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Welcome to the sixth Canadian edition of Small Business Management: Launching and 
Growing New Ventures. This is a book that started as the only Canadian book in the field 
of small business management over 17 years ago and continues to be the leader. We 
attribute our success to the same thing we see in successful Canadian entrepreneurs: 
passion. Our passion comes from business experience with entrepreneurial ventures, 
the knowledge we have gained, and years of teaching practical, applied entrepreneur-
ship to thousands of Canadian and international students. Through this book we strive 
to pass on the critical knowledge and skills you will need to join the ranks of successful 
Canadian entrepreneurs.

We agree with the age-old saying that you can’t know a book by its cover. But you 
can learn a lot about a textbook and its success simply by knowing how many students 
have chosen to keep it rather than sell it back to a bookstore at the end of a semester. 
In the case of Small Business Management, a large number of students have made it a part 
of their permanent library. 

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

Owning and managing a small firm has allowed many people to make their dreams 
come true. It is our hope that what we present in this book—and the tools and ancil-
laries that accompany it—will support the varied goals of those seeking independent 
business careers, either directly or indirectly, through the wise counsel of the instructor 
who has selected this book.

There has never been a more exciting time to be an entrepreneur! If you are  
committed strongly enough to your dream, in one creative way or another you will 
overcome the obstacles that lie ahead. New ventures can create tremendous personal 
value for both entrepreneurs and the investors who back them with time and money. 

Preface
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New ventures can also protect and improve quality of life by creating jobs and providing 
new services.

In writing Small Business Management we celebrate the initiative of small business 
owners and entrepreneurs for their success and important contributions to the fabric 
of Canada’s economy and society. The book features vignettes and cases about many of 
them, including students whose businesses either started while taking college or univer-
sity courses, or grew from ideas born in those same classes. 

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

OUR GOALS FOR THIS EDITION
Small Business Management: Launching and Growing New Ventures, Sixth Canadian Edition, 
incorporates current theory and practice relating to starting, managing, and growing 
small firms. We provide well-balanced coverage of critical small business issues, and we 
believe that our diverse backgrounds have contributed to that goal. In developing this 
book, we kept three primary goals in mind. First, we gave readability a high priority 
by continuing to write in the same clear and concise style that students appreciated in 
the last edition. Second, we included numerous real-world examples to help students 
understand how to apply the concepts discussed in the text. And, finally, we incorpo-
rated material to help students explore small business issues in the amazing world of 
the Internet.

WHAT’S NEW IN THE SIXTH EDITION?

A primary purpose of Small Business Management is to present current, relevant content in 
unique and interesting ways, drawing on an abundance of real-world examples to keep the 
reader totally engaged. This edition offers plenty that’s new, including the following:

•	 A	new	pedagogical	feature	has	been	added	that	complements	the	other	integrative	
features of the text. We have added questions at the end of the chapter-opening 
In the Spotlight feature and the Entrepreneurial Experiences features. These questions 
help the reader to better understand and relate the chapter material to the real-
life entrepreneurial challenges and successes. In addition we have provided many 
new examples of entrepreneurs in action, such as Ryan Holmes of Hootsuite or 
Leah and John Garrad-Cole of Love Child Organics.

•	 Chapter	1,	Entrepreneurs, provides updated statistics relating to the number of 
entrepreneurs and small businesses in Canada, and current information on the 
changing face of entrepreneurship, such as younger and older entrepreneurs, 
social entrepreneurs, and serial entrepreneurs.
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•	 Chapter	2,	Start-up and the Need for Competitive Advantage, provides expanded coverage 
of assessing the environment and organization using outside-in and inside-out analysis.

•	 In	Chapter	4,	Franchising and Buyouts, the coverage of franchising has been  
thoroughly revised with updated statistics and coverage of franchise checklists, 
franchise disclosure documents, as well as new material on due diligence, business 
brokers, and non-disclosure agreements.

•	 Chapter	5,	Developing an Effective Business Plan, continues to highlight the impor-
tance of having an effective business plan, including new coverage of the lifestyle 
and full business plan.  

•	 Chapter	6,	Small Business Marketing, Product, and Pricing Strategies, and Chapter 7,  
Distribution and Promotional Strategies, have been thoroughly reorganized with 
pricing	moved	to	Chapter	6	and	distribution	strategies	moved	to	Chapter	7	to	 
better	align	with	the	standard	4	Ps.

•	 Chapter	10,	Form of Organization and Legal Issues, contains updated information on 
Canadian tax rates and laws and how they apply to small business.

•	 Chapter	11,	Selecting a Location and Planning the Facilities, has updated coverage 
of e-commerce, including new coverage of content-based and information-based 
e-commerce models.

•	 Chapter	12,	Operations Management and Control Systems, has been revised to provide 
a stronger focus on the operations process and the tools and techniques of quality 
management, including new coverage of bottlenecks, constraints, poka-yoke, 
project manufacturing, and synchronous management.

•	 Understanding	and	using	financial	information	is	often	difficult	for	small	busi-
ness owners and students, so the two chapters dealing with financial performance 
and management, Chapter 13, Understanding Financial Statements and Forecasting, 
and	Chapter	14, Sources of Financing, have been carefully and thoroughly revised to 
make the issues easier to understand.  New trends, such as crowdsourcing, are also 
explored	in	Chapter	14.

•	 Five	new	cases	have	been	added	to	the	case	section	at	the	end	of	the	text,	
including Dillon’s Small Batch Distillers, Two Men and a Truck, and Numi Tea. 
These and other relevant cases provide opportunities for students to apply chapter 
concepts to entrepreneurial situations in a realistic and timely way. 

•	 We	also	provide	a	new	example	of	a	complete	business	plan	in	Appendix	A:	
Magma Thermal Barriers. This plan is for a more substantial new venture than 
those in previous editions.  The plan identifies an opportunity for a new company 
to offer spray-foam insulation as an alternative to fiberglass insulation to both the 
new home construction and renovation markets.  The authors of the plan have 
done a good job showing how the opportunity could be capitalized on to create a 
successful new venture.

ACHIEVE YOUR BEST

Small Business Management is organized to help students and future entrepreneurs 
achieve success in whatever field they choose. The wide spectrum of content, applica-
tions, cases, graphics, stories, and other details offered in the book has assisted many 
small business entrepreneurs in making their dreams come true. With a focus on 
learning, our features emphasize hands-on activities that capture student interest and 
guarantee practical knowledge.
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uniquE SPOtligHt FEaturES 
The chapter-opening “In the Spotlight” features profile an amazing collection of small 
business owners whose unique insights into how to start, run, and grow a business will 
help readers identify and explore the full range of issues facing today’s business owners.

intEgratEd lEarning SyStEM 
Our integrated learning system uses each chapter’s learning objectives to give struc-
ture and coherence to the text content, study aids, and instructor’s ancillaries, all 
of which are keyed to these objectives. The numbered objectives are introduced in 
the “Looking Ahead” section, and each is concisely addressed in the “Looking Back” 
section at the end of each chapter.

The integrated learning system also simplifies lecture and test preparation. The 
lecture notes in the Instructor’s Manual are grouped by learning objective and identify 
the	appropriate	slides	prepared	in	PowerPoint®	that	relate	to	each	objective.	Questions	
in the Test Bank are grouped by objective as well.

EntrEPrEnEurial ExPEriEnCES 
Practical	examples	from	the	world	of	small	business	and	entrepreneurship	carry	both	
instructional and inspirational value. “Entrepreneurial Experiences” features appear at 
critical junctures throughout the chapters, refuelling and refreshing chapter concepts 
with documented experiences of practising entrepreneurs. 

“yOu MakE tHE Call” ExErCiSES 
“You Make the Call” situations at the end of each chapter are very popular with both 
students and instructors because they present realistic business situations that require 
examining key operating decisions. By taking on the role of a small business owner in 
these exercises, students get a head start in addressing the concerns of small businesses.

CaSES 
Cases—including five new to this edition—are available for each chapter, providing 
opportunities for students to apply chapter concepts to realistic entrepreneurial situa-
tions. A case grid outlines the chapters and related topics that apply to each of the cases 
and	can	be	found	on	page	448	of	the	book.

SUPPLEMENTARY MATERIALS
All resources and ancillaries that accompany Small Business Management, Sixth Canadian 
Edition, have been created to support a variety of teaching methods, learning styles, 
and classroom situations.

ABOUT THE NELSON EDUCATION TEACHING ADVANTAGE (NETA)

The Nelson Education Teaching Advantage (NETA) program delivers research-based 
instructor resources that promote student engagement and higher-order thinking to 
enable the success of Canadian students and educators. To ensure the high quality of 
these materials, all Nelson ancillaries have been professionally copy-edited.

Be sure to visit Nelson Education’s Inspired Instruction website at http://www 
.nelson.com/inspired/ to find out more about NETA. Don’t miss the testimonials of 
instructors who have used NETA supplements and seen student engagement increase!

BK-NEL-LONGENECKER-140433-FM.indd   22 29/12/14   9:05 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



NEL

Preface xxiii

INSTRUCTOR RESOURCES
DOWNLOADABLE SUPPLEMENTS

All NETA and other key instructor ancillaries are provided on the Instructor  
Companion Site, giving instructors the ultimate tool for customizing lectures and  
presentations. 

NETA Test Bank: This resource was written by Richard Yip-Chuck, Humber 
College.	It	includes	over	675	multiple-choice	questions	written	according	to	NETA	
guidelines for effective construction and development of higher-order questions. 
The Test Bank was copy-edited by a NETA-trained editor for adherence to NETA 
best practices. Also included are true/false, essay, and short answer questions. 

The NETA Test Bank is available in a new, cloud-based platform. Testing Powered by 
Cognero® is a secure online testing system that allows you to author, edit, and manage 
test bank content from any place you have Internet access. No special installations or 
downloads are needed, and the desktop-inspired interface, with its drop-down menus 
and familiar, intuitive tools, allows you to create and manage tests with ease. You can 
create multiple test versions in an instant, and import or export content into other sys-
tems. Tests can be delivered from your learning management system, your  classroom, 
or	wherever	you	want.	Testing	Powered	by	Cognero	for	Small Business Management can 
also	be	accessed	through	http://www.nelson.com/instructor.	Printable	versions	of	the	
Test	Bank	 in	Word	 and	PDF	 versions	 are	 available	 through	 your	 sales	 and	 editorial	
representative.

