement is reflected in the ambitious individuals who start new firms and then guide them in their growth.  In some families such entrepreneurial drive is evident at a very early stage.  For example- sometimes a child takes a paper route, subcontracts it to a younger brother or sister, and then tries another venture.  Also, some college students take over or start various types of student-related businesses or businesses that can be operated while pursuing an academic program. 
· Willingness to Take Risks

The risks that entrepreneurs take in starting and/or operating their own business are varied.  By investing their own money, they assume a financial risk.  If they leave secured jobs, they risk their careers.  The stress and time required in starting and running a business may also place their families at risk.  And entrepreneurs who identify closely with particular business ventures assume psychic risk as they face the possibility of business failure.  

David C. McClelland discovered in his studies that individuals with a high need for achievement also have moderate risk-taking propensities. This means that they prefer risk situations in which they can exert some control on the outcome, in contrast to gambling situations in which the outcome depends on pure luck. This preference for moderate risk reflects self-confidence, the next entrepreneurial characteristic that will be discussed.

The extent to which entrepreneurs have a distinctive risk-taking propensity is still debatable.  Some studies, for example, have found them to be similar to professional managers, while other studies found them to have a greater willingness to assume risk.  This debate, however, should not be allowed to obscure the fact that entrepreneurs must be willing to assume risks.  They typically place a great deal on the line when they choose to enter business for themselves. 

· Self-Confidence

Individuals who possess self-confidence feel they can meet the challenges that confront them. They have a sense of mastery over the types of problems they might encounter. Studies show that successful entrepreneurs tend to be self-reliant individuals who see the problem in launching a new venture but believe in their own ability to overcome these problems. Some studies of entrepreneurs have measured the extent to which they are confident of their own abilities. According to J.B. Rotter, a psychologist, those who believe that their success depends upon their own efforts have an internal locus of control. In contrast, those who feel that their lives are controlled to a greater extent by luck or chance or fate have an external locus of control. On the basis of research to date, it appears that entrepreneurs have a higher internal locus of control than is true of the population in general but that they may not differ significantly from other managers on this point. A strong a desire for independence is commonly recognized as prevalent among entrepreneurs and owner managers as well. This can be linked to their internal locus of control. Successful entrepreneurs are convinced that they can control their own destinies according to some research studies. 
Internal locus of control: - those who have the ability to control their environment. Studies concluded that small business survival and success is linked to the internal locus of control beliefs of the owner managers. The stronger commitment to self-determination has enabled some owner-managers to overcome difficulties which defeated others.

4. Innovation
Innovative activity is a hallmark of entrepreneurship, but not necessarily of the owner-manager. Innovative behavior is key to the entrepreneurial personality according to many commentators. Can this be learned or are we born with, or without, an ability to innovate? Drucker insists that-we can develop our innovation skills.  He regards entrepreneurship and innovation as tasks that can be-and should be-organized in a purposeful, systematic way.  The entrepreneurial manager is constantly looking for innovations, not by waiting for a flash of inspirations, but through an organized and continuous search for new ideas.   Drucker presents; entrepreneurs, as people who are born with certain character traits, but as managers who know where to look for innovation, and how to develop it into useful products or markets once they have found it. Entrepreneurship is not so much an art that you either have, or you do not, but rather a practice, which you constantly follow or you choose to ignore.  It thus can be developed, and learned; its core activity is innovation and a continuous, purposeful search for new ideas, and their practical applications.  
1.3. 
Motivation for Starting a Business
Some of the reasons for the difficulties in classifying those involved in small business management are the wide variety of motives for their involvement in small firms.  The reason for small firm formation can be divided between “pull” and “push” influences.
1. “Pull” Influences

Some individuals are attracted towards small business ownership by positive motives such as a specific idea which they are convinced will work.  “Pull” motives include: 

i. Desire for Independence

This features prominently in several research studies as the key motivator.  The Bolton report singled out the need to gain and keep independence as a distinguishing feature of small business owner-managers. 

ii. Desire to Exploit an Opportunity

 The identification of a perceived gap in the market place through personal observation or experience is also a common reason for starting a business.  For example, a study of new manufacturing firm in South Hampshire reported that 60% of founders quoted their desire to exploit a perceived market.  Whilst other studies have shown lower percentages, the wish to satisfy a perceived market gap remains a powerful motive.  Entrepreneurs may seek to exploit this opportunity through special knowledge, product development or they may hire the appropriate technology and skills.
iii. Turning a Hobby or Previous Work Experience into a Business.

Many new entrepreneurs seek fulfillment by spending more time involved in a cherished hobby, or part of their work that they particularly enjoy.  Although research confirms that founders tend to establish business in activities of which they have direct prior experience, this is often precipitated by a ‘push’ motive, such as redundancy, rather than part of a considered decision process.

iv. Financial Incentive 

The rewards of starting a business can be high, and are well publicized by those selling ‘how to’ information to would-be entrepreneurs.  The promise of long term financial independence can clearly be a motive in starting a new firm, although it is usually not quoted as frequently as other factors.

2. ‘Push’ Influences 
Many people are pushed into founding a new enterprise by a variety of factors including: 

i. Redundancy

This has proved a considerable push into entrepreneurship particularly when accompanied by a generous handshake in a locality where other employment possibilities are low. 

ii. Unemployment (or threat of)  

Job insecurity and unemployment varies in significance by region, and by prevailing economic climate.  A study reported that 25% of business founders in the late 1970s were pushed in this way, whilst later research showed a figure of 50% when unemployment nationally was much higher.
iii. Disagreement with Previous Employer:

Uncomfortable relations at work have also pushed new entrants into small business.

The dividing line between those ‘pulled’ and those ‘pushed’ is often blurred.  Many people considering an opportunity or having a desire for independence still need some form of push to help them make their decision. What is clear is that the diversity of motivations for starting a business will influence the owner-manager once they have set up.  For example, the desire for independence may inhibit growth, as this can be seen as a threat to autonomy; once a firm becomes less than small it might take on some of the characteristics of larger organizations from which the owner-manager is trying to escape.  Entrepreneurial tendencies to develop the business through new opportunities may therefore conflict with an owner-manager motivation to retain control by remaining small.     
1.4 Types of Entrepreneurs
The field of small business encompasses a great variety of entrepreneurs and entrepreneurial ventures.  This section examines this spectrum of entrepreneurship by identifying the varied types of people and firms that exist.  

I. Artisan Entrepreneurs and Opportunistic Entrepreneurs

Perhaps because of their varied backgrounds, entrepreneurs display great variation in their styles of doing business.  They analyze problems and approach decision-making in drastically different ways.  Norman R. Smith has suggested two basic entrepreneurial patterns:

a. Artisan entrepreneurs and

b. Opportunistic entrepreneurs.

a. The Artisan Entrepreneur.

According to Smith the artisan entrepreneur is a person who starts a business with primarily technical skills and little business knowledge.  Artisan entrepreneur is limited to technical training. Such entrepreneur has technical job experience, but lacks good communication skills. Their approach to business decision making is characterized by the following features:

· They are paternalistic.  (This means they direct their business much as they might direct their own families).
· They are reluctant to delegate authority.
· They use few (one or two) capital sources to create their firms.
· They define marketing strategy in terms of the traditional price, quality and company reputation.
· Their sales efforts are primarily personal.
· Their time orientation is short, with little planning for future growth or change.

The mechanic who starts an independent garage and the beautician who operates a beauty shop illustrate the artisan entrepreneur.   

b. The Opportunistic Entrepreneur

Smith’s definition of the opportunistic entrepreneur is one who has supplemented technical education by studying such non-technical subjects as economics, law or English. An opportunistic entrepreneur is an entrepreneur who enters business with both sophisticated managerial skills and technical knowledge.  Opportunistic entrepreneurs avoid paternalism, delegate authority as necessary for growth, employ various marketing strategies and types of sales efforts, obtain original capitalization from more than two sources, and plan for future growth.  An example of the opportunistic entrepreneur is the small building contractor and developer who use a relatively sophisticated approach to management.  Because of the complexity of the industry, successful contractors use- careful record keeping, proper budgeting, precise bidding, and systematic marketing research. 

II. Entrepreneurial Teams

In the discussion so far, we have assumed that entrepreneurs are individuals.  And, of course, this is usually the case.  However, the entrepreneurial team is another possibility that is becoming popular, particularly in ventures of substantial size.  An entrepreneurial team is formed by bringing together two or more individuals to function in the capacity of entrepreneurs.  Entrepreneurial team refers to two or more people who work together as entrepreneurs. By forming a team, founders can secure a broader range of managerial talents than is otherwise possible.  For example, a person with manufacturing experience can team up with a person who has marketing experience.  The need for such diversified experience is particularly acute in creating new high-technology businesses.  

   1.5 Entrepreneurs role within the economy

Entrepreneurs are significant because they have an important effect on world economies.  We have already noted that entrepreneurs create value.  Understanding how they do this is of central importance if we are to draw conclusions about entrepreneurship.  Some important effects of entrepreneurial activity are listed below.

· Combination of Economic Factors.  Value is created by combining factors of production (land, labor, and capital) together in a way which satisfies human needs.  However, factors do not combine themselves.  They have to be brought together by individuals working together and undertaking different tasks.  Economists regard entrepreneurship as a kind of fourth factor which acts on the other three to combine them in productive ways.
· Providing Market Efficiency.  Economic theory suggests that the most efficient economic system is one in which unimpeded markets determine the price at which goods are bought and sold.   Here, efficient means that resources are distributed in an optimal way, i.e., the satisfaction that people can gain from them is maximized.   An economic system can only reach this state if there is competition between different suppliers.  Entrepreneurs provide that efficiency.  If suppliers are not facing competition, then they will tend to demand profits in excess of what the market would allow and so reduce the overall efficiency.
· Accepting Risk.  No matter how well we plan, there is always the possibility that some chance event will result in outcomes we neither expected nor wanted.  This is risk.  Some economists have suggested that the primary function of the entrepreneur is to accept risk on behalf of other people.  Risk is something that people, generally, want to avoid.  Entrepreneurs provide a service by taking this risk off people’s hands.  Of course, entrepreneurs expect that in return for taking the risk they will be rewarded.  This reward, the profit stream from their ventures, is the price that customers have agreed to pay to get the benefits of the product and yet not face the risk of developing it.   
· Processing of Market Information.  Classical economics makes the assumption that all the relevant information about a market is available to and is used by producers and consumers.  In practice, however, markets work without all information being made available or being used.  Entrepreneurs keep an eye out for information that is not being exploited.  By taking advantage of this information, they make markets more efficient and are rewarded out of the revenues generated.  This information is information for opportunity.
1.6 Entrepreneurship, Creativity and Innovation

Drucker (1985) argued that innovation is the tool of entrepreneurship. In addition, both innovation and entrepreneurship demand creativity. Creativity is a process by which a symbolic domain in the culture is changed. New songs, new ideas, new machines are what creativity is about, Mihaly (1997). Creativity is the ability to make or otherwise bring into existence something new, whether a new solution to a problem, a new method or device, or a new artistic object or form. Wyckoff (1991) defines creativity as new and useful. Creativity is the act of seeing things that everyone around us sees while making connections that no one else has made. Creativity is moving from the known to the unknown. 
Creativity is also an attitude, the ability to accept change and newness, willingness to play with ideas and possibilities, a flexibility of outlook, the habit of enjoying the good, while looking for ways to improve it; we are socialized into accepting only a small number of permissible or normal things.

Creativity is also a process creative person work hard and continually to improve ideas and solutions, by making gradual alterations and refinements to their works. Contrary to the mythology surrounding creativity, very few of creative excellence are produced with a single stroke of brilliance or in a frenzy of rapid activity. Much closer to the real truth are the stories of companies which had to take the invention away from the inventor in order to market it because the inventor would have kept on tweaking it and fiddling with it,, always trying to make it a little better, (Harris, 1998).

A product is creative when it is “novel” and “appropriate”. A novel product is original, not predicable. The bigger the concept and the more the product stimulate further work ideals, the more the product is creative. Creativity requires passion and commitment. Out of the creative is born symbols and myths. It brings to our awareness what was previously hidden and points to new life. The experience is one of heightened consciousness-ecstasy.
Innovation is defined as adding something new to an existing product or process. The key words are adding and existing. The product or process has already been created from scratch and has worked reasonably well. When it is changed so that it works better or fulfils a different need, then there is innovation on what already exists. Innovation is the successful exploitation of new ideas.
All innovation begins with creative ideas. Creativity is the starting point for innovation. Creativity is however necessary but not sufficient condition for innovation. Innovation is the implantation of creative inspiration.
Creativity is marked by the ability to create, bring into existence, to invent into a new form, to produce through imaginative skill, to make to bring into existence something new. Creativity is not ability to create out of nothing, but the ability to generate new ideas by combining, changing, or reapplying existing ideas. Some creative ideas are astonishing and brilliant, while others are just simple, good practical ideas that no one seems to have thought, of yet.

Everyone has substantial creative ability including you the reader. So you should count yourself and believe it that you are a creative body. All you need is to be reawakened and be highly committed to creativity. I want you to start thinking now, in the process something new will flow. Explore that something new today and you will be a different personality tomorrow!!!
1.7 BENEFITS OF ENTREPRENEURSHIP?

A person wants to become entrepreneur when there can advantages for becoming so. Here are some motives or rewards which can be treated as reasons for them to become entrepreneurs. Still different writers wrote various groups of rewards with no conflicts among any of the groups. Opportunity to Make a Difference: The amount of social entrepreneurs is on the rise. These people start their businesses because they see an opportunity to make a difference in a cause that is important to them. They seek to find innovative solutions to some of society's most pressing and most challenging problems. Entrepreneurs continue to find new ways to combine their concerns for social issues and their desire to earn a living.

Opportunity to Reach Full Potential: Many people find their work boring, unchallenging and unexciting. However, to many entrepreneurs, work is much more enjoyable. An entrepreneur's business can be the instrument for self-expression and self-actualization. Owning a business challenges the entrepreneur's skills, abilities, creativity and determination. There is no organizationally created 'glass ceiling' to determine how high a business owner can rise.

Opportunity to Reap Impressive Profits: Although not the primary motivating factor, the profits their companies can make are important in their decisions to launch businesses. Owning a business is usually the best way to achieve the accumulation of wealth. Nearly 75% of those on the Forbes list of 400 richest Americans are first-generation entrepreneurs. And self-employed

19 individuals are four times more likely to become millionaires than those who work for someone else.

Opportunity to Contribute to Society and Be Recognized for Efforts: Most often, small business owners are among the most respected and trusted members of their communities. Owners enjoy the trust and recognition they receive from the customers they have served faithfully over the years. Playing a vital role in their local businesses and knowing that the work they do as a significant impact on how smoothly the nation's economy functions are another reward for entrepreneurs.

Opportunity to do what is Enjoyable: Commonly, entrepreneurs don't consider their work. Forty-six percent of entrepreneurs say that they will never fully retire from their businesses, according to a survey conducted by the National Federation of Independent Business. Most successful entrepreneurs choose in enter a business field that interests them and that they find enjoyable.
1.8 DRAWBACKS OF ENTREPRENEURSHIP 
Long hours: Starting and operating one’s own business typically demands hard work, long hours, and much emotional energy.

High levels of stress: Long hours lead to hard work, creating stressful situations for the entrepreneur and the family.
Risk of business failure: The possibility of business failure is a constant threat to entrepreneurs.

CHAPTER TWO

SMALL BUSINESS: VITAL COMPONENT OF THE ECONOMY

2.1.
What is small business?

Definition of small business
Specifying any size standard to define small business is necessarily arbitrary, because people adopt different standards for different purposes.  For example, legislators may exclude small firms from certain regulations and specify ten employees as the cut-off point.  Moreover, a business may be described as “small” when compared to larger firms, but “large” when compared to smaller ones.  For example, most people would classify independently owned gasoline stations, neighborhood restaurants, and locally owned retail stores as small businesses. 

Similarly, most would agree that the major automobile manufacturers are big businesses.  And firms of in between sizes would be classified as large or small on the basis of individual viewpoints.  There are two approaches to define Small Business.  They are:

1. By some measure of size.

2. Using an economic/control definition.       
In many ways they correspond to a quantitative and a qualitative approach respectively. 
1. Size Criteria
Even the criteria used to measure the size of businesses vary.  Some criteria are applicable to all industrial areas, while others are relevant only to certain types of business.  Examples of criteria used to measure size are:  

1. Number of employees
2. Sales volume
3. Asset size
4. Insurance in force
5. Volume of deposits. 
Although the first criterion listed above- number of employees-is the most widely used yardstick, the best criterion in any given case depends upon the user’s purpose
General Criteria   

a) Financing of the business is supplied by one individual or a small group.  Only in a rare case would the business have more than 15 or 20 owners.

b) Except for its marketing function, the firm’s operations are geographically localized.

c) Compared to the biggest firms in the industry, the business is small.

d) The number of employees in the business is usually fewer than 100.

Obviously, some small firms fail to meet all the above standards.  For example a small executive search firm-a firm that helps corporate clients recruit managers from other organization- may operate in many sections of the country and there by fail to meet the second criterion. 

2. Economic/Control Criteria 
The economic/control definition covers: 

1. Market Share

2. Independence

3. Personalized Management

All three of these characteristics must be satisfied if the business is to rank as a small business.  

1. Market Share
The market share of small business is not large enough to enable it to influence the prices of national quantities of goods sold to any significant extent.

2. Independence
Independence means that the owner has control of the business himself.  It therefore rules out those small subsidiaries which, though in many ways fairly autonomous, nevertheless have to refer major decisions (e.g. on capital investment) to a higher level of authority

3. Personalized Management
PM is the most characteristic factor of all.  It implies that the owner actively participates in all aspects of the management of the business, and in all major decision-making processes.  There is little devolution or delegation of authority.  One person is involved when anything material is concerned.

Fields of Small Business 
1. Wholesale Trade

-
Wholesale drug companies 

-
Petroleum bulk stations

2. Construction

-
General building contractors 

-
Electrical contractors

3. Retail Trade

-
Hard ware stores 

-
Restaurants

4. Services

     -
Travel agencies 

5. Finance, Insurance, and Real Estate

-
Local insurance agencies 

-
Real Estate brokerage firms

6. Mining

     -
Sand and gravel companies 

     -
Coal mines

7. Transportation and public utilities

      -
Taxi-cab companies 

      -
Local radio stations

8. Manufacturing

     -
Bakeries 

     -
Machine shops

-
Beauty shops

In the first three of the industries portrayed, small business appears to be relatively more important than big business.  These industries are construction, wholesale trade, and retail trade.  In services, small business is slightly less important (i.e. service having 49.1 percent versus 50.9% for large firms).  In the other four industries, large business is clearly dominant.  These are Finance, insurance, and real estate; Mining, Manufacturing, and Transportation, communication, and public utilities. It is strongest in the transportation and public utilities category with about 67% of all employment.  Roughly 40-50% –of American business may be classed as small.  (i.e. that amount of contribution to the economy is made by small business).  Although both large and small firms exist in each industrial area, growth appears relatively favorable to small business.  