NETA PowerPoint: Microsoft®	PowerPoint®	lecture	slides have been adapted for 
every	chapter.	We	offer	two	separate	collections.	The	Basic	PowerPoint	collection	con-
tains	an	average	of	25	slides	per	chapter.	This	collection	is	a	basic	outline	of	the	chapter	
and contains key figures, tables, and photographs from the sixth Canadian edition of 
Small Business.	The	Expanded	PowerPoint	 collection	 includes	an	average	of	40	 slides	
per chapter and provides a more complete overview of the chapter. NETA principles 
of clear design and engaging content have been incorporated throughout, making it 
simple for instructors to customize the deck for their courses.

Image Library: This resource consists of digital copies of figures, short tables, and 
photographs used in the book. Instructors may use these jpegs to customize the NETA 
PowerPoint	or	create	their	own	PowerPoint	presentations.

Instructor’s Manual: The Instructor’s Manual to accompany Small Business 
 Management has been prepared by Jay Krysler at NAIT. This manual contains lecture 
notes	grouped	by	learning	objective	and	tied	to	PowerPoint	slides	that	relate	to	each	
objective.	The	manual	also	contains	answers	to	the	“Discussion	Questions,”	comments	
on “You Make the Call” situations, and teaching notes for the cases to give you the 
 support you need in the classroom. 

LivePlan®: Students can now learn how to use the award-winning, best-selling profes-
sional software LivePlan to create a business plan. This online resource provides all the 
essentials to create winning business plans, including step-by-step instructions for pre-
paring each section of a plan. Ready-to-customize samples, advice, a detailed marketing 
analysis with links to demographic and marketing tools, and helpful financial tools 
make	it	easy	to	create	a	solid	plan.	Video	and	written	tutorials	from	Palo	Alto	Software	
founder Tim Berry ensure that students fully understand how to maximize LivePlan’s 
dynamic tools.
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Video (0-17-659122-2) and Video Guide: A DVD has been prepared to accompany 
Small Business Management: Launching and Growing New Ventures. Designed to enrich and 
support chapter concepts, these new and exciting videos from the highly acclaimed 
CBC television show Dragons’ Den explore many of the issues relevant to small businesses 
in Canada and bring the real world of entrepreneurship into the classroom to let stu-
dents learn from the experts. Each of the video segments presents entrepreneurs who 
pitch their concepts and products to a panel of Canadian businesspeople. The video 
segments were selected by the authors to challenge the student and to stimulate a lively 
discussion. And nothing helps students master the lessons of small business and entre-
preneurship as much as seeing them put into practice. The videos are also supported by 
a video guide, which includes a synopsis of each video, teaching notes, and case study 
questions with solutions. 

DayOne:	Day	One—Prof	InClass	is	a	PowerPoint	presentation	that	instructors	can	
customize to orient students to the class and their text at the beginning of the course. 

STUDENT ANCILLARIES 
MINDTAP

MindTap for Small Business Management is a personalized teaching experience with 
 relevant assignments that guide students to analyze, apply, and elevate thinking, allowing 
instructors to measure skills and promote better outcomes with ease. A fully online 
learning solution, MindTap combines all student learning tools—readings, multimedia, 
activities,	and	assessments—into	a	single	Learning	Path	that	guides	the	student	through	
the curriculum. Instructors personalize the experience by customizing the presentation 
of these learning tools to their students, even seamlessly introducing their own content 
into	the	Learning	Path.

Visit www.nelson.com/student to start using MindTap. Enter the Online Access 
Code from the card included with your text. If a code card is not provided, you can 
purchase instant access at NELSONbrain.com.

SPECIAL THANKS AND ACKNOWLEDGMENTS
Producing	 the	 sixth	Canadian	 edition	 of	 Small Business Management has truly been  
a team effort. There are numerous individuals to whom we owe a debt of gratitude 
for their assistance in making this project a reality. In particular, we thank our friends 
at Nelson and their associates. We are indebted to Anne-Marie Taylor, Susan Calvert, 
and	Dave	Stratton	at	Nelson	and	to	developmental	editor	Elke	Price,	copy	editor	Erin	
Moore,	and	project	manager	Sangeetha	P.	They	are	true	professionals!

We would also like to acknowledge many others who assisted in reviewing earlier 
editions of this textbook: Ian Anderson, Algonquin College; Richard A. Appleby, Okan-
agan	College;	Bill	Bradburn,	Durham	College;	James	D.	Clark,	University	of	Lethbridge;	
Brock	V.	Cordes,	University	of	Manitoba;	Larry	Drew,	Conestoga	College;	Vance	Gough,	
Mount	Royal	University;	Cammie	Jaquays,	Trent	University;	Jon	Kerr,	York	University;	
Kelly	LeCouvie,	York	University;	Mark	Loo,	Concordia	University	of	Alberta;	Geoffery	
Malleck,	University	 of	Waterloo;	Agostino	Menna,	Niagara	College;	Peter	G.	Pellatt,	 

BK-NEL-LONGENECKER-140433-FM.indd   24 29/12/14   9:05 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



NEL

Preface xxv

	University	 of	 Alberta;	 Barbara	 Rice,	 Conestoga	 College;	 Drew	 Smylie,	 Centennial	
 College; and Dean Warner, Okanagan College.

For their useful suggestions and insightful comments, which helped to shape this 
edition, we are grateful to the following reviewers and to many others who, for reasons 
of privacy, chose to remain anonymous: Jay Krysler, NAIT, The Northern Alberta Insti-
tute	of	Technology;	Tony	Mao,	University	of	Windsor;	H.	Douglas	MacDonald,	Mount	
Royal	University;	Peter	G.	Pellatt,	University	of	Alberta;	and	Youssef	A.	Youssef,	Humber	
Institute of Technology & Advanced Learning.

As a final word of appreciation, to the many instructors who use our text in both 
academic	and	professional	settings.	Ultimately,	it	is	your	evaluation	that	is	important	to	 
us. We view ourselves as partners with you in this venture, and we wish to be sensitive  
to	your	wishes	and	desires	whenever	possible.	Please	write	or	call	us	to	offer	suggestions	to	
help us make the book even better for future readers. You can contact Leo B. Donlevy at 
leo.donlevy@haskayne.ucalgary.ca or Terri Champion at tchampion@niagaracollege.ca.  
We would love to hear from you.
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Practice, Journal of Business Venturing, Journal of International Business Studies, Journal of 
Management, Journal of Organizational Behavior, Journal of Small Business Management, and 
several other periodicals. He has taught entrepreneurship and strategic management 
in a host of overseas settings, including Austria, Costa Rica, the Czech Republic, Ger-
many,	Italy,	Switzerland,	Cuba,	France,	the	Netherlands,	the	United	Kingdom,	and	the	
Dominican Republic. His interest in entrepreneurial opportunity and small business 
management dates back to his grade school years, when he set up a produce sales 
business	 to	experiment	with	 small	business	ownership.	Dr.	Palich	currently	owns	and	
operates Lead Generation X, an Internet marketing firm that employs cutting-edge 
promotional methods to serve its clients and their customers.

FRANK HOY 

Frank	Hoy	 is	 the	Paul	R.	Beswick	Professor	of	 Innovation	 and	Entrepreneurship	 in	
the	School	of	Business	at	Worcester	Polytechnic	Institute.	Dr.	Hoy,	who	was	previously	
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director of the Centers for Entrepreneurial Development, Advancement, Research and 
Support	 at	 the	University	 of	Texas	 at	El	Paso	 (UTEP),	 also	 serves	 as	director	of	 the	
Collaborative	 for	Entrepreneurship	&	 Innovation	 (CEI),	 in	WPI’s	nationally	 ranked	
entrepreneurship	program	 in	 the	 School	of	Business.	He	 joined	 the	WPI	 faculty	 in	
August	2009.	He	holds	a	BBA	from	the	University	of	Texas	at	El	Paso,	an	MBA	from	the	
University	of	North	Texas,	and	a	PhD	in	management	from	Texas	A&M	University.	He	
spent	10	years	as	a	faculty	member	in	the	Department	of	Management	at	the	University	
of Georgia, where he founded and directed the Center for Business and Economic 
Studies, coordinated the entrepreneurship curriculum, and served as state director 
of	the	Georgia	Small	Business	Development	Center.	In	1991,	he	returned	to	El	Paso,	
Texas,	to	join	UTEP	as	a	professor	of	management	and	entrepreneurship	and	dean	of	
the	College	of	Business	Administration.	Dr.	Hoy	is	a	past	president	of	the	United	States	
Association for Small Business and Entrepreneurship and past chair of the Entrepre-
neurship Division of the Academy of Management. He is president of the Family Enter-
prise	Research	Conference	 and	a	member	of	 the	global	board	of	directors	of	 STEP,	
the	Successful	Transgenerational	Entrepreneurship	Practices	project.	His	research	has	
appeared in the Academy of Management Journal, Academy of Management Review, Journal of 
Business Venturing, and Family Business Review, and he is a past editor of Entrepreneurship 
Theory and Practice.

TO THE STUDENT
As authors of Small Business Management: Launching and Growing New Ventures, Sixth 
Canadian Edition, we must measure our success by the effectiveness of our presentation 
to you. Although you may not be involved in selecting this textbook, we consider you 
our customer and wish to be sensitive to your needs in learning the material presented. 
For this reason, we have made every effort to make it understandable and relevant. We 
have also tried to consider your viewpoint in each chapter we have written.

We extend our best wishes to you for a challenging and successful learning experience!

BK-NEL-LONGENECKER-140433-FM.indd   28 29/12/14   9:05 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



NEL

P a r t  1

EntrEprEnEurial
OppOrtunity

 1 Entrepreneurs

 2 Start-up and the need for 
Competitive Advantage

 3 Family Enterprise

 4 Franchising and Buyouts

BK-NEL-LONGENECKER-140433-Chp01.indd   1 29/12/14   7:20 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



2 NEL

C
ou

rte
sy

 o
f H

oo
tsu

ite
 M

ed
ia

, I
nc

.

EntrEprEnEurs

L o o k i n g  a h e a d
After studying this chapter, you 
should be able to

1 Discuss the availability of 
entrepreneurial opportunities.

2 Explain the nature of entrepreneurship 
and how it is related to small 
business.

3 Define small business and identify the 
importance of small business.

4 Identify rewards and drawbacks of 
entrepreneurial careers.

5 Describe the various types of 
entrepreneurs and entrepreneurial 
ventures.

6 Discuss the changing face of 
entrepreneurship in Canada.

7 Describe some characteristics of 
successful entrepreneurs.

ChaPter 1
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i n  t h e  S P o t L i g h t

go Big and Stay home
As the CEO of Hootsuite, a rapidly growing social media company based in Vancouver, B.C., Ryan 
Holmes isn’t afraid to set the bar high. His goal? To build Hootsuite into a billion-dollar company 
in a country that has experienced its share of technology start-up heartbreaks and sellouts. But if 
Holmes has his way, Hootsuite will hold onto its Canadian roots and become the backbone of 
Canada’s technology sector.

Hootsuite offers users a social relationship platform that can link Facebook, Twitter, LinkedIn, 
Google+, and many other profiles together in one account, allowing users to send single messages 
across multiple platforms. Like LinkedIn, Hootsuite operates using a freemium model (where there 
is no charge to the typical user) with the option of upgrading to a premium account for expanded 
features or an enterprise account for companies that want to tap into comprehensive analytics and 
reports to monitor their social media presence.

To some, Holmes is an unlikely entrepreneur—a seemingly laid-back 30 something West Coaster 
who loves yoga, rock climbing, and his dog Mika. However, Holmes is serious about business and 
can best be described as a serial entrepreneur. He started his first business, a paintball company, 
in high school and then during his last year of business school, got into the pizza business. A few 
years later he set his sights on the technology sector, launching Invoke Media, a digital services 
company that led to the development of Hootsuite, which he later spun out into a separate company 
in 2008. Hootsuite’s growth has been nothing short of explosive, after five years the company has 
grown to over 9 million users and 500+ employees, moving Holmes closer to his billion-dollar goal.

As a serial entrepreneur with business in his blood, Holmes is not content to simply focus on 
his own business. Holmes participates as an angel investor and business adviser, mentoring other 
entrepreneurs in Canada and around the world and has partnered with major universities to 
deliver social media courses to future entrepreneurs as part of Hootsuite University. His belief is that 
Canada can support a thriving tech industry, as long as we can develop an entrepreneurial envi-
ronment that will facilitate growth. And this can only help his efforts in reaching his goal—making 
Hootsuite a global brand worth a billion dollars.

diSCuSSion QueStionS:

1. What do you think motivated ryan Holmes to pursue entrepreneurship?
2. Do you think ryan Holmes is a born entrepreneur?

Sources: Trevor Melanson, “Is HootSuite Canada’s Next Billion-dollar Titan?” Canadian Business, January 9, 2013, available at: 
http://www.canadianbusiness.com/technology-news/is-hootsuite-canadas-next-tech-titan/; Drake Bear, “How HootSuite CEO 
Ryan Holmes Is Building a Yoga-loving Maple Syrup Mafia,” Fast Company, October 3, 2013, available at: http://www.fastcompany 

.com/3019055/bottom-line/how-hootsuite-ceo-ryan-holmes-is-building-a-yoga-loving-maple-syrup-mafia; and 30 Second 
Mentor, “Ryan Holmes: What Are the Hot Markets?” Financial Post Online, August 2, 2013, available at: http://business 

.financialpost.com/2013/02/08/ryan-holmes-what-are-the-hot-markets/
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Would you like to become an entrepreneur, to start and operate a small business of your 
own? If so, you are not alone. In 2011, 2.67 million Canadians were self-employed, rep-
resenting 15.4 percent of the employed workforce. Over the past decade the number 
of self-employed in Canada has grown by 17 percent, compared to 15 percent for the 
overall labour force. Approximately 10 percent of the Canadian population currently 
owns a business and, looking to the future, 11.2 percent of Canadians intend to start a 
business at some point in their lives.1

Entrepreneurial fever is also sweeping the nation’s campuses, as students in high 
school, postsecondary, and graduate school take classes to learn how to develop, launch, 
and run their own companies. An entrepreneurial career can provide an exciting career 
path and substantial personal rewards, while also contributing to the development of 
healthy and sustainable communities. As a general rule, when you talk to entrepreneurs 
about what they are currently doing and what their plans are for the future, you can feel 
their excitement and anticipation—which can be contagious!

However, business students are not the only ones interested in entrepreneur-
ship; today engineers, graphic artists, pharmacists, health care professionals, and 
many others are hearing the call to own their own businesses. In addition, employers 
from across all industry sectors are actively seeking out prospective employees that 
have an entrepreneurial mindset and are able to apply their entrepreneurial skills 
and abilities within a work environment—referred to as intrapreneurship. There is 
considerable evidence suggesting that the study of small business and entrepreneur-
ship can facilitate the learning curve for those who want to explore entrepreneurial 
opportunities by teaching many of the basic skills needed, such as understanding 
financial statements, writing a business plan, and imposing structure and deadlines 
on dreams that you might never achieve otherwise. As such, you are about to embark 
on a course of study that will prove invaluable to you, whether you elect to pursue 
an entrepreneurial path or decide to work for an organization while applying your 
entrepreneurial mindset.

EntrEprEnEurial OppOrtunitiEs
Entrepreneurial opportunities exist for those who can create, develop, and produce 
enough products or services desired by customers to make the enterprise economically 
attractive. A promising entrepreneurial opportunity is more than just an interesting 
idea, it involves a product or service that fulfills a customer need and offers a competi-
tive advantage that customers are willing to pay their hard-earned money for it. In other 
words, an entrepreneur must find a way to create value for customers.

Our working definition of entrepreneurial opportunity, as an economically attrac-
tive and timely opportunity that creates value for buyers, distinguishes between 
opportunities and ideas. At any given time, many potentially profitable business 
opportunities exist but not all opportunities will be equally attractive to everyone. 
These opportunities must be recognized and grasped by individuals with abilities 
and desire strong enough to assure success. Not only are there diverse opportunities 
available to entrepreneurs looking to launch a business, but also varying levels and 
definitions of success. Some entrepreneurs are quite successful, some achieve more 
modest rewards, and others fail. However, as many entrepreneurs will attest to, learn-
ing to fail is a part of the entrepreneurial process as it often takes repeated attempts 
to ultimately succeed in business.

entrepreneurial 
opportunity
an economically 
attractive and timely 
opportunity that 
creates for buyers

discuss the availability 
of entrepreneurial 
opportunities.

1
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triple Flip

“Mom, I have nothing to wear!!!!” Sound famil-
iar? For Linda Maslechko and Mona Rae Peterson, 
mothers to five girls between them, this was the 
jumping off point for Triple Flip, a retail concept 
that caters to preteen and tween girls who want 
high-quality, fashionable clothes and accessories to 
match their busy, activity-filled lifestyle. Based in 
Calgary, Alberta, co-owners Linda and Mona Rae 
researched the market, after finding out through 
firsthand experience with their girls that the retail 
industry offered little for the preteen girl. As they 
put it, there was “no brand for them to aspire to” 
and with that, they decided to pursue what they 
considered to be a niche market, creating a posi-
tive, inspirational brand that would not only appeal 
to young girls, but also meet the needs of parents 
when it came to value, quality, and fit. Triple Flip 
is proud of the fact that they use measurements of 
real preteen girls and take into account the vari-
ety of shapes and sizes tweens come in versus what 
many larger clothing retailers do, which is simply 
adapting designs made for adults.

The first Triple Flip store opened in Calgary 
in 2005; following that success, the company has 
grown to 10 locations in Alberta, Saskatchewan, 
Manitoba, and Ontario. Linda and Mona Rae 

believe their success is based on the commitment 
they have to their customers, taking the time 
to solicit opinions from their target market, to 
ensure their needs are being met. The company 
believes that superior customer service and the 
use of social media and community involvement 
has helped it create a unique and differentiated 
brand in the competitive retail apparel industry. 
At least once per year, Triple Flip stores across 
Canada select 24 local girls to be Flip Girls, acting 
as models for their local stores in posters, online, 
and even as live mannequins in stores during spe-
cial promotions.

QueStion:

 1. What competitive advantage does Triple 
Flip provide to its customers?

Sources: Sean C. Tarry, “Calgary’s Original Flip Girls,” 
Canadian Retailer, Winter 2011, pp. 25–28; http:// 
tripleflip.ca/; and Rebecca Horan, “Triple Flipping Out: 
Winnipeg’s Newest Fashion Destination for Tweens,” 
June 28, 2012, Metronews.ca, available at: http://
metronews.ca/voices/fashion-flirt/280336/triple-
flipping-out-winnipegs-newest-fashion- destination- 
for-tweens/.

ENTREPRENEuRIAL ExPERIENCES

EntrEprEnEurship and small BusinEss
Thus far, we have discussed entrepreneurship and small business opportunities in a very 
general way. However, it is important to note that, despite many similarities, there are 
various interpretations of the terms entrepreneur.

WhO arE thE EntrEprEnEurs?

In its most general form, the term entrepreneur can be used to describe any individual who 
is an active business owner, whether it is a small, medium, or large sized business. How-
ever, some distinctions are often made within that broad category. Founders or nascent 
entrepreneurs are thought to be individuals who discover market needs and launch new 
firms to meet those needs. They provide an impetus for change, innovation, and progress, 
while trying to mitigate risk in pursuit of a new venture opportunity. However, we do not 
limit the term entrepreneur to only founders of business firms; we may also apply the term to 
second-generation operators of family-owned firms, franchisees, and  owner-managers who 

entrepreneur
a person who 
launches, builds, 
and/or operates a 
new or an existing 
business, to create 
value while assuming 
both the risk and the 
reward for his or her 
efforts

explain the nature of 
entrepreneurship and 
how it is related to 
small business.

2
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have bought out the founders of existing firms. Our definition, however, does exclude sala-
ried managers of larger corporations, even those sometimes described as entrepreneurial 
because of their flair for innovation and willingness to accept risk.

To get an idea of the unlimited potential of entrepreneurial ventures, think of the 
achievements of entrepreneurs Chip Wilson of Lululemon, or Clive Beddoe of WestJet, 
who founded organizations that developed into industry leaders. It is easy to overesti-
mate the importance of large corporations, because of their high visibility. Small busi-
nesses seem dwarfed by corporate giants such as Canadian Tire Corporation Limited 
(over 490 retail stores, 57,000 employees, and serving over 180 million customers a 
year), Bombardier Inc. (the world’s only manufacturer of planes and trains with over 
72,000 employees and revenues in excess of $80 billion), and Tim Hortons (now part 
of Wendy’s International Inc., with over 4,400 locations worldwide, generating over  
$3 billion in sales). Yet almost all companies start as small businesses, and small business 
remains a vital component of our economy.

dEfinitiOn Of small BusinEss
What is a small BusinEss?

In this book we use the following general criteria for defining a small business:

1. Compared with the biggest firms in the industry, the business is small; in most 
cases the number of employees in the business is usually fewer than 100.