Special Contribution of Small Business

As part of the business community, small firms unquestionably contribute to our nation’s economic welfare.  They produce a substantial portion of our total goods and services.  Thus, their general economic contribution is similar to that of big business.  Small firms, however, possess some qualities that make them more than miniature versions of big business corporations.  They make exceptional contributions as they provide new jobs, introduce innovations, stimulate competition, aid big business, and produce goods and services efficiently.    

1. Providing New Jobs
As the population and economy grow, small businesses provide new job opportunities.  It seems clear that small businesses produce the “lion’s share” of the new jobs, sometimes adding jobs while large corporations are “downsizing” and laying off employees.  Between 1980 and 1986, firms with fewer than 20 employees, accounted for more of the total job growth than did firms of 500 and more employees.

2. Introducing Innovation
New products that originate in the research laboratories of big business make a valuable contribution to our standard of living.  There is question, however, as to the relative importance of big business in achieving the truly significant innovations.  The record shows that many scientific breakthrough originated with independent inventors and small organizations.  The following is a list of some twentieth-century examples of new products created by small firms.  

1. Photo copiers                                                    

2. Insulin

3. Vacuum tube

4. Penicillin

5. Cotton picker

6. Zipper

7. Automatic transmission

8. Jet engine

9. Helicopter

10. Power steering

11. Color film

12. Ball-point pen

It is interesting to note that research departments of big businesses tend to emphasize the improvement of existing products.  Unfortunately, preoccupation with an existing product can sometimes blind one to the value of a new idea.  

Studies of innovation have shown the greater effectiveness of small firms in research and development.  Innovation contributes to productivity by providing better products and better methods of production.  The large number of small firms that provide the centers of initiative and sources of innovation are thus in a position to help improve a country’s productivity.  
3.   Stimulating Economic Competition
Many economists, beginning with Adam Smith, have expounded the values inherent in economic-competition.  In a competitive business situation, individuals are driven by self-interest to act in a socially desirable manner.  Competition acts as the regulator that transforms their selfishness into service                                                                               

When producers consist of only a few big businesses, however, the customer is at their mercy.   They may set high prices, withhold technological developments, exclude new competitors or otherwise abuse their position of power.  If completion is to have a “cutting edge” there is need for small firms.

The existence of many healthy small businesses in an industry may be viewed as desirable.

4.   Aiding Big Business

The fact that some functions are more expertly preformed by small business enables small firms to contribute to the success of larger ones.  If small businesses were suddenly removed from the contemporary scene, big businesses would find themselves saddled with a myriad of activities that they could perform only inefficiently.  Two functions that small businesses can often perform more efficiently than big businesses are the distribution and the supply function.

i. Distribution function
Few large manufacturers find it desirable to own wholesale and retail outlets.  Think, for example, of products like toiletries, books, lawnmowers (machine for cutting glasses), musical instruments, gasoline, food items, personal computers, office supplies, clothing, kitchen appliances, automobiles, tires, auto parts, furniture and industrial supplies.  Wholesale and retail establishments, many of them small, perform a valuable economic service by linking customers and producers of these products.  

ii. Supply function
Small businesses act as suppliers and subcontractors for large firms. Large firms recognize the growing importance of their suppliers by using terms like “partnership” and “strategic alliance” to describe the ideal working relationship.

In addition to supplying services directly to large corporations, small firms provide services to customers of big business.  For example, they service automobiles, repair appliances and clean carpets produced by large manufacturers.  

2.3.
Economic, Social and Political Aspects of Small Business Enterprise
Small businesses (enterprises) have to play a vital role in Ethiopian economy.  They need a strong support on socio-economic and political grounds.

Socialistic Idea

Our goal is being the establishment of a socialistic pattern of society.  Our objectives are equitable distribution of wealth and decentralization of economic power.  The benefits of industrial growth should be shared by as many people as possible and should improve the general standard of living.  Proliferation of small enterprises will go a long way in achieving these objectives.  

The state of Ethiopia where there is a large network of small scale enterprises, with comparatively less investments in the large scale sector, the general standard of living is much higher than in the states where heavy investments have been made in large scale industries. 

· Less Capital and More Labor

The main problem is that we have vast manpower but inadequate capital, which has resulted in increasing unemployment.  This is unlike in situation in western countries where manpower is limited but capital resources are enormous.  Planners have realized the necessity of encouraging small industries because they require less capital but generate more employment.  It is estimated that through the net-out per worker in large and medium industries is more than twice as compared to that in small scale industries, the investment of capital per worker is about seven times.
· Removing Regional Imbalance 

Another problem is the continuous shifting of people from rural to urban areas which causes over-crowding in cities with slum conditions due to lack of social and medical amenities which require heavy investments. This problem can be solved by inducing people to set up small industries in rural areas. 

The prolific setting up of agro-based industries will go a long way in creating a balance in our country’s economy. 

· Creating Self Employment Opportunities

In India, since independence it has had a steady rise in the number of qualified engineers seeking suitable jobs.  But having in adequate avenues, they can have self-employment by settings up small industries with the help and expertise provided by the government and other agencies.  Main bank and several industrial corporations, here, have arranged special training programs for young entrepreneurs, who can easily set up their own units with package assistance from the governments. 

· Ancillary Function 

Many small-scale industries units supply parts and accessories to bigger industries.  This ancillary function involves specialization in specific areas and results in greater profitability.  The government has, therefore, relaxed the ceiling of investment in plant and machinery for ancillary unit.  

· Export Promotion 

Small-scale industries have also opened up fresh avenues in the export market. Realizing the importance of the small-scale sector in the economy the government has adopted several measures to speed up the growth for small industries. 
2.4. Setting small business
2.4.1 Steps in setting a small scale unit
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Figure 2.1 A Model of the Start-Up Process
Note: In Each Stage of the Start-Up Process, Different Personal Characteristics Will Be More Important to the Owner as the Business Takes on New Attributes. This Model Shows How Entrepreneurial Skills Are Required Early in the Process, Then Give Way to Management Skills Once the Business Is Established.

The processes of entrepreneurship and small business management can be thought of as making up a spectrum that includes six distinct stages (see Figure 2.1). The stages of the entrepreneurship process are innovation, a triggering event, and implementation. The stages of the small business management process are growth, maturity, and harvest. The entrepreneurship process begins with an innovative idea for a new product, process, or service, which is refined as you think it through. You may tell your idea to family members or close friends to get their feedback as you develop and cultivate it. You may visit a consultant at a local small business development center for more outside suggestions for your innovative business idea. Perhaps you even wake up late at night thinking of a new facet of your idea. That is your brain working through the creative process subconsciously.

The time span for the innovation stage may be months or even years before the potential entrepreneur moves on to the next stage. Usually a specific event or occurrence sparks the entrepreneur to proceed from thinking to doing—a triggering event. When a triggering event occurs in the entrepreneur’s life, he or she begins bringing the organization to life. This event could be the loss of a job, the successful gathering of resources to support the organization, or some other factor that sets the wheels in motion.

Implementation is the stage of the entrepreneurial process in which the organization is formed. It can also be called the entrepreneurial event.5 Risk increases at this stage of the entrepreneurial process because a business is now formed. The innovation goes from being just an idea in your head to committing resources to bring it to reality. The commitment needed to bring an idea to life is a key element in entrepreneurial behavior.

Implementation involves one of the following: (1) introducing new products, (2) introducing new methods of production, (3) opening new markets, (4) opening new supply sources, or (5) industrial reorganization.
Entrepreneurship is, in essence, the creation of a new organization. By defining entrepreneurship in terms of the organization rather than then person involved, we can say that entrepreneurship ends when the creation stage of the organization ends. This is the point where the small business management process begins. Which concentrates on the process of managing a small business from growth through harvest.

The small business manager guides and nurtures the business through the desired level of growth. The growth stage does not mean that every small business manager is attempting to get his or her business to Fortune 500 size. A common goal for growth of small businesses is to reach a critical mass, a point at which an adequate living is provided for the owner and family, with enough growth remaining to keep the business going.

The maturity stage of the organization is reached when the business is considered well established. The survival of the business seems fairly well assured, although the small business manager will still face many other problems and challenges. Many pure entrepreneurs do not stay with the business until this stage. They have usually moved on to other new opportunities before this point is reached. Small business managers, by contrast, are more committed to the long haul.
This stage could be as short as a few months or as long as decades. Maturity in organizations can be similar to maturity in people and in nature. It is characterized by more stability than that of the growth and implementation stages. Of course, organizations should not become too complacent or stop looking for new ways to evolve and grow, just as people should continue learning and growing throughout their lives.

In the harvest stage, the owner removes him or herself from the business. Harvesting a business can be thought of as picking the fruit after years of labor. Therefore, it is a time that should be planned for carefully.
The harvest can take many forms. For example, the business might be sold to another individual who will step into the position of manager. Ownership of the business could be transferred to its employees via an employee stock ownership plan (ESOP). It could be sold to the public through an initial public offering (IPO). The business could merge with another existing business to form an entirely new business. Finally, the harvest could be prompted by failure, in which case the doors are closed, the creditors paid, and the assets liquidated. Not every business reaches all of these stages. Maturity cannot occur unless the idea is implemented. A business cannot be harvested unless it has grown.

Figure 2.1 adds environmental factors to our model to show what is going on outside the business at each stage of development. Management guru Peter Drucker points out that innovation occurs as a response to opportunities within several environments. For example, other entrepreneurs might serve as role models when we are in the innovation and triggering-event stages. Businesses in the implementation and growth stages must respond to competitive forces, consumer desires, capabilities of suppliers, legal regulations, and other forces. The environmental factors that affect the way in which a business must operate change from one stage to the next.
The personal characteristics of the entrepreneur or the small business manager that are most significant in running a business will vary from one stage to the next. Personal characteristics or traits affect the motivations, actions, and effectiveness of those running a small business; for example, in the innovation and triggering-event stages, a high tolerance for ambiguity, a strong need to achieve, and a willingness to accept risk are important for entrepreneurs. In the growth and maturity stages, the personal characteristics needed to be a successful small business manager are different from those needed to be a successful entrepreneur. In these stages the small business manager needs to be persevering, committed to the long run of the business, a motivator of others, and a leader. Must operate change from one stage to the next.
The business also changes as it matures. In the growth stage, attention is placed on team building, setting strategies, and creating the structure and culture of the business. In the maturity stage, more attention can be directed to specific functions of the business. The people within the business gravitate toward, specialize in, and concentrate on what they do best, be it marketing, finance, or managing human resources. The purpose of the entrepreneurship and small business management model is to illustrate the stages of both processes and factors that are significant in each. 
2.5.  Small Business Failure Factors  

Failure can be thrust upon an entrepreneur through external or personal conditions. Small business owners are particularly vulnerable to both situations as they are occupied with the immediate needs of survival.  
External Factors of Failure

Every business is affected by externalities economic business cycles fluctuating interest rates interrupted supplies labor market trends, inflation, government regulations, and unstable financial markets.  A general rise in consumer prices will detract from sales. A similar rise in producer prices will inflate costs. However, the smaller enterprise is far more susceptible to these forces than a large firm.  From a financial standpoint, most small businesses rely on commercial loans tied to premium interest rates. Small changes in economic conditions result in huge changes in profits. Smaller businesses that are relatively debt free still operate in a more intense price sensitive environment. Most can’t afford to trim prices nor can they substantially reduce costs. 

Personal Factors of Failure   

Studies show that 52% of all business failure attribute to “management issues,” and as much as 90% of small business failures to incompetent managers. Specifically, the inability of small business managers to control purchasing costs (inventory) to control capacity (production or operating costs), to generate customers (lack of marketing expertise), or to manage financial assets (feeble cash control) being the primary issue. 

Inexperience. Inexperience can be translated to mean lack of technical skills or management acumen. Each of these shortcomings can lead to disaster, but they can be overcome by an individual willing to make the commitment of time and energy to learn about business. 

Experienced managers often make the mistake of assuming that since they are reasonably successful in a salaried position they can transfer that knowledge to an independent business.  Personal specialists may feel confident when they strike out on their own to open an executive placement agency, only to find that the “agency” requires marketing expertise just not knowledge in corporate personal. Engineers launch their own firms to pursue the manufacture of innovative products only to find that they know practically about production. Each of these individuals may be “experienced,” but the kind of expertise they bring to their enterprises has limited value. In other instances, capable individuals start new enterprises within their respective fields but cannot manage their resources or provide leadership for their employees.

Arrogance. Many small businesspersons, particularly inventors and innovative entrepreneurs with new products, become egocentrically engrossed in their ventures. They become consumed with their own brilliance, convinced beyond reason (often without market research) that their bright idea will change the world- it’s get to sell. Their arrogance will not allow them to take advice from others. They will shun all innuendo of failure. 

Mismanagement. Given the competitive nature of most small businesses and the volatility of profits business results are quite sensitive to small errors. Several categories of management mistakes are critical for small businesses to avoid. 

Overinvestment in fixed assets is common. When starting or expanding a business, it is tempting to buy facilities and equipment rather than lease or subcontract. Everyone likes to own assets, but greater investment in fixed assets means less flexibility to adjust adverse conditions. 

Poor inventory control threatens the success of nearly all retail enterprise. Purchasing too much inventory increases the risk of low turnover and obsolescence. Having too little inventory undermines customer selection and sales. Buying the wrong inventory or buying at the wrong time evaporates cash. In each scenario, the business ties up high-powered cash in nonbearing assets, and inventory items can rarely be disposed of for more than a fraction of their costs in an emergency. The result is that business “purchases” itself into insolvency. Purchasing errors and lack of good inventory management are critical problems for any business. 

Poor financial control is a fatal flow for most small businesses. Even those firms with excellent inventory management, good leadership, solid markets, and a reasonable capital structure, cash flows problems persist. Many businesses fail to realize that “income” does not mean, “cash flows.” Most businesses extend substantial credit to customers, and some accounts may remain unpaid for months. 

Assuming no “bad credit” and only a few bounced checks, small business managers will have to manage credit policies very closely to assure a positive cash flow.  Cash problems arose on the “payables” side of the ledger as often as through delayed receipts. Specifically most inventory purchases require advanced payments (or at least partial payment on accept). For young enterprises without a track record, inventory purchases may be strictly on a cash and carry basis. 

It follows that cash is needed in advance to underwrite sales; cash from sales may be months away. Meanwhile, loan payments, lease payments utility costs; telephone bills, and payroll expenses occur with monotonous regularity. Sales don’t occur regularly. And many manufactures must purchase materials months before they actually create their products which are in turn sold on credit months before they can expect payment from customers. 

Financial problems also arise simply through sloppy bookkeeping. It is not surprising that most small business entrepreneurs see their soles “on the firing line” as marketers, engineers, technicians or merchandisers and in the process forget to attend to “back shop” books. Others who do attend to the books simply do not know what they are doing. 

Poor Business Philosophy. An unfortunate aspect of many business failures is those too often individual owners’ priorities get in the way of sound business practices. In the least obtrusive way, entrepreneurs may not be fully committed to the long hours required to make venture successful. The new venture is a mistress requiring long hours and constant attention and most retail establishments are expected early stages of starting a business require intensity of effort, sacrifices and the ability to endure at high energy levels without becoming overextended to the point of exhaustion. As the business stabilizes the challenge is to hire good employees who can manage in the owner’s absence. 

A more sinister side of businesses failure is a blatant disregard for customers. The principal success factor of all business is to “create a satisfied customer” and as Peter Drunker explains, “to be of value to society by providing a needed, useful, and safe product or service.” This is the essence of marketing concept, and it means that business managers will succeed when they can generate satisfied customers by providing quality goods and services. Too many individuals however, exploit customers to make a fast buck. Commitment to quality is replaced by a commitment to use the cheapest materials to pass on marginally safe or defective products, and to serve customers only reluctantly. Cheating and deception exist in small businesses just as they do in large enterprises. The small business owner however will feel the brunt of public reaction much quicker as customers have other options. If they feel cheated, they will expand their money elsewhere.  

Lack of Planning. Research shows that less than half of small business owners had formal plans prior to going to business. Many engaged in formal planning soon after starting their businesses, but one-third could not recall ever having a formal plan. Research also supports a strong case for well-developed plans with clear objectives prior to staring any venture. It is nearly impossible to acquire capital, obtain loans, or solidify vendor contracts without documented sales forecasts, financial statements, market analyses, and a clear statement of business purpose.

Plans are guidelines for action, and as businesses evolve, they must be continuously upgraded to reflect changes in the business environment. Too often planning stops after loans and investment capital are acquired. Grow is allowed rather than managed. New products may be added to a line without clear evaluation of how they fit into the existing business or serve customer needs. Many fatal problems emerge from lack of appropriate planning. These include poor business locations, over extended capital requirements, unrealistic sales projections, and nightmarish legal entanglements brought about through poorly conceived partnerships and business native.
2.6. Problems in Ethiopian Small Business

Small-scale industries have not been able to contribute substantially as needed to the economic development particularly because of –financial, production, and marketing problems. These problems are still major handicaps to their development.  Lack of adequate finance and credit has always been a major problem of Ethiopian small business.  Small-scale units do not have easy access to the capital market because they mostly organized on proprietary partnership basis and are of very small size.  They do not have access to industrial sources of finance partly because of their size and partly because of the fact that their surpluses which can be utilized to repay loans are negligible.  Because of their size and partly because of the fat limited profit, they search for funds for investment purposes.  Consequently, the approach moneylenders who charge high rate of interest hence small enterprises continue to be financially weak.  

Small-scale enterprises find it difficult to get raw materials of good quality and at cheaper rates in the field of production. Very often they do not get raw material in time.  As a result, these enterprises very often fail to produce goods in requisite quantities and of good quality of a low cost.  Furthermore, the techniques of production, which these enterprises have adopted, are usually outdated.  Because of their poor financial position they are not able to buy new equipment consequently their productivity suffers.

Many small business enterprises are suffering with the problem of marketing their products.  

It is only by overcoming all these constraints that small entrepreneurs can hope to make their enterprises successful.  

Management Practice in Ethiopian Small Business

Small-scale industries sector occupies a strategic position of unique importance in the Ethiopian economy.  Today, the village and small-scale industries sector roughly account for roughly about one-half of the total industrial production. Industrial relations is not a major problem in Ethiopian small business and job specialization is not strictly adhered to by them, life time employment may not be possible in Ethiopian small business because of limited scope they offer for career growth of employees.

What is more important in the Ethiopian business environment is to change the attitude of work force, make them disciplined and duty conscious, and inculcate in them a sense of commitment towards their organization.

Chapter Three
Business Planning

Successful small business owners know where they want to go and find a way to get there. To see their dreams of owning a profitable business become a reality, they know they must plan each step along the way. Planning is an essential ingredient for any successful business. Although we all create mental plans, those thoughts need to be committed to writing before starting a business. A written plan can help us find omissions and flaws in our ideas by allowing other people to critically review and analyze them.                                                 
3.1 The Concept of Business Planning

A business plan is a comprehensive set of guidelines for a new venture. A business plan is a written document that demonstrates persuasively that enough products or services can be sold at a profit for your firm to become a viable business. A business plan tells the reader what your business objectives are; when, where, why, and how your business will accomplish its objectives; and who will be involved in running the business. When planning, you must define the goals of your business, determine the actions that need to be taken to accomplish them, gather and commit the necessary resources, and aim for well-defined targets.