2. The entrepreneur/owner(s) is actively involved in the management of and day-to-
day business activities.

3. Financing of the business is provided by no more than a few individuals.
4. The business may begin with a single individual, but it has growth potential and 

may eventually grow to be a mid-sized or even a large company if the owner 
chooses to pursue growth.

Obviously, some small firms fail to meet all of the criteria. Nevertheless, the discus-
sion of management concepts in this book is aimed primarily at the type of firm that fits 
the general pattern outlined by these criteria.

Why is small BusinEss impOrtant?

As mentioned above, almost all businesses start small and even though few ever reach 
the size of the major corporations mentioned above, the number and growth rate of 
entrepreneurs launching new ventures is a key indicator of economic vitality within 
a country and an important driver of job creation and innovation. As a result, small 
businesses play an important role in the economy of Canada. According to Statistics 
Canada, a “small business” is a firm that has fewer than 100 employees; and in 2013, 
there were 1.08 million small businesses in Canada. Some additional key facts about 
small business in Canada are as follows: 

•	 Over 98 percent of small businesses have fewer than 100 employees.
•	 Small businesses with fewer than 100 employees contribute between 25 and 41 per-

cent to Canada’s GDP.
•	 Small businesses employ approximately 7.7 million Canadians or 69.7 percent of 

the total labour force in the private sector.

small business
a business with 
growth potential 
that is small 
compared to large 
companies in an 
industry, is financed 
by only a few 
individuals, and has 
a small management 
team

define small business 
and identify the 
importance of small 
business.

3
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•	 Between 2002 and 2012 over 100,000 jobs were created by small businesses, 
accounting for on average 78 percent of all new jobs created.

•	 Small business is responsible for $87 billion in exports or about 23 percent of 
Canada’s total exports.2

Refer to the data in “Entrepreneurial Experiences” below for greater insight into the 
Canadian small business environment.

thE mOtivatOrs Of EntrEprEnEurship
Individuals are pulled toward entrepreneurship by a number of powerful incentives 
(see Exhibit 1-2). These rewards may be grouped, for the sake of simplicity, into three 
basic categories: independence, profit, and personal satisfaction.

thE rEWard Of indEpEndEncE

The desire for independence is often cited as being the most powerful motivator for 
many budding small business owners. In fact, 57 percent of Canadians who want to start 
a business want greater independence and freedom and 29 percent want to be their 
own boss.3

Some entrepreneurs value independence because it allows them to achieve flex-
ibility in their personal lives and work habits. An example would be the owner of a 
mountain biking tour firm located in Banff. The owner offers tours during the spring 
and summer season to earn money, then closes the business in September to follow his 
passion for competitive mountain biking by training and participating in the competi-
tive circuit during the fall and winter. Obviously, most entrepreneurs don’t carry their 
quest for flexibility to such lengths. But entrepreneurs in general appreciate the inde-
pendence inherent in entrepreneurial careers. They can do things their own way, reap 
their own profits, and set their own schedules.

Of course, independence does not guarantee an easy life. Most entrepreneurs 
work very hard for long hours. But they do have the satisfaction of making their own 
decisions within the constraints imposed by economic and other environmental fac-
tors. Refer to “Entrepreneurial Experiences” for a snapshot of the entrepreneur’s 
work life.

thE rEWard Of prOfit

The potential for profit is without a doubt an incentive for entrepreneurs considering 
a business venture. The financial return of any business must compensate its owner for 
investing his or her personal time (a salary equivalent) and personal savings (an interest 
and/or dividend equivalent) before any true profits are realized. Entrepreneurs expect 
a return that will not only compensate them for the time and money they invest but also 
reward them well for the risks and initiative they take in operating their own businesses. 
a record 45.3 percent of Canadians interested in starting their own business want to 
achieve a higher income and standard of living.4 However, according to a Cox Business 
research study, only 8 percent of survey respondents stated that money was their main 
motivation for starting their own business.5

identify rewards 
and drawbacks 
of entrepreneurial 
careers.

4
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key Small Business Statistics

According to Industry Canada and the Small Busi-
ness Branch “Key Small Business Statistics” as of 
December 2012, there were 1,107,540 employer 
businesses in Canada, of which 1,087,803 were 
small businesses. As shown in Table 1-1 approxi-
mately 57 percent of all business establishments in 
Canada are located in Ontario and Quebec with 
virtually all the rest divided between the western 
provinces (36 percent) and the Atlantic provinces 

(7 percent). The Northwest Territories, Yukon, 
and Nunavut represent only 0.3 percent of Cana-
da’s employer businesses.

Relative to the working age population (age  
15 years and above) Alberta and Saskatchewan have 
more small- and medium-sized businesses or enter-
prises (SMEs), with ratios of 50.3 and 47.8 per 1,000 
population respectively. Ontario and Quebec have the 
lowest ratios at 35.2 and 35.6 per 1,000 population.

ENTREPRENEuRIAL ExPERIENCES

Table 1-1  Total Number of Employer Businesses, and Number of Small- and Medium-Sized Business Locations Relative to Provincial 
Population and Gross Domestic Product, December 2012

Prov inces/
Terr i tor ies

Employer  Bus inesses

Tota l
Smal l 

(1–99)
Medium 

(100–499)
Large 

(500+)

No.  o f  Smal l -  and 
Med ium-S ized 

Bus iness  Locat ions 
per  1 ,000 Popu lat ion 

(aged  15+ years)

GDP per 
Employer 
Bus iness  

($  thousands)

NewfouNdlaNd 
aNd labrador

17,335 17,090 233 12 40.5 1,940

PriNce edward 
islaNd

5,615 5,547 64 4 46.6 953

Nova scotia 29,686 29,179 468 39 38.0 1,247

New bruNswick 24,992 24,582 386 24 40.3 1,288

Quebec 236,688 232,531 3,830 327 35.6 1,461

oNtario 389,116 381,001 7,437 678 35.2 1,682

MaNitoba 35,980 35,298 622 60 37.4 1,553

saskatchewaN 38,749 38,264 457 28 47.8 1,929

alberta 154,495 151,866 2,397 232 50.3 1,911

british 
coluMbia

171,557 169,178 2,218 161 45.0 1,269

YukoN 1,568 1,549 18 1 N/a 1,696

Northwest 
territories

1,294 1,263 29 2 N/a 3,702

NuNavut 465 455 10 0 N/a 4,224

caNada total 1,107,540 1,087,803 18,169 1,568 39.0 1,591

PerceNtage 100.00 98.22 1.64 0.14

note: LFS working age population (aged 15 years and above) estimates are available for provinces only.

Sources: Statistics Canada, Business Register, December 2012; National Income and Expenditure Accounts 2010; and Labour Force 
Survey (LFS), 2012. http://www.ic.gc.ca/eic/site/061.nsf/vwapj/KSBS-PSRPE_August-Aout2013_eng.pdf/$FILE/KSBS-
PSRPE_August-Aout2013_eng.pdf
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Table 1-2 highlights the number of employer 
businesses by number of employees and by type 
of sector (goods or services). Based on the 2012 
statistics, 55.1 percent of employer  businesses have 
less than four employees, and 87.4  percent have 
less than 19 employees. The large majority of small 
businesses (78.2  percent) are in the service pro-
ducing sector, with 21.8  percent operating in the 
goods-producing sector.

Exhibit 1-1 shows the important role that small 
business plays in terms of employment and job cre-
ation. Small business represents 98 percent of all 
firms in Canada, and as a result, plays a large role in 
net job creation. Seventy-seven percent of all private 
jobs from 2002 to 2012 were created by small busi-
nesses. In total, over 100,000 jobs each year on aver-
age were created by small businesses compared to the 
12.5 percent and 9.8 percent of net new jobs created 
by medium-sized and large businesses respectively.

Table 1-2 Number of Employer Businesses by Sector and Firm Size (Number of Employees), December 2012

Number  of 
Employees

Cumulat ive  Percent  of 
Employer  Bus inesses

No.  o f  Bus iness  Locat ions

Tota l
Goods-Produc ing 

Sec tor1
Serv i ce-Produc ing 

Sec tor1

1–4 55.1 610,178 138,526 471,652

5–9 74.9 219,771 45,958 173,813

10–19 87.4 138,031 26,905 111,126

20–49 95.6 91,026 18,491 72,535

50–99 98.2 28,797 6,686 22,111

100–199 99.4 12,619 3,322 9,297

200–499 99.9 5,550 1,576 3,974

500+ 100.0 1,568 437 1,131

total 1,107,540 241,901 865,639

note 1: By definition, the goods-producing sector consists of manufacturing; construction; and forestry, fishing, mining, quarrying, 
and oil and gas. the service-producing sector consists of wholesale and retail trade; accommodation and food services; profes-
sional, scientific and technical services; finance, insurance, real estate and leasing; health care and social assistance; business, 
building and other support services; information, culture and recreation; transportation and warehousing; and other services.

Source: Statistics Canada, Business Register, December 2012. Industry Canada, Business Register, December 2009 National 
Income and Expenditure, Key Small Business Statistics, July 2010; http://www.ic.gc.ca/eic/site/sbrp-rppe.nsf/eng/
rd02493.html. Reproduced with the permission of the Minister of Public Works and Government Services, 2011.

exhibiT 1-1 
Percentage of Private Job Creation 
by Size of Business Establishment, 
2002-2012 

Small (1–99) Medium (100–499) Large (500+)

77.7%

9.8%

12.5%

Sources: Statistics Canada, Labour Force Survey (LFS), 2012, and calculations by Industry Canada, available at: http://www.ic.gc 
.ca/eic/site/061.nsf/vwapj/KSBS-PSRPE_August-Aout2013_eng.pdf/$FILE/KSBS-PSRPE_August-Aout2013_eng.pdf (page 10).
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exhibiT 1-2 
Rewards of  
Entrepreneurship Rewards of Entrepreneurship

Profit
Freedom from
the limits of 

standardized pay
for standardized work

Independence
Freedom from 

supervision and rules
of bureaucratic
organizations

Personal Satisfaction
Freedom from

routine, boring,
and unchallenging

jobs

thE rEWard Of pErsOnal satisfactiOn

Entrepreneurs frequently speak of the satisfaction they experience in owning their own 
businesses with great passion and enthusiasm. Part of their enjoyment may derive from 
their independence, but some of it reflects an owner’s personal fulfillment in creating 
something from the ground up and working with the firm’s products and services—the 
pleasure, for example, that a ski shop operator gets from talking about skiing and equip-
ment related to it or the satisfaction of serving as a leader in the community. According 
to Steve Murphy, vice president of Bank of Montreal Commercial Banking, “Finding 
something you love doing is a common key to success in business—almost as important 
as translating ideas into practice or developing a customer base.”6

thE draWBacks Of EntrEprEnEurship
Although the rewards of entrepreneurship are enticing, there are also costs associated 
with business ownership. Starting and operating one’s own business typically demands 
hard work, long hours, and much emotional energy. According to the Psychology of 
Business Owners Report by BMO, one-fifth of business owners work an average of  
51 hours a week, and up to 60 hours, and 70 percent would like to be able to spend 
more time with their family.7 Entrepreneurs experience the unpleasantness of personal 
stress as well as the need to invest much of their own time and labour. Many of them 
describe their careers as exciting but very demanding. Refer to “Entrepreneurial Expe-
riences” for additional coverage on the challenges facing small business owners.