But some business owners fail to prepare a business plan; the reasons for this include:

· A lack of understanding of the process or benefits of business planning.

· Pressure on ‘doing’ rather than ‘thinking’ or gathering information, in the small business environment.

· The belief that strategic planning is for larger organization and big business resources, and not necessary for smaller firms. 
Importance of the Business Plan

1. It can help the owner/manager crystallize and focus his ideas.  

Any activity that is initiated without adequate preparation tends to be haphazard and unsuccessful. Although planning is a mental process, it must go beyond the realm of thought. Thinking about a proposed business becomes more rigorous as rough ideas must be crystallized and quantified on paper.

2. It can help the owner/manager set objectives and give him a yardstick against which to monitor performance. 

3. It can also act as a vehicle to attract any external finance needed by the business. It can convince investors that the owner/manager has identified high growth opportunities, and that he has the entrepreneurial flair and managerial talent to exploit that opportunity effectively and that he has a rational, coherent and believable program for doing so. 

4. It entails taking a long – term view of the business and its environment. 

5. It emphasizes the strengths and recognizes the weaknesses of the proposed venture. The plan can uncover weaknesses or alert the entrepreneur to sources of possible danger.
A well conceived plan offers a sound basis for operation; a business plan can be used at different times, with benefits for several audiences.  The following part illustrate when a business plan can be used, by and for whom, and why.
When?

Business plans are produced:

1. At the startup of a new business

After the concept stage of initial ideas and feasibility study, a new business start up may go through a more detailed planning stage of which the main output is the business plan.

2. Business Purchase

 Buying an existing business also need for an initial business plan. A detailed plan, which tests the sensitivity of changes to key business variables greatly increases the prospective purchasers understanding of the level of risk they will be accepting, and the likelihood of rewards being available.

3. Ongoing 

Ongoing review of progress, against the objectives of either a start – up or small business purchase, is important in a dynamic environment. An initial business plan is not a document to be put in a drawer and forgotten. It can be the live, strategic and tactical planning focus of how a small business responds to the inevitable changes around it.

4. Major decisions

Even if planning is not carried out on a regular basis, it is usually instigated at a time of major change. Again it may be liked to a need for finance: for example, the need for major new investment in equipment, or funds to open a new outlet. 

Who?

Three types of people will be interested in a business plan: the managers who run or intend to run the business on a day to day basis; the owners, or prospective equity investors; and the lenders who are considering loans for the enterprise.

1. Managers

Are involved in small business planning both as producers and recipients of the plan. The management of a small enterprise are the only people likely to be sufficiently knowledgeable to produce a business plan. Business plans are also written to aid small business managers. An obvious conclusion, but one that is often overlooked, is that the managers themselves can be very important beneficiaries, not only of the plan, but also the planning process.

2. Owners

The managers of a small enterprise may also be the owners and take a keen interest in the planning process, wearing their shareholders’ hat. A plan may be intended for prospective equity partners, either a sleeping partner looking for an investment, or an active partner looking to join an existing small business. Owners may also be lenders, as in venture capital companies, who take an equity stake in return for providing loans.

3. Lenders

The traditional recipient of the business plan is the bank manager.  It is true that the major banks all encourage the production of business plans to justify overdrafts and loans, offering literature and advice on putting together business plans. Other lenders of money, from private individuals to venture capital companies, will also expect to make their investment decision after the presentation of a formal business plan.

Why?

These three groups will have some shared, and some more separate, motives for using a business plan. Managers, owners and lenders will all be seeking to investigate the following issues:

Managers involved in producing the plan can, in addition, gain from the process itself in the following ways:

1. Clarifying ideas: Putting together a business plan often acts a powerful focus bringing together

generalized and random thoughts into a clearer understanding of the concept, and how it can be

made to work.

2. Finding out the unknown: The information gathering process of a plan can uncover many

 interesting and relevant facts. 

3. Building a team: Developing a plan can be a catalyst to promote a feeling of participation

 among all those involved in a small business. The business plan provides a useful forum for all

 people involved in a small enterprise to express their ideas and feelings, in a way which

 develops a spirit of teamwork among them. The separate parts can find some unity not only in

 the plan, but also in the process of putting it together.

4. Practice in using analysis and presentation: A plan can be an aid to training and management development. The research and analysis involved in a business plan, with quantification into

 forecasted profit and loss and cash flows, is a widely used learning tool at centers of business

 education and also in practice elsewhere.  

5. To assist in raising money: A well presented business plan is no guarantee of raising money, but it helps. Research into why banks decline finance for small business cites “inadequate information" as a common reason. Bank and venture capital companies receive many requests for finance. A professional looking business plan at least help overcome the first hurdle of gaining a hearing.

Owners: a business plan can help owners in the following ways;

1. Assessing the feasibility and viability of the business or project

Will it work and become commercially and financially viable?   It is in every one’s interests to make mistakes on paper, hypothetically testing for feasibility, before trying the real thing.

2. Setting objectives and budgets

What is the overall direction and financial target set by the plan? Having a clear financial vision with believable budgets is a basic requirement of everyone involved in a plan.

3. Calculating how much money is needed


What level and type of finance is required to make the plan work? A detailed cash flow with assumption is a vital ingredient to precisely quantify earlier estimates of the likely funds required.

Lenders: of finance will look to a business plan to provide them with additional information, particularly:

1. To evaluate the security offered for funds versus the risks involved;

Any source of funds for a small business will seek the security of tangible assets for their loans, and the comfort of a very high probability of receiving their money back. The assets of a business, such as its debtors and fixed assets are likely to be investigated for their underlying quality and not just balance sheet value.

2. To apprise the quality of management; 
A lender of loan capital will be aware that in a small business the intangible asset of the quality of its management is more important than tangible assets in guaranteeing the security of a loan. The best opportunity they may have to assess the quality of that management may be in observing the production and presentation of the business plan. It is not just what the plan says but how it is put together, and communicated, that will count for or against a lending decision.

What should a business plan look like, and what should be included or excluded?

A business plan needs to answer three straightforward questions:

Where are we Now?

An analysis of the current situation of the market place, the competition, the business concept and the people involved is a necessary first step. It will include any historical background relevant to the position to date.

Where do we Intend Going?

The direction that is intended for the business need to be clear and precise, if others are to share its vision for the future. As well as qualitative expression of the objectives, quantifiable targets will clarify and measure progress towards the intended goals. 

How do we Get There?

Implementation of accepted aims is what all the parties to a plan are interested in as a final result. Plans for marketing and managing the business, with detailed financial analysis are the advisable preliminaries before putting it all into practice.
 3.2 Developing a Business Plan
Business Plan Contents
Although a plan’s contents will vary from business to business, its structure is fairly standardized. Your plan should contain as many of the following sections as appropriate for your type of venture.

Cover Page

The cover page should include the name of the business, its address and phone number, and the date the plan was issued. 

Table of Contents

You want the business plan to be as easy to read as possible. An orderly table of contents will allow the reader to turn directly to the sections desired.

Executive Summary

The executive summary gives a one- to two-page overview of your entire plan. It is the most important section of the plan because readers do not want to wade through 35 to 40 pages to get the essential facts. If you do not capture the reader’s attention here, he or she is not likely to read the rest of the plan.

The executive summary should include the following components:

• Venture information—what product or service you provide, your competitive advantage, when the company was formed, your company objectives, and the background of you and your management team.

• Market opportunity—the expected size and growth rate of your market, your expected market share, and any relevant industry trends.

• Financial data—financial forecasts for the first three years of operations, equity investment desired, and long-term loans that will be needed.

Note: Although the executive summary is the first section of the plan, it should be written last. You are condensing what you have already written into the summary, not expanding the summary to fill the plan. 

Description of the Business

In this section, you should describe the background of your company, your choice of legal business form, and the reasons for the company’s establishment. How did your business get to the point where it is today? give some information about what  your business does and how it satisfies customers’ needs. How did you choose and develop your products or services to be sold? Don’t be afraid to describe any setbacks or missteps you have taken along the way to forming your business. They represent reality, and leaving them out could make your plan and projections look “too good to be true” to lenders or investors.

Environmental and Industry Analysis

In the section on environmental and industry analysis, you have an opportunity to show how your business fits into larger contexts. An environmental analysis shows identified trends and changes that are happening at the national and international levels that may influence the future of your small business. Introduce environmental categories such as economic, competitive, legal, political, cultural, and technological arenas that affect and are affected by your business. Discuss the future outlook and trends within these categories.

Changes in the legal or political arena can provide opportunities as well. While you generally cannot control such external environments, you can describe the opportunities that changes in them present in your business plan. As an entrepreneur, you have to understand the world in which you operate and how you can best assess the opportunities that arise there.

Marketing Plan

· Products or Services

In this section, you can go into detail describing your product or service. How is your product or service different from those currently on the market? Are there any other uses for it that could increase current sales? Include drawings or photos if appropriate. Describe any patents or trademarks that you hold, as these give you a proprietary position that can be defended. Describe your competitive advantage. What sets your product or service apart as better than the competition’s? What is your product’s potential for growth? How do you intend to manage your product or service through the product life cycle? Can you expand the product line or develop related products? In this section of your business plan, you can discuss potential product lines as well as current ones.

· Pricing  

Your pricing policy is one of the most important decisions you will have to make. The price must be “right” to penetrate the market, to maintain your market position, and especially to make profits. Compare your pricing policies with those of the competitors you identified earlier. Explain how your gross margin will allow you to make a profit after covering all expenses. Many people go into business with the intent of charging lower prices than the competition. If this is your goal, explain how you can follow this strategy and still make a profit—through greater efficiency in manufacturing or distribution of the product, lower labor costs, lower overhead, or whatever else allows you to undercut the competition’s price. You should discuss the relationship between your price, your market share, and your profits. 