The possibility of business failure is a constant threat to entrepreneurs. There is no 
guarantee of success or even of a bailout for a failing owner. Entrepreneurs must assume 
a variety of risks related to business failure. While the probability of business failure is 
often overstated, the 4,353 business bankruptcies and proposals reported in Canada in 
2012 clearly indicate that the possibility of failure is very real. Approximately 85 per-
cent of start-up businesses survive the first year in business, 70 percent survive for two 
years, and 51 percent make it to five years. On a positive note, the number of business 
bankruptcies decreased by 56 percent between 2000 and 2010, to about 3,200 in 2012.8

In deciding on an entrepreneurial career, therefore, you should look at both positive 
and negative aspects. The drawbacks of hard work, emotional stress, and risk require a 
degree of commitment and some sacrifice on your part if you expect to reap the rewards 
(Exhibits 1-3 and 1-4).
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causEs Of BusinEss failurE

Extensive research conducted by Stewart Thornhill and Raphael Amit suggests that fail-
ure among younger firms in the start-up or post-start-up phases is most often attributed 
to a lack of managerial and financial abilities. Older firms may have developed manage-
ment procedures but may fail because they do not adapt to a competitive environment. 
Failure also varies by industry, with bankruptcies in the food, construction, transporta-
tion, and agriculture sectors identified as frequent failures, while retail and wholesale 
insolvencies were more common for senior enterprises.9 In a broader study the causes 
for bankruptcy have been qualified as follows: 

•	 32 percent because of inadequate research and development
•	 23 percent lacked competitive advantage

the Lure of Small Business ownership

The majority of Canadian entrepreneurs find mul-
tiple rewards for running a business, with inde-
pendence and control, personal satisfaction, and 

potential for financial success often identified as 
their key motivators.

ENTREPRENEuRIAL ExPERIENCES

Other

I was committed to the
family business

I could not find suitable job
opportunities at the time

I had a great idea for a business
that I wanted to pursue

I saw it as a path to
financial freedom

I wanted to make better use
of my skills and knowledge

I saw that it fits well
with my lifestyle

I wanted to be my own boss
and make my own decisions 58.3

39.0

36.1

35.2

22.6

15.2

9.3

5.6

% Response

exhibiT 1-3 Reasons for Becoming Small Business Owners 

Source: “Small Business, Big Value,” October 2007, available at: http://www.cfib.ca/research/
reports/rr3040.pdf. Reprinted by permission of the CFIB.
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•	 14 percent due to uncontrolled costs
•	 13 percent due to poorly developed marketing strategies
•	 10 percent because of poor market timing
•	 8 percent succumbed to competitor activities10

Techniques for reducing the risk of failure will be addressed in Chapter 2.

Challenges and rewards11

Regardless of the motivations for starting a 
business small business, owners soon find that 
running a business requires that obstacles be over-
come and battles be fought. The biggest hurdle 
for small business owners is finding new custom-
ers and markets, with 59 percent of respondents 
reporting this as one of their main challenges. 
Dealing with finances and paperwork are other 

challenges. A number of regional differences are 
also noteworthy, with entrepreneurs from the 
Prairies being challenged by employment issues 
and tax obligations. Respondents from Quebec 
found paperwork most troublesome, while busi-
ness owners from British Columbia are the least 
likely to indicate that regulation and red tape are 
obstacles.

ENTREPRENEuRIAL ExPERIENCES

exhibiT 1-4 Entrepreneurs’ Biggest Challenges to Run a Business 

Source: “Small Business, Big Value,” October 2007, available at: http://www.cfib.ca/research/
reports/rr3040.pdf. Reprinted by permission of the CFIB.

Other

Dealing with
technology

Developing the firm’s
products services

Keeping ahead of
tax obligations

% Response

Dealing with
employment issues

Keeping up with
competition

Govt regulations and
paperwork

Dealing with finances

Finding new customers/
markets 58.6

45.7

41.8

34.1

31.8

26.6

26.1

21.2

4.8
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thE many variEtiEs Of EntrEprEnEurship
Entrepreneurship is marked by diversity—that is, there is great variety both in the 
 people and in the firms termed entrepreneurial. As a potential entrepreneur, you should 
be encouraged by this diversity; you do not need to fit a narrow stereotype.

fOundEr EntrEprEnEurs vErsus OthEr BusinEss 
OWnErs and franchisEEs

Generally considered to be “pure” entrepreneurs, founders (or nascent entrepreneurs) 
are individuals who bring new or improved products or services to market. They may 
also be artisans who develop skills and then start their own firms. Or they may be enter-
prising individuals, often with marketing backgrounds, who draw on the ideas of others 
in starting new firms. Whether acting as individuals or as part of a group, founders bring 
small businesses into existence by surveying the market, raising funds, and arranging 
for the necessary facilities. The process of starting an entirely new business is discussed 
in detail in Chapter 2.

founder 
(or nascent 
entrepreneur)
an entrepreneur who 
brings a new firm 
into existence

technology in Small Business

Technology can play a crucial role in the success 
of a business. For some small business owners 
keeping up with emerging technology can pose a 
challenge and also increase the intensity of com-
petition. For other, new technology is viewed as 
an opportunity to promote business growth and 
enhance the efficiency of a business. A survey of 
small business owners by Cox Business provides 
further insight into how technology is viewed by 
small business owners.

Of the small business managers and own-
ers surveyed, 37 percent felt they were able to 
handle new developments in technology, while  
32 percent said they didn’t think they were 
doing a good job of keeping up. Forty percent of 
respondents felt that email was the most impor-
tant communication tool for their business— 
choosing email over cellphones and social media 
for daily communication needs. Over 50 percent 
of business owners believe that new technolo-
gies like apps and mobile marketing were help-
ful in terms of building their business. As well, 
despite the popularity and high profile nature of 
social media as a communication channel, only  

33 percent of small business owners reported 
using social media in their marketing efforts. 
Lastly, although many small business owners 
did not place a large emphasis on technology,  
21 percent chose Steve Jobs as their entrepre-
neurial idol and the entrepreneur they would 
most want to emulate.

QueStionS:

 1. What are the biggest challenges facing 
small business owners today when it comes 
to technology?

 2. How can small businesses use social media 
more effectively?

Sources: David Mielach, BusinessNewsDaily.com, “The 
Number One Reason Most Entrepreneurs Start Busi-
nesses,” June 19, 2013, available at: http://www 
.businessnewsdaily.com/4652-entrepreneur-motivation-
benefits.html; and CoxBlueOnline, “Cox Business Survey 
Reveals What’s On the Minds of Small Businesses,” 
June 18, 2013, available at: http://www.coxblue.com/
cox-business-survey-reveals-whats-on-the-minds-of-small-
businesses/

ENTREPRENEuRIAL ExPERIENCES

describe the 
various types of 
entrepreneurs and 
entrepreneurial 
ventures.

5
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At some point after a new firm is established, it may be purchased or taken over 
by a second-generation family member or another entrepreneur. These “second-stage” 
entrepreneurs do not necessarily differ greatly from founding entrepreneurs in the 
way they manage their businesses. Sometimes, their well-established small firms grow 
rapidly, and their orientation may be similar to that of a founder than to a manager. 
Nevertheless, it is helpful to distinguish between entrepreneurs who found or substan-
tially change firms (the “movers and shakers”) and those who direct the continuing 
operations of established firms.

Franchisees are another category of entrepreneurs that differ from other business 
owners in the degree of their independence. Because of the guidance and constraints 
provided by contractual relationships with franchising organizations, some consider 
franchisees to be limited entrepreneurs. Chapter 4 presents more information about 
franchisees.

high-pOtEntial vEnturEs vErsus attractivE small 
firms and micrOBusinEssEs

Promising start-ups that have great prospects for growth in terms of size and prof-
itability are called high-potential ventures (or gazelles). Within this group, there is 
variation in styles of operation and approaches to growth. Some are high-tech start-
ups—these success stories often feature a technology wizard with a bright idea, backed 
by venture capitalists eager to underwrite the next Google. When such companies pros-
per, they usually grow at blinding speed and make their founders wealthy by being sold 
or going public.

In contrast to such high-potential ventures, attractive small firms offer substantial 
financial rewards for their owners. Income from these entrepreneurial ventures may 
easily range from $100,000 to $500,000 or more annually. They represent a strong seg-
ment of small businesses—solid, healthy firms that can provide rewarding careers and 
create financial wealth for the owners.

The least profitable types of small businesses, including many service firms such 
as pool cleaning businesses, dry cleaners, nail salons, and appliance repair shops, 
provide more modest returns to their owners. They are called microbusinesses, and 
their distinguishing feature is their limited ability to generate significant profits. 
Entrepreneurs who devote personal effort to such ventures receive a profit that com-
pensates them for their time. Many businesses of this type are also called lifestyle 
businesses because they permit an owner to follow a desired pattern of living, even 
though they provide only modest financial returns. Businesses of this type are usu-
ally financed with owner savings or family and friends, and do not usually attract 
investors.

A major trend in lifestyle businesses in Canada is the mompreneur, a woman who starts 
a business because she’s been inspired by being a mother, and typically wants more con-
trol over her life. The online community has been a tremendous support to this unique 
type of entrepreneur, with websites such as themompreneur.com and momtomom.ca 
providing information, resources, and forums to assist women in their business endeav-
ours. An example of a successful mompreneur-type business is Pippalily baby slings, 
started by Toronto mother Victoria Turner in 2008, offering functional yet fashionable 
baby slings and other baby accessories through her online store (pippalily.com) as well 
as in 75 stores across Canada.12

franchisee
an entrepreneur 
whose power 
is limited by 
a contractual 
relationship with 
a franchising 
organization

high-potential 
venture  
(or gazelle)
a small firm that has 
great prospects for 
growth

attractive small 
firm
a small firm that 
provides substantial 
profits to its owner

microbusiness
a small firm that 
provides minimal 
profits to its owner

lifestyle business
a microbusiness that 
permits the owner 
to follow a desired 
pattern of living
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artisan vErsus OppOrtunistic EntrEprEnEurs

Because of their varied backgrounds, entrepreneurs often display differences in the 
degrees of professionalism and in the management styles they bring to their businesses 
as well as in the ways in which they analyze problems and approach decision making. 
Two basic entrepreneurial patterns are exemplified by artisan (or craftsperson) entre-
preneurs and opportunistic entrepreneurs.13

The artisan entrepreneur often has technical job experience, but they may not 
necessarily have strong communication skills or managerial training. A mechanic who 
starts an independent garage, an aesthetician who operates a salon, or a jewellery 
designer who sells primarily at markets and craft shows are all examples of artisan 
entrepreneurs.

In contrast to the artisan entrepreneur, an opportunistic entrepreneur is one who 
has supplemented his or her technical education with business education, studying mar-
keting, accounting, or operations. An example of an opportunistic entrepreneur is a 
small building contractor and developer who adopts a relatively sophisticated approach 
to management, including careful record-keeping and budgeting, precise bidding, and 
systematic marketing research.

The description of these entrepreneurial styles illustrates two extremes: At one end 
is a craftsperson in an entrepreneurial position and at the other end is a well-educated 
and experienced manager. The former “flies by the seat of the pants,” and the latter uses 
systematic management procedures and something resembling a scientific approach. 
In practice, of course, entrepreneurs are scattered along a continuum of managerial 
sophistication. This book is intended to help you move toward the opportunistic and 
away from the artisan end of the continuum.

EntrEprEnEurial tEams

The discussion so far has implied that entrepreneurs always function as individuals, 
each with his or her own firm. And, of course, this is usually the case. However, entrepre-
neurial teams are becoming increasingly common, particularly in ventures of substan-
tial size. An entrepreneurial team consists of two or more individuals who come together 
to combine their efforts to function as entrepreneurs. In this way, the talents, skills, and 
resources of two or more entrepreneurs can be concentrated on one endeavour.

For example, a person who has manufacturing experience can team up with a per-
son who has marketing experience. The need for such diversified experience is particu-
larly acute in new technology businesses.

fOur rOutEs tO EntrEprEnEurship

As noted earlier, the term entrepreneur is sometimes restricted to those who build entirely 
new businesses, in which case the only real entrepreneurial career opportunity is start-
ing a new firm. If the concept is broadened to include various independent business 
options, it is apparent that launching an entirely new business is only one of four 
alternatives:

1. Starting a new business
2. Entering a family business
3. Opening a franchised business
4. Buying an existing business

artisan 
entrepreneur
a person with 
primarily technical 
skills and little 
business knowledge 
who starts a business

opportunistic 
entrepreneur
a person with 
both sophisticated 
managerial skills and 
technical knowledge 
who starts a business

entrepreneurial 
team
two or more people 
who work together 
as entrepreneurs on 
one endeavour
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By following any one of these four paths, an individual can become an independent 
business owner. Chapters 2–4 will discuss these options in greater detail.

thE changing facE Of EntrEprEnEurship
Today, more and more Canadians from all types of backgrounds and walks of life 
are becoming small business owners—entrepreneurs exist everywhere it seems. As a 
result, the face of entrepreneurship in Canada has changed quite a bit over the last few 
decades and includes younger and older entrepreneurs, individuals who decide to leave 
the workplace to strike out on their own, immigrant entrepreneurs as well as social and 
serial entrepreneurs.

yOungEr and OldEr EntrEprEnEurs

A recent Bank of Montreal survey reports that nearly half of Canadian students see them-
selves starting a business after graduation, either as a primary or secondary source of 
income.14 It is not surprising, therefore, that a question faced by many prospective entre-
preneurs, especially those who are students, is “What is the best age for getting started?”

There are no hard and fast rules concerning the right age for starting a business, 
however, some age deterrents do exist. Young adults may be discouraged from enter-
ing entrepreneurial careers by virtue of their inexperience and inadequacies in their 
preparation and resources, as most businesses require some background knowledge. 
In addition, most prospective entrepreneurs must build their financial resources in 
order to make the necessary initial investments. A certain amount of time is usually 
required, therefore, to gain education, experience, and financial resources. However, 
with many young people facing a challenging and volatile job market, small business 
has become a strong consideration for many younger entrepreneurs. Approximately  
12 percent of small- and medium-sized business owners are under the age of 40.15 Refer 
to “Entrepreneurial Experiences” on page 17 for greater insight into the youth trend 
in entrepreneurship.

On the other hand, older adults may have family, financial, and job commitments 
that sometimes make entrepreneurship seem too risky; they may have acquired interests 
in retirement programs or achieved promotions to positions of greater responsibil-
ity and higher salaries. However, current trends in Canada point to the fact that new 
business growth is being spurred by our aging population. According to CIBC Chief 
Economist Benjamin Tal, the over-50 age group is responsible for 30 percent of all new 
start-ups (more than double the rate shown in the 1990s). Older Canadians are more 
likely to start their own business because they have extensive work experience to draw 
from, valuable business contacts, access to greater financial resources, and can benefit 
from the affordability and availability of technology. Tal adds to this discussion by offer-
ing another reason why the older start-up trend may continue, describing this group as 
one that is “much more cynical about corporate culture, about pensions, and are more 
self-reliant.”16

immigrant EntrEprEnEurs

Over the last decade or so, the composition of the Canadian population has changed 
as a result of immigration trends. According to 2011 Statistics Canada data, nearly one 
in five Canadians or 20.6 percent are foreign-born and if immigration levels continue, 

discuss the 
changing face of 
entrepreneurship in 
canada.

6
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by 2031, it is estimated that one in three Canadians will be foreign-born. The increased 
diversity in the population has also had an impact on small business ownership as Indus-
try Canada reports that as of 2011, 22 percent of small- and medium-sized business own-
ers were born outside of Canada.17 The increase in the number of immigrant businesses 
in Canada has been linked to a positive increase in the amount of exporting by SMEs, as 
immigrant entrepreneurs often have knowledge of international markets and networks, 
which gives them a competitive advantage over non-immigrant firms.18 As a result, 
immigrant entrepreneurs are more likely to export, which often leads to increased 
 performance of these SMEs compared to firms that do not export.

In an effort to maintain the positive momentum in terms of exports, job creation, 
and economic growth brought about by immigrant entrepreneurs, the Government of 
Canada launched the Start-up Visa program in 2012 to help recruit innovative immi-
grant entrepreneurs to Canada. The Start-up Visa program connects immigrant entre-
preneurs with private sector organizations that are experienced in dealing with new 

Let’s get it Started!

For many students, the weekend is an opportu-
nity to sleep in, kick back and relax, spend time 
with friends, and get your laundry done. How-
ever, young people attending a Startup Weekend 
have a very different experience in store for them. 
Startup Weekends are weekend-long, hands-on 
experiences where budding entrepreneurs can 
find out if startup ideas are viable. Participants 
have one minute to pitch their idea during the 
open mic session on Friday night and from there 
the top ideas (by vote) get to form teams to work 
on the project. Over Saturday and Sunday the 
teams focus on customer development, validating 
their ideas, and building a minimal viable prod-
uct. On Sunday afternoon teams have 5 minutes to 
deliver their pitch and demo their prototypes and 
get feedback from a panel of experts and investors 
acting as judges. Startup Weekends were held in 
over 60 countries around the world, crowning win-
ners in each host city who then had an opportunity 
to participate in the international competition. 
The winners of the 2012 Global Startup Battle was 
a team from McMaster university Weekend with 
an education software tool called Groupnotes that 
allows school groups to leave notes for each other 
on webpages in order to cut down on duplicate 
work and make it easier to work together. The con-
cept was to add virtual sticky notes to any webpage 

(any at all!) and have your “group” also be able 
to see them as they browsed, like leaving a note 
on your mom’s fridge. The team from Groupnotes 
edged out the competition and earned bragging 
rights as well as a prize package worth more than 
$50,000.

QueStionS:

 1. Why would young people be attracted to 
entrepreneurship?

 2. What are the challenges and benefits asso-
ciated with being a young entrepreneur?

Sources: Kevin Browne, “Groupnotes Wins Startup 
Weekend Toronto,” Software Hamilton, November 
21, 2012, available at: http://www.softwarehamilton 
.com/2012/11/21/groupnotes-wins-startup-weekend-
toronto/; http://startupweekend.org/; Kaleigh Rogers, 
“Hamilton Team Wins Global Startup Battle,” CBC 
News, December 5, 2012, available at: http://www.cbc 
.ca/news/canada/hamilton/economy/hamilton-team-
wins-global-startup-battle-1.1243103; and Katherine 
Scarrow, “Canadian Team Wins Startup Weekend’s 
Global Competition,” The Globe and Mail Online–Small 
BusinessBriefing, December 5, 2012, available at: http://
www.theglobeandmail.com/report-on-business/small-
business/sb-tools/small-business-briefing/canadian- 
team-wins-startup-weekends-global-competition/
article5996008/

ENTREPRENEuRIAL ExPERIENCES
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venture start-ups. The Minister of Citizenship, Immigration and Multiculturalism Jason 
Kenney explains, “Recruiting dynamic entrepreneurs from around the world will help 
Canada remain competitive in the global economy.”19

thE cOrpOratE rEfugEE

Individuals who flee the bureaucratic environment of big (or even medium-sized) firms 
by going into business for themselves are another unique group of entrepreneurs pres-
ent in Canadian business today. There are a variety of reasons to explain the exodus of 
employees from large corporations—some find the corporate atmosphere and/or the 
relocations required by their jobs to be undesirable, others are seeking a greater chal-
lenge in terms of their day-to-day work activities and some are hoping to gain greater 
control over their careers, at a time when downsizing, outsourcing, and contract employ-
ment seems to be the norm.