· Promotion 

How will you attract the attention of and communicate with your potential customers? For industrial products, you might use trade shows and advertise in trade magazines, via direct mail, or through promotional brochures. For consumer products, you should describe your plans for advertising and promotional campaigns. 

· Place

 Describe how you intend to sell and distribute your products. Will you use your own sales force or independent sales representatives or distributors? 

Manufacturing and Operations Plan

The manufacturing and operations plan will stress elements related to your business’s production. It will outline your needs in terms of facilities, location, space requirements, capital equipment, labor force, inventory control, and purchasing. Stress the areas most relevant to your type of business. For instance, if you are starting a manufacturing business, outline the production processes and your control systems for inventory, purchasing, and production. The business plan for a service business should focus on your location, overhead, and labor force productivity.

Management Team

A good management team is the key to transforming your vision into a successful business. Show how your team is balanced in terms of technical skills (possessing the knowledge specific to your type of business), business skills (the ability to successfully run a business), and experience. As when building any other kind of team, the skills and talents of your management team need to complement one another.

Financial Plan

Your financial plan is where you demonstrate that all the information from previous sections of your business plan, such as marketing, operations, sales, and strategies, can come together to form a viable, profitable business. Potential investors will closely scrutinize the financial section of your business plan to ensure that it is feasible before they become involved. Projections should be your best estimates of future operations. Your financial plan should include the following statements;

• Sources and uses of capital (initial and projected)

• Cash flow projections for three years

• Balance sheets for three years

• Profit-and-loss statements for three years

• Break-even analysis
Chapter Four

Product and Service Concept
4.1 Product 

The product is at the heart of your marketing mix. Remember that product means tangible goods, intangible services, or a combination of these. Many businesses offer a combination of goods and services. Restaurants, for instance, provide both goods (food and drink) and services (preparation and delivery). When determining your product strategy, it is useful to think about different levels of product satisfaction. Products are the “bundle of satisfaction” that consumers receive in exchange for their money. The most basic level of product satisfaction is its core benefit, or the fundamental reason why people buy products. For an automobile, the core benefit is transportation from point A to point B. With a hotel room, the core benefit is a night’s sleep. The next level of product satisfaction is the generic product. For an automobile, the generic product is the steel, plastic, and glass. For the hotel, the building, the front desk, and the rooms represent the generic product. The third level of product satisfaction is the expected product, which includes the set of attributes and conditions that consumers assume will be present. Consumers expect comfortable seats, responsive handling, and easy starting from their cars. A hotel guest expects clean sheets, soap, towels, relative quiet, and indoor plumbing. The augmented product, the fourth level of product satisfaction, is all the additional services and benefits that can distinguish your business. For example, night vision built into windshields, satellite-linked navigational systems in autos, and express checkout and health club facilities in hotels are product augmentations. Augmentations represent the sizzle that you sell along with the steak. The problem with product augmentations is that they soon become expected. When you have raised your costs and prices by adding augmentations, you open the door for competitors to come in and offer more of a generic product at a lower price. The fifth and final level is the potential product. It includes product evolutions to come. Not long ago, a DVD-R drive was a potential product for personal computers. It soon became a product augmentation and, very quickly, expected.

Thus, the products that you develop and sell in your small business are more than just a combination of tangible features. Always keep in mind which core benefits customers receive from your product, how the actual product satisfies those core needs, and how you can augment your products to make them more appealing.

4.2 Product development process

New product development is a crucial process for the survival of firms, especially small businesses. The small business environment today is very dynamic and competitive. For small enterprises to withstand competition from big organizations, they have to continuously update their products to conform to current trends. The new product development process is the cycle that a new product has to undergo from conceptualization to the final introduction into the market. The following phases guide the new product development process for small businesses;

1. Idea Generation

This is the initial stage where a business sources for ideas regarding a new product. Some of the sources for new product ideas include the business customers, competitors, newspapers, journals, employees and suppliers. Small businesses may be limited when it comes to technical research-based idea generation techniques. This stage is crucial as it lays the foundation for all the other phases, the ideas generated shall guide the overall process of product development.

2. Screening

The generated ideas have to go through a screening process to filter out the viable ones. The business seeks opinions from workers, customers and other businesses to avoid the pursuit of costly unfeasible ideas. External industry factors affecting small businesses, such as competition, legislation and changes in technology, influences the enterprise's decision criteria. At the end of the screening process, the firm remains with only a few feasible ideas from the large pool generated.

3. Concept Development

The enterprise undertakes research to find out the potential costs, revenues and profits arising from the product. The business conducts a SWOT analysis to identify the strengths, weakness opportunities and threats existing in the market. The market strategy is set out to identify the product's target group, which facilitates segmentation of the product's market. Market segmentation is important as it enables the firm to identify its niche. The identified niche influences most of the marketing decisions.

4. Product Development and Commercialization

Product development entails the actual design and manufacture of the product. Development commences with the manufacture of a prototype that facilitates market testing. Based upon the results of the tests, the business owner decides on whether to undertake large-scale production or not. Favorable results precede large-scale production and commercialization. The business launches its promotion campaign for the new product. The market research conducted during the conception stage influences the timing and location of the product launch.
4.3 Product protection (Patents, Trademarks and Copyrights)

Some people confuse patents, copyrights and trademarks. Although there may be some similarities among these kinds of intellectual property protection, they are different and serve different purposes. 

What Is a Copyright? 

Copyright is a form of protection provided to the authors of "original works of authorship" including literary, dramatic, musical, artistic, and certain other intellectual works, both published and unpublished. The copyright protects the form of expression rather than the subject matter of the writing. 

What Is a Trademark or Service mark? 

A trademark is a word, name, symbol or device which is used in trade with goods to indicate the source of the goods and to distinguish them from the goods of others. A service mark is the same as a trademark except that it identifies and distinguishes the source of a service rather than a product. The terms "trademark" and "mark" are commonly used to refer to both trademarks and service marks. Trademark rights may be used to prevent others from using a confusingly similar mark, but not to prevent others from making the same goods or from selling the same goods or services under a clearly different mark. 

What Is a Patent? 

A patent for an invention is the grant of a property right to the inventor, issued by the concerned office. The right conferred by the patent grant is, in the language of the statute and of the grant itself, "the right to exclude others from making, using, offering for sale, or selling" the invention in a given country or "importing" the invention into the country. What is granted is not the right to make, use, offer for sale, sell or import, but the right to exclude others from making, using, offering for sale, selling or importing the invention. 

Chapter Five

Marketing in Small Business

 5.1 The Marketing Mix  

Your marketing mix consists of the variables that you can control in bringing your product or service to your target market. Think of them as the tools your small business has available for its use. The marketing mix is also referred to as the Four Ps: product, place, price, and promotion. You must offer the right product (including goods and services) that your target market wants or needs. Place refers to channels of distribution you choose to use, as well as the location and layout of your small business. Your price must make your product attractive and still allow you to make a profit. Promotion is the means you use to communicate with your target market. 

1. Product
The product is at the heart of your marketing mix. Remember that product means tangible goods, intangible services, or a combination of these.

2. Place (Distribution)

In marketing, distribution has two meanings: the physical transportation of products from one place to the next, and the relationships between intermediaries who move the products—otherwise called the channels of distribution. There are two types of distribution channels: direct and indirect. With a direct channel, products and services go directly from the producer to the consumer. Buying a pair of sandals directly from the artisan who made them, is an example of sales through a direct channel. Indirect channels are so called because the products pass through various intermediaries before reaching the consumer. Small businesses that use more than one channel. Intermediaries include agents, brokers, wholesalers, and retailers. Agents bring buyers and sellers together and facilitate the exchange. They may be called manufacturer’s agents, selling agents, or sales representatives. Brokers represent clients who buy or sell specialized goods or seasonal products. Neither brokers nor agents take title to the goods sold. Wholesalers buy products in bulk from producers and then resell them to other wholesalers or to retailers. Wholesalers take title to goods and usually take possession. Retailers sell products to the ultimate consumer. Retailers take title and possession of the goods they distribute. The key word for evaluating a channel of distribution is efficiency—getting products to target markets in the fastest, least expensive way possible.
3. Pricing
Price is the amount of money charged for a product. It represents what the consumer considers the value of the product to be worth to them. The value of a product depends on the benefits received compared with the monetary cost. People actually buy benefits— they buy what a product will do for them. Price differs from the other three components of the marketing mix in that the product, place, and promotion factors all add value to the customer and costs to your business. Pricing lets you recover those costs.  Even though the pricing decision is critical to the success of a business, many small business owners make pricing decisions poorly. Total reliance on “gut feeling” is inappropriate, but so is complete reliance on accounting costs that ignore what is happening in the marketplace—what the competition is doing and what customers demand.
Three important economic factors are involved in how much you can charge for your products: competition, customer demand, and costs.

i. Competition

Your competitors will play a big part in determining the success of your pricing strategy. The number of competitors and their proximity to your business influence what you can charge for your products, because the competition represents substitute choices to your customers. The more direct competition your business faces, the less control you have over your prices. 
ii. Demand

The second economic factor that affects the price you can charge for your products is demand—how much of your product do people want and what price are they willing to pay. Ordinarily as price goes up, people buy less of a product, and as price goes down, people are willing to buy more of a product, an inverse relationship. The demand curve graphically demonstrates this relationship between price and quantity demanded, and since the relationship is inverse, the demand curve has a downward slope.
iii. Costs

Earlier we stated that the “right” price is actually a range of possible prices. What your competition charges and what consumers are willing to pay set the ceiling for your price range. Your costs establish the floor for your price range. If you cannot cover your costs and make a profit, you will not stay in business.

Your total costs fall into two general categories: fixed costs and variable costs.

Total costs = Fixed costs + Variable costs
Fixed costs remain constant no matter how many goods you sell. In the short run, your fixed costs are the same whether you sell a million units or none at all. Costs such as rent and property taxes are fixed. Variable costs, in contrast, rise and fall in direct proportion to sales. Sales commissions, materials, and labor tend to be variable costs.

4. Promotion

The goal of a company’s promotional efforts is to communicate with target markets. You have four major tools available when developing your promotional mix: advertising, personal selling, public relations, and sales promotions. The weight you choose to give to each of these tools will depend on your type of business.

i. Advertising

Advertising is a way to bring attention to your product or business by publishing or broadcasting a message to the public through various media. Your choices of media include the following:

• Print media: newspapers, magazines, direct mail, Yellow Pages

• Broadcast media: radio, television, or computer billboards

• Outdoor media: billboards or posters placed on public and other transportation
The habits of your target market will affect your choice of advertising media. For example, if your target market is teenagers, online would be the most appropriate choice. The nature of your product will also help to determine the media selected. Does advertising for your product need to include color, sound, or motion to make it more attractive? The cost of your advertising is another important factor in choosing media vehicles. 
ii. Personal Selling
Personal selling involves a personal presentation by a salesperson for the purpose of making sales and building relationships with customers. Through personal selling, you are trying to accomplish three things: identify customer needs, match those needs with your products, and show the customers the match between their need and your product.
iii. Sales Promotions

Any activity that stimulates sales and is not strictly advertising or personal selling is called a sales promotion. Special in-store displays, free samples, contests, trade show booths, and the distribution of coupons, premiums, and rebates are examples of sales promotions. These activities enhance but do not replace your advertising or personal selling efforts. They are most effective when used in intervals, because customer response decreases over time as customers become familiar with the promotions.

iv. Public relations

Public relations include a variety of programs to promote or protect a company's image or individual products. The wise company takes concrete steps to manage successful relations with its key publics.
5.2 Marketing research

Market research is the function that links the consumer, customer, and public to the marketer through information. That information can be used to identify and define marketing opportunities and problems; to generate, refine, and evaluate marketing actions; to monitor marketing performance; and to improve understanding of marketing as a process.

The American Marketing Association (AMA)

One of the major advantages that small businesses have over large businesses is close customer contact. Although this closeness can help you maintain your competitive advantage, you will also need a certain amount of ongoing market research to stay closely attuned to your market. If you are starting a new business, you will need market research even more.

Market Research Process

The market research process follows five basic steps: identifying the problem, developing a plan, collecting the data, analyzing the data, and drawing conclusions.

Step 1. Identify the Problem 

The most difficult and important part of the market research process is the first step—identifying the problem. You must have a clearly stated, concisely worded problem to generate usable information. Many people (novice and experienced researchers alike) have trouble with this step because they confuse problems with symptoms.

Your marketing “problem” does not always have to be something that is wrong. It could be something that is lacking or something that could be improved. You can use market research not only to solve problems but also to identify opportunities. Whatever your goal, your ability to complete this first step of the research process is important in guiding the rest of your research efforts.

Step 2. Planning Market Research 

Market research is often expensive, but a plan for how you will conduct your research project can help keep costs in check. Before you start, you must separate what is “critical to know” from what would be “nice to know.” Your next step is to design a way to address the problem or answer the question that you have identified concerning your business. You can do it yourself, and you should keep it as simple as possible.
In planning your market research project, you need to do the following:

•Identify the types of information that you need.

• Identify primary and secondary sources of data.

• Select a sample that represents the population you are studying.

• Select a research method and measurement technique to answer your research question (s).

In conducting market research for your small business, you should choose a method that provides enough reliable data for you to make a decision with confidence. The method you choose must also use your limited time, money, and personnel efficiently.

Step 3. Collecting Data 

After you have identified the research problem and laid out a plan, you are ready to gather data. Although it sounds simple, don’t get this order reversed. A common research error is to begin the process by gathering data and then trying to figure out what the information means and where to go with it—putting the cart before the horse. Determine what you need, and only then go get it. There are two basic types of data you may seek: secondary and primary.

Step 4. Data Analysis 

Basically, data analysis is the process of determining what the responses to your research mean. Once data have been collected, they must be analyzed and translated into usable information. Your first step is to “clean” the data. This effort includes removing all questionnaires and other response forms that are unusable because they are incomplete or unreadable. Depending on the instrument or methodology used to gather data, you may need to code and examine the data to identify trends and develop insights.

Step 5. Presenting Data and Making Decisions 

Market research that does not lead to some type of action is useless. Your research needs to aid you in making management decisions. Should you expand into a new geographic area? Should you change your product line? Should you change your business hours?

Conclusions based on your data analysis may be obvious. Data may fall out in such a way that you can see exactly what you need to do next to address the research problem identified in Step1.

Market research can provide you with information that will allow you to take proactive steps. This consideration is important because, as a small business owner, deciding what you need to do in the future is much more important than knowing what has happened in the past.
 5.3 Competitive analysis

What is a Competitive Analysis?

A competitive analysis compares your business to others in your industry. It is useful for determining your competitive advantage, and realistically assessing your business's limitations. The goal of a competitive analysis is to demonstrate how well you know the market, in order to convince your audience that your business will succeed over others. A basic competitive analysis involves the following steps;

1. Identify your competitors

The first step of preparing your competitive analysis is to determine who your competitors are. If you're planning to start a small business that's going to operate locally, you can identify your competitors just by walking or driving around the local area.

2. Gather information about competitors

Secondly, you need to gather information about your competition that you need for the competitive analysis. This can be the hard part. While you can always approach your competitors directly, they may or may not be willing to tell you what you need to know. A visit is still the most obvious starting point.  You can learn a lot about your competitor's products and services, pricing, and even promotion strategies by visiting their business site, and may even be able to deduce quite a bit about the benefits your competitor offers. Go there, once or several times, and look around. Watch how customers are treated. Check out the prices. You need to know: What markets or market segments your competitors serve; What benefits your competition offers; Why customers buy from them; And as much as possible about their products and/or services, pricing, and promotion. Then, identify the strengths and weakness of your competitors, one by one, and enter that information into a chart or an Excel spreadsheet. This way you can review the information and determine whether the competitor has a distinct advantage over your small business. Sources of information about competitors include vendors or suppliers, and employees. They may or may not be willing to talk to you, but it's worth seeking them out and asking. Once you've compiled the information about your competitors, you're ready to analyze it!!!
 5.4 Marketing strategies

Your marketing strategy should be decided in the early 

stages of operating your business. It should state what you intend to accomplish and how you intend to accomplish it. The marketing section of the business plan is a good place for the small business owner to identify marketing strategies. Any potential investor will carefully inspect how you have laid out the marketing action that will drive your business. A good marketing strategy will help you to be proactive, not reactive, in running your business.
A marketing strategy that communicates the benefits that consumers receive is crucial. However comprehensive or simple your marketing plan, it should include a description of your vision, marketing objectives, sales forecast, target markets, and marketing mix.

a) Setting Marketing Objectives

Your marketing objectives define the goals of your plans. They can be broken into two groups: marketing-performance objectives and marketing-support objectives. Objectives for marketing performance are specific, quantifiable outcomes, such as sales revenue, market share, and profit. Objectives for marketing support are what you must accomplish before your performance objectives can be met, such as educating customers about your products, building awareness, and creating image. Like any goal you want to accomplish in business, marketing objectives need to be (1) measurable, (2) action-oriented by identifying what needs to be done, and (3) time specific by targeting a date or time for achievement.

b) Developing a Sales Forecast

Your marketing plan should include a sales forecast, in which you predict your future sales in dollars and in units—in other words, what your “top line” will be. If you are writing a business plan for a start-up business, the sales forecast is one of the most important pieces of information you will gather. Why? Because that “top line” figure becomes the foundation for your pro forma income statements and cash-flow statement. From your projected revenues, you will subtract your expenses and disbursements to see if and when you will make a profit.

c) Identifying Target Markets

Market segmentation is the process of dividing the total market for a product into identifiable groups, or target markets, with a common want or need that your business can satisfy. These target markets are important to your business because they consist of the people who are more likely to be your customers. They are the people toward whom you should direct your marketing efforts. Identifying and concentrating on target markets can help you avoid falling into the trap of trying to be everything to everyone—you can’t do it.

d) Understanding Consumer Behavior

Whereas market segmentation and target marketing can tell you who might buy your products, it is also essential to your small business marketing efforts to understand consumer behavior—why those people buy. Information on consumer behavior comes from several fields, including psychology, sociology, biology, and other professions that try to explain why people do what they do. 

Chapter Six

Organizing and financing the new venture

6.1 Entrepreneurial Team and Business Formation

Introduction

The success of an enterprise is more often determined by the individuals who lead it forward than by its products or services. The entrepreneurial team transforms creative ideas into commercial realities through their hard work and determination. 

Matching human resource need and skills

New ventures succeed or fail on the performance of founding entrepreneur. An exceptional new product positioned in the best possible market has no life of its own without a skilled founder. It is the capability of a determined entrepreneur or the strength of an entrepreneurial team that breathes life into an enterprise.
Three important criteria for establishing a successful entrepreneurial team are: 

1- The founder must have the personal skill and commitment to head the venture.

2- The founder must either have a team or able to identify who is needed on a team to launch the venture.

3- The team must be able to share in the success of the new venture.
The last point is crucial because what an entrepreneur needs are enthusiastic people who can share in the vision, complement one another’s skills and emotionally “buy into” the venture concept.