Entrepreneurship provides an attractive alternative for many such individuals. 
Matt Hill and his partner James Kane started a second venture installing coin-count-
ing machines in retail outlets. When asked why he quit the corporate world to launch 
his own company, and became a corporate refugee, he voiced his disenchantment 
with the former in five words: “the suits and the culture.” “They don’t think outside 
the box—it is very structured. I work the same number of hours for myself, but I have 
flexibility.”20

thE sOcial EntrEprEnEur

An entrepreneur that is focused on trying to use entrepreneurial principles to help 
address issues and problems present in today’s society can be referred to as a social entre-
preneur. The momentum of social entrepreneurship is growing and includes non-profit 
organizations being managed like businesses and traditional businesses operating with 
a social purpose. Becoming a social entrepreneur usually does not mean that one is 
no longer concerned with making profit—rather, this is just one of an expanded set of 
goals. In fact, the outcomes of interest are sometimes referred to as the “triple bottom 
line,” because they focus on people, profits, and the planet. The main aim of social 
entrepreneurship is to further social and environmental goals and for many entrepre-
neurs this is a strong reason to pursue small business ownership. For more insight into 
social entrepreneurs read about Craig Keilburger in the Entrepreneurial Experiences 
that follows.

thE sErial EntrEprEnEur

A serial entrepreneur is someone who possesses all the characteristics of an  entrepreneur; 
however, her or she is not tied to one business concept as the serial entrepreneur will 
start a business, get it up and running, and then divest him or herself of the business 
and move on to the next. Whereas a traditional entrepreneur may view his or her busi-
ness as a career, the serial entrepreneur views entrepreneurship as his or her profession. 
In Canada, serial entrepreneurs are on the rise; they represent approximately 1 in 7 
entrepreneurs in Canada and are usually between the ages of 18 and 54.21 Refer to the 
profile in “Entrepreneurial Experiences” for greater insight into the mind of a serial 
entrepreneur.

corporate refugee
a person who leaves 
big business to go 
into business for 
themselves

social 
entrepreneurship
entrepreneurial 
activity whose goal 
is to find innovative 
solutions to social 
needs, problems, and 
opportunities

serial 
entrepreneur
someone who 
possesses all the 
characteristics of an 
entrepreneur but 
is not tied to one 
business concept
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Free the Children

Craig Kielburger began his career as a social entre-
preneur at the age of 12 when he cofounded Free 
The Children, an organization that has become 
the world’s leading youth-driven charity. Inspired 
by an article he read about child labour, Craig 
and a group of friends began working out of his 
garage in an effort to bring attention to the hor-
rific conditions facing children all over the world. 
Free The Children now has more than 1.7 million 
young people involved in its programs, providing 
service-learning programs in North America and 
the united Kingdom, including its We Day cele-
brations attended annually by more than 160,000 
students from over 4,000 participating schools 
who earn their entry through service activities. 
Internationally, the organization works in devel-
oping countries providing a holistic and sustain-
able development model, including education, 
health care, food security, clean water, and alter-
native income programs. Free The Children has 
built more than 650 schools and school rooms, 
providing education to more than 55,000 children 
every day, and its programs have brought clean 
water, health care, and sanitation to one million 
people.

Alongside his brother Marc, Craig is also the 
cofounder of Me to We, an innovative social enter-
prise that advances a new vision of philanthropy by 
providing socially conscious products and experi-
ences that support the work of Free The Children. 
Half of Me to We’s annual net profit is donated 
to Free The Children, while the other half is rein-
vested to grow the enterprise and its social mission. 

Me to We’s offerings include life-changing interna-
tional volunteer trips, sustainably made clothing 
and accessories, leadership training programs and 
materials, an inspirational speakers’ bureau, and 
books that address issues of positive change.

QueStionS:

 1. How important do you think social entre-
preneurs are to society?

 2. Do you think social entrepreneurship is a 
fad or something that will continue in the 
future?

Sources: Free The Children website, available at: http://
www.freethechildren.com/about-us/our-story/?gclid= 
CKanzLeCp7oCFWzxOgod0AIA8g; Me to We website, 
available at: http://www.metowe.com/speakers-bureau/
view-all-speakers/craig-kielburger/; World of Chil-
dren website, available at: http://www.worldofchildren 
.org/blog/craig-kielburger-the-power-of-youth/; Carol 
Goar, “Canada’s Best undervalued Asset: It’s Social 
Entrepreneurs,” The Toronto Star, May 22, 2012, avail-
able at: http://www.thestar.com/opinion/editorial 
opinion/2012/05/22/canadas_best_undervalued_ 
asset_its_social_entrepreneurs.html; Josh Wingrove, 
“Marc and Craig Kielburger’s Do-gooding Social 
Enterprise,” The Globe and Mail, March 19, 2010, avail-
able at: http://www.theglobeandmail.com/news/
national/marc-and-craig-kielburgers-do-gooding-social- 
enterprise/article4389008/?page=all; and Tracy Rysavy, 
“Free The Children: The Story of Craig Kielburger,” Yes-
Magazine.org, September 30, 1999, available at: http://
www.yesmagazine.org/issues/power-of-one/free-the-
children-the-story-of-craig-kielburger

ENTREPRENEuRIAL ExPERIENCES

charactEristics Of succEssful  
EntrEprEnEurs
What kinds of people become successful entrepreneurs? As already mentioned, no 
well-defined entrepreneurial profile exists; individual entrepreneurs differ greatly from 
each other.

However, some qualities are common among entrepreneurs and probably contrib-
ute to their success. One of these characteristics is a strong commitment to or passion 
for the business. It is an attitude that results in tenacity in the face of difficulty and a 

describe some 
characteristics 
of successful 
entrepreneurs.

7
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willingness to work hard. Entrepreneurs do not give up easily. Such individuals are typi-
cally confident of their ability to meet the challenges confronting them.

Entrepreneurs are often portrayed as risk takers. Certainly, they do assume risk. By 
investing their own money, they assume financial risk. If they leave secure jobs, they risk 
their careers. The stress and time required to start and run a business may place their 
families at risk. Even though entrepreneurs assume risk, they are what we might term 
moderate risk takers—accepting risks over which they have some control—rather than 
extreme risk takers, who accept outcomes depending purely on chance.

Jeffry Timmons and Stephen Spinelli have summarized research on entrepreneurial 
characteristics.22 They group what they describe as “desirable and acquirable attitudes 
and behaviours” into the following six categories:

1. Commitment and determination. Such entrepreneurs are tenacious, decisive, and per-
sistent in problem solving.

2. Leadership. Such entrepreneurs are self-starters and team builders, and focus on 
honesty in their business relationships.

3. Opportunity obsession. Such entrepreneurs are aware of market and customer needs.

Profile of a Serial entrepreneur

Ontario native Lorne Abony worked as a securities 
lawyer at a large corporate law firm but gave up 
the profession when he realized it wasn’t for him; 
he wanted to be able to apply his creativity and 
knowledge, and entrepreneurship seemed to be 
calling. In high school he put on a Battle of the 
Bands contest and then later, while in law school, 
he designed a business model whereby law stu-
dents would defend individuals in traffic court. By 
this time, Abony was hooked and knew that entre-
preneurship was where he wanted to be.

He left the world of corporate law and in 
1997 founded Petopia.com, an online pet supply 
business, selling the company in 2000 to Petco 
Animal Supplies. His interest in the Internet con-
tinued, as he went on to start Fun Technologies 
in 2001, a company that focused on online skill 
games (such as chess, Scrabble, bridge, checkers, 
and solitaire), that managed to garner a fair bit of 
attention from equity investors, raising over $160 
million in financing. After selling that company 
in 2007 for $484 million, he invested in Fluid 
Music Canada Inc., a company that provides in-
store media (a mix of music, visual, and scent 
media) to about 800 retail chains in more than 
30 countries throughout North America, Europe, 

Asia, and Australia. The company has followed 
an aggressive growth strategy, acquiring industry 
giants Mood Media Group in 2010 and Muzak 
Holdings in 2011.

According to this serial entrepreneur, the key 
to entrepreneurial success is not just the idea; it’s 
having the ability to execute an idea and never 
giving up. As he explains, “The key to being suc-
cessful in an entrepreneurial venture is just fight-
ing through those times when you really think 
you’re done.”

QueStion:

 1. What kind of person would be most inter-
ested in serial entrepreneurship?

Sources: Christine Dobby, “This Is My Favourite Place 
to Be,” Telegraph-Journal, June 19, 2010, available at: 
http://telegraphjournal.canadaeast.com/front/
article/1100983; BDC Fondation de l’entrepreneurship, 
Canadian Entrepreneurship Status 2010, available at: 
http://www.bdc.ca/Resources%20Manager/misc/
CES_2010_EN%20Final.pdf; and Peter E. Newman, 
“The New Masters of the universe: Lorne Abony,” 
Maclean’s, October 1, 2007, available at: http://www.
macleans.ca/science/technology/article.jsp?content= 
20071001_110036_110036.

ENTREPRENEuRIAL ExPERIENCES
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4. Tolerance of risk, ambiguity, and uncertainty. Such entrepreneurs are risk takers, risk 
minimizers, and uncertainty tolerators.

5. Creativity, self-reliance, and adaptability. Such entrepreneurs are open-minded, flex-
ible, uncomfortable with the status quo, and quick learners.

6. Motivation to excel. Such entrepreneurs are goal oriented and aware of their weak-
nesses and strengths.

On the other side of the coin, there are some attitudes and behaviours that should 
be avoided at all cost. An almost certain way to fail as an entrepreneur, as many have 
learned by experience, is to do the following:

1. Overestimate what you can do
2. Lack an understanding of the market
3. Hire mediocre people
4. Fail to be a team player, which is usually the result of taking oneself too seriously
5. Be a domineering manager
6. Fail to share ownership in the business in an equitable way

For the most part, this list describes a leader without humility. Contrary to popular 
belief, humility is a quality that serves leaders well.

grOWing and managing thE BusinEss

An airplane pilot not only controls the plane during takeoff but also flies it and lands 
it. Similarly, entrepreneurs not only launch firms but also “fly” them; that is, they man-
age their firm’s subsequent operation. In this book, you will find a discussion of the 
entire entrepreneurial process. It begins in the remainder of Part 1 with planning and 
the various methods of launching a venture including acquisition and franchising. This 
discussion is followed in Part 2 with a look at a firm’s marketing strategy. Part 3 deals 
with the management of a growing business, including its human resources, operations, 
and finances, and addresses special issues such as corporate turnaround and harvesting.

1 discuss the availability of entrepreneurial  
opportunities. 

•	 An entrepreneurial opportunity is a desirable and timely 
innovation that creates value for interested buyers and 
end users.

•	 Exciting entrepreneurial opportunities exist for those who 
recognize them. However, a true opportunity exists only 
for those who have the interest, resources, and capabili-
ties required to succeed.

2 explain the nature of entrepreneurship and how 
it is related to small business. 

•	 Entrepreneurs are individuals who discover market needs 
and launch new firms to meet those needs.

•	 Owner-managers who buy out founders of existing 
firms, franchisees, and second-generation operators of 
family firms may also be considered entrepreneurs.

•	 Definitions of small business are arbitrary, but this book 
focuses on firms of fewer than 100 employees that have 
mostly localized operations and are financed by a small 
number of individuals.

•	 Most entrepreneurial firms are small when they  
begin, but a few grow (some very quickly) into large 
businesses.

3 define small business and identify the impor-
tance of small business. 

•	 Small business definitions are necessarily arbitrary and 
differ according to purpose.

•	 Canadian standards vary; Canada revenue Agency 
uses profits (less than $200,000), Statistics Canada uses 
number of employees (fewer than 50 = small; 51–500 = 
medium-sized).

L o o k i n g  B a C k
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k e y  t e r m S

artisan entrepreneur, p. 15
attractive small firm, p. 14
corporate refugee, p. 18
entrepreneur, p. 5
entrepreneurial opportunity, p. 4

entrepreneurial team, p. 15
founder (or nascent entrepreneur), p. 13
franchisee, p. 14
high-potential venture (or gazelle), p. 12
lifestyle business, p. 14

microbusiness, p. 14
opportunistic entrepreneur, p. 15
serial entrepreneur, p. 18
small business, p. 6
social entrepreneurship, p. 18

4 identify rewards and drawbacks of entrepre-
neurial careers. 

•	 Entrepreneurial motivators or rewards include indepen-
dence, freedom (escaping from a bad situation), profit, 
personal satisfaction.

•	 Drawbacks to entrepreneurship include hard work, per-
sonal stress, and danger of failure.

5 describe the various types of entrepreneurs and 
entrepreneurial ventures. 

•	 Founders of firms are “pure” entrepreneurs, but those 
who acquire established businesses and franchisees may 
also be considered entrepreneurs.

•	 A few entrepreneurs start high-potential ventures 
(gazelles); other entrepreneurs operate attractive small 
firms and microbusinesses.

•	 Based on their backgrounds and management styles, 
entrepreneurs may be characterized as artisan entrepre-
neurs or opportunistic entrepreneurs.

•	 Entrepreneurial teams consist of two or more  
individuals who combine their efforts to function as 
entrepreneurs.

6 discuss the changing face of entrepreneurship in 
Canada. 

•	 there is no specific age that is best to start a business, in 
fact opportunities exist for both younger as well as older 
entrepreneurs.

•	 the increased diversity of Canada’s population is 
reflected in the increase in the number of immigrant 
entrepreneurs in Canada.

•	 Social entrepreneurs pursue entrepreneurial activity with 
an embedded social purpose.

•	 Serial entrepreneurs are those individuals who continu-
ally go through the process of launching, selling, and 
then starting up a new business again and again.

7 describe some characteristics of successful  
entrepreneurs. 

•	 there is no well-defined entrepreneurial profile, but 
many entrepreneurs have characteristics such as a pas-
sion for their business, strong self-confidence, and a 
willingness to assume moderate risks.

•	 Successful entrepreneurs are also thought to possess  
leadership skills, a strong focus on opportunities,  
creativity, adaptability, and motivation to excel.

discussiOn QuEstiOns

1. Why has there been an increased interest in 
small business and entrepreneurship?

2. What is meant by the term entrepreneur?
3. Do you believe that all small business owners 

are entrepreneurs?
4. Discuss the importance of small business to 

the Canadian economy.
5. Consider an entrepreneur you know person-

ally. What was the most significant reason for 

his or her deciding to follow an independent 
business career? If you don’t already know the 
reason, discuss it with that person.

6. What is the difference between an artisan 
entrepreneur and an opportunistic 
entrepreneur?

7. What would be your primary motivator for 
starting a venture?

yOu makE thE call

situatiOn 1

In the following statement, a business owner 
attempts to explain and justify his preference for 
slow growth in his business.

I limit my growth pace and make every 
effort to service my present customers in the 
manner they deserve. I have some peer pres-
sure to do otherwise by following the advice 
of experts—that is, to take on partners 
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and debt to facilitate rapid growth in sales 
and market share. When tempted by such 
thoughts, I think about what I might gain. 
Perhaps I could make more money, but 
I would also expect a lot more problems. 
Also, I think it might interfere somewhat 
with my family relationships, which are 
very important to me.

Question 1 Should this venture be regarded as 
entrepreneurial? Is the owner a true entrepre-
neur?
Question 2 Do you agree with the philosophy 
expressed here? Is the owner really doing what is 
best for his family?
Question 3 What kinds of problems is this owner 
trying to avoid?

situatiOn 2

Maria Potenia has just graduated from university. 
She has developed a new idea for a floating security 
device that could be used by police agencies or com-
mercial properties to “float” across floors; directed 
by remote control, the device sends digital mes-
sages to a control centre. The device would reduce 
costs for commercial properties that do not want to 
install security cameras throughout their building, 
and would help police to determine the risk of 
potentially dangerous situations without sending in 
staff. Maria developed the product while taking a 
fourth-year engineering course. She has met with 
several of her professors, as well as the representa-
tive of a major security-device manufacturing firm. 
They have indicated the product has strong poten-
tial and that she should work on a venture launch.

Question 1 What type of venture could this poten-
tially be?
Question 2 What type of entrepreneur would she be?
Question 3 What are the benefits that Maria 
would anticipate by owning her own firm? What 
are the risks?

situatiOn 3

Bracken Arnhart, the founder and CEO of WSR 
Tool Services, Inc., has basically immersed him-
self for the past 10 years in growing his business, 

and has been unquestionably successful in doing 
so. When he started the company, there were 
only three employees. Today, he has over 100 
employees, and he has achieved more than he 
even had hoped for in terms of financial rewards.
To realize the goals he set out for the business, Arn-
hart knows it has been at some cost to his personal 
and family life. He explains that he always tries to be 
at home when his children get up in the morning 
and is there to help tuck them into bed at night. 
The rest of the time, he is focused on the business. 
In discussing his life–work balance, he says,

Living a balanced life is generally more 
accepted by society than sacrificing much 
of one’s time to pursue one thing in par-
ticular. However, I would argue that to 
truly do something great, one must give an 
inordinate amount of time and hard work 
to see it come to pass.

There are the people that are just not ok 
with the fact that there are only 24 hours 
in a day. However, unable to alter this fact 
of life, they are bent on wringing the most 
out of those 24 hours, and doing it eight 
days a week, 53 weeks out of the year, only 
slowing down when they die (and even 
then, still going at about half-pace). They 
welcome angels such as caffeine, and curse 
crutches such as food and sleep. I would 
probably fall into this category.

I would say that I have exchanged 
work–life balance for building a business. 
I am told that I’m pretty hard to get ahold 
of, and even when I do have “free time,” 
my mind is still fully engaged with my 
business. I am passionate about what I 
am doing and wouldn’t want to be doing 
anything else. I’ll admit that I may miss 
meals, social events, and really anything 
that could distract me from my goal, and I 
am generally ok with it.

I believe that this is perfectly acceptable 
for entrepreneurs, possibly even necessary. 
Work–life balance is a great debate between 
entrepreneurs, small-business owners, and 
even those attempting to climb the corporate 
ladder faster than most. Many are of the 
opinion that living a balanced life is essen-
tial for personal ‘success,’ whatever that 
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may look like. However, I strongly believe 
that tipping the scales toward building a 
business is the only way to go.

Question 1 Is work–life balance for everyone?

Question 2 Is work–life balance simply a prefer-
ence, or is it a necessity when growing a business?
Question 3 As an entrepreneur, would there be 
areas in your life that you would place at a higher 
priority than growing a business? Explain.

ExpEriEntial ExErcisEs

1. Analyze your own education and experience 
as qualifications for entrepreneurship. Iden-
tify your greatest strengths and weaknesses.

2. Explain your own interest in each type of 
entrepreneurial reward—independence, 
profit, and personal satisfaction. Point out 
which of these is most significant for you per-
sonally and explain why.

3. Interview someone who has started a business, 
being sure to ask for information regarding the 
entrepreneur’s background and age at the time 
the business was started. In the report of your 
interview, indicate whether the entrepreneur 
was in any sense a refugee and show how the 
timing of her or his start-up relates to the ideal 
time for start-up explained in this chapter.

casE 1

dOri’s diamOnds (p. 449)

This case tells the story of a student-entrepreneur 
who has grown her original business into three 
complementary businesses and considers the chal-
lenges she faces as the businesses grow.

altErnativE casEs fOr chaptEr 1 

Case 2, Dillon’s Small Batch Distillers, p. 452
Case 3, Smitty’s Li’l Haulers, p. 454
Case 5, The ultimate Garage, p. 460
Case 11, Prestige Dance Academy, p. 472
Case 13, Ashley Palmer Clothing, Inc., p. 476
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Start-Up and the need for 
Competitive advantage

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Distinguish among the different types 
and sources of start-up ideas.

2 Describe external and internal 
analyses that can be used to identify 
and assess new venture opportunities 
and describe the factors that 
contribute to competitive advantage.

3 Identify and compare strategy 
options for building and sustaining 
competitive advantage.

4 Define market segmentation and its 
related strategies.

5 Explain the concept of niche marketing 
and its importance to small business.

ChApter 2
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no thanks, i’m driving
The decision to not consume alcohol in social settings is one that many Canadians routinely make 
because of their desire to serve as designated drivers as well as the growing number of people 
who simply don’t drink—including baby boomers intent on reducing their alcohol intake, pregnant 
or nursing women, individuals who need to avoid alcohol due to prescription medications, and 
those who do not drink for religious or cultural reasons. In fact, the alcohol-free drink market rep-
resents over a billion dollars in sales at the retail level, however, many consumers cannot actually 
name a brand of non-alcoholic or reduced alcohol beverage, and brands that are available have 
limited retail distribution. This according to Brian Bolshin, CEO and president of MADD Virgin 
Drinks, is part of the reason why his company decided to enter this burgeoning market. “We’re 
big supporters of Mothers Against Drunk Drivers (MADD), so we thought, wouldn’t it be great if, 
instead of just telling people not to drink and drive, we could give people an alternative that was 
a little more fun.”

MADD Virgin Drinks is an alcohol-free line of beverages licensed by MADD Canada and 
includes alcohol-free red and white wines, alcohol-free champagne, alcohol-free cocktails including 
Margaritas and Mojitos, and a soon-to-be released craft beer. The MADD Virgin Drinks line of non-
alcoholic beverages can be found at select Shoppers Drug Mart and Sobeys stores across Canada 
and Staples Advantage Canada (the business-to-business division of Staples). Ten percent of sales