The Founder’s Role

Founding entrepreneurs are responsible for defining their businesses and identify human resource requirements. Consequently, founders must first understand their own skills and limitations, and then have the ability to attract others to the venture. The inventor and marketer may form a good team, but they will also need to demonstrate their conceptual ability to lead an enterprise and to be financially responsible. More often, entrepreneurs must face the reality of needing help. Consequently, an entrepreneurial team is needed, and the lead entrepreneur must have the human resource skills to organize this team and to focus its efforts on fulfilling the venture’s objective.

In the pre-start up stage, entrepreneur should be able to define in the business plan the skills needed and the roles of team members. When possible, these team members and partners should be specially identified. Founding entrepreneur is expected to fulfill leadership roles, but often they may be more effective in the background.
Team Member Roles
Team members are partners in the emotional sense that have joined together to pursue a dream; they are adventures bound together by a common purpose. In most instances, team members have a stake in the venture as partners, stockholders, or employees who expect to share in success through stock options or bonuses. All team members embrace their functional specialization, such as being responsible for marketing, customer service, or product development, but they must also be part of the “general manager” process of planning and problem solving. As noted earlier they must be able to contribute to the venture with enthusiasm. They are associates who, together, will create a business infrastructure and established a sense of “culture” that gives the venture its unique image. They will also face crises together, and share in the wealth of success or the agony of failure.

Once an enterprise is established and begins to grow, team member roles change. Their individuality as founders is less important than their ability to build an organization. As founders, all team members have to be entrepreneurs in the sense of accepting risk and team innovative. As members of an expanding enterprise, they must be manger capable of building and leading an efficient staff. They must transform themselves from mavericks that launched the venture to professional managers who can make it grow. Therefore, roles of entrepreneurs and their team members must be described in terms of the stage of venture development as well as their functional skills.
The entrepreneurial team is more than the official founder(s) and close staff members. It comprises those who have the enthusiasm and commitment to help, and to be part of, the new venture. The team is the heart of the enterprise. It sets the pace of development, instills a philosophy of leadership, and provides the inspirations to transform entrepreneurial dreams into commercial realities.

6.2. Sources and Types of Financing

6.2.1 Basic Concepts

One of the most challenging aspects of a business is acquiring the funding necessary to open your doors for the very first time and to keep your business running until you start to produce positive cash flow. Money needed by your new start-up range from rent, to equipment, to production of your product, to hiring employees, to paying for needed licenses and permits.

The fundamental financial building blocks for a business person are recognizing (1)what assets are required to open the business; (2) what expenses will be required; (3) which expenses cannot be changed and must be paid, called fixed costs, and (4) knowing how these costs will be financed. This knowledge relates to the business’s initial capital requirements.

The process of determining initial capital requirements begins with identifying the short-term and long-term assets as well as the expenses, including fixed costs necessary to get the business started. Once you have this list, you must then determine how to pay these costs necessary to get your business up and running. Typical short-term assets include cash and inventory but may also include prepaid expenses (such as rent or insurance paid in advance) and a working capital (cash) reserve. Because many businesses are not profitable in the first year or so of operation, having a cash reserve with which to pay bills can help you avoid becoming insolvent.

The most common long-term assets are buildings and equipment, but these assets may also include land, patents, and a host of other items. Each of these assets must be in the business before the enterprise earns its first dollar of sales. This means you must carefully evaluate your situation to determine exactly what has to be in place for the business to operate effectively. 

The Five “Cs” of Credit

When an entrepreneur decides to seek external financing, He/she must be able to prove creditworthiness to potential providers of funds. A traditional guideline used by many lenders is the five “Cs” of credit, where each “C” represents a critical qualifying element:

1. Capacity. Capacity refers to the applicant’s ability to repay the loan. It is usually estimated by examining the amount of cash and marketable securities available, and both historical and projected cash flows of the business. The amount of debt you already have will also be considered.

2. Capital. Capital is a function of the applicant’s personal financial strength. The net worth of a business—the value of its assets minus the value of its liabilities— determines its capital. The bank wants to know what you own outside of the business that might be an alternate repayment source.

3. Collateral. Assets owned by the applicant that can be pledged as security for the repayment of the loan constitute collateral. If the loan is not repaid, the lender can confiscate the pledged assets. The value of collateral is not based on the assets’ market value, but rather is discounted to take into account the value that would be received if the assets had to be liquidated, which is frequently significantly less than market value.

4. Character. The applicant’s character is considered important in that it indicates his apparent willingness to repay the loan. Character is judged primarily on the basis of the applicant’s past repayment patterns, but lenders may consider other factors, such as marital status, home ownership, etc when attributing character to an applicant. The lender’s prior experience with applicant repayment patterns affects its choice of factors in evaluating the character of a new applicant.

5. Conditions. The general economic climate at the time of the loan application may affect the applicant’s ability to repay the loan. Lenders are usually more reluctant to extend credit in times of economic recession or business downturns.

6.2.2 Methods of Financing

The financing necessary to acquire each asset required for the business must come from either owner-provided funds (equity) or borrowed funds (liabilities). Two kinds of funds are potentially available to the business owner: equity and debt.

1. Equity Financing 

Equity funds are supplied by investors in exchange for an ownership position in the business. Equity financing does not have to be repaid. There are no payments to constrain the cash flow of the business. There is no interest to be paid on the funds. Providers of equity capital wind up owning a portion of the business and are generally interested in (1) getting dividends, (2) benefiting from the increased value of the business (and thus their investment in it), and (3) having a voice in the management of the business. Dividends are payments based on the net profits of the business and made to the providers of equity capital. These payments often are made on either a quarterly, a semiannual, or an annual basis. Many small businesses keep net profits in the form of retained earnings to help finance future growth, and dividends are paid only when the business shows profits above the amount necessary to fund projected new development.
A voice in management is an additional consideration for providers of equity capital. The rationale underlying this concept is that because the owners of a business have the most to lose if the business fails, they are entitled to have a say about how their money is used. Not all equity providers are interested in running a business, of course, but many can contribute important expertise along with their capital. They can enhance your business’s chances of success.

Sources of Equity Financing

The most common sources of equity financing are personal funds, family and friends and partners.

i. Personal Funds 

Most new businesses are originally financed with their creators’ funds. The first place most entrepreneurs find equity capital is in their personal assets. Cash, savings accounts, and checking accounts are the most obvious.

ii. Family and Friends  

Family and friends are more willing to risk capital in a venture owned by someone they know than in ventures about which they know little or nothing. This financing is viewed as equity as long as there is no set repayment schedule. Financing a business with capital from family and friends, however, creates a type of risk not found with other funding sources. If the business is not successful and the funds cannot be repaid, relationships with family and friends can become strained. You should explain the potential risk of failure inherent in the venture before accepting any money from family and friends. 

iii. Partners 

Acquiring one or more partners is another way to secure equity capital.  Many partnerships are formed to take advantage of diverse skills or attributes that can be contributed to the new business. For example, one person may have the technical skills required to run the business, whereas another person may have the capital to finance it. Together they form a partnership to accomplish a common goal. Partners may play an active role in the venture’s operation or may choose to be “silent,” providing funds only in exchange for an equity position. The addition of one or more partners expands not only the amount of equity capital available for the business, but also the ability of the business to borrow funds. This is due to the cumulative creditworthiness of the partners versus that of the business person alone.

2. Debt Financing 

Debt funds (also known as liabilities) are borrowed from a creditor and, of course, must be repaid. Three important parameters associated with debt financing are the amount of principal to be borrowed, the loan’s interest rate, and the loan’s length of maturity. Together they determine the size and extent of your obligation to the creditor. Until the debt is repaid, the creditor has a legal claim on a portion of the business’s cash flows. Creditors can demand payment and, in the most extreme case, force a business into bankruptcy because of overdue payments.

The principal of the loan is the original amount of money to be borrowed. Minimizing the size of the loan will reduce your leverage and your financial risk.  The interest rate of the loan determines the “price” of the borrowed funds. The maturity of a loan refers to the length of time for which a borrower obtains the use of the funds. A short-term loan must be repaid within one year, an intermediate-term loan must be repaid within one to ten years, and a long-term loan must be repaid within ten or more years. Typically, the purpose of the loan will determine the length of maturity chosen. For example, you would use a short-term loan to purchase inventory that you expect to sell within one year. Once you sell the inventory, you repay the loan. For the purchase of a building, which presumably will serve the business for decades, a long-term loan is preferable. 

Sources of Debt Financing

 A thorough understanding of the nature and characteristics of the debt sources will help ensure that you are successful in obtaining financing from the most favorable source for you.

i. Commercial Banks 

Most people’s first response to the question “Where would you borrow money?” is the obvious one: “A bank.” Commercial banks are the backbone of the credit market, offering the widest assortment of loans to creditworthy small businesses. Bank loans generally fall into two major categories: short-term loans (for purchasing inventory, overcoming cash flow problems, and meeting monthly expenditures) and long-term loans (for purchasing land, machinery, and buildings, or renovating facilities). These loans are often self-liquidating, which means that the loan will be repaid directly with the revenues generated from the original purpose of the loan. For example, if a business person uses a short-term loan to purchase inventory, the loan is repaid as the inventory is sold. 

ii. Microfinance Institutions

Microfinance is often defined as financial services for low-income clients offered by different types of service providers. In practice, the term is often used more narrowly to refer to loans and other services from providers that identify themselves as “microfinance institutions” (MFIs). These institutions commonly tend to use new methods developed over the last 30 years to deliver very small loans to borrowers, taking little or no collateral. These methods include group lending and liability, pre-loan savings requirements, gradually increasing loan sizes, and an implicit guarantee of ready access to future loans if present loans are repaid fully and promptly.
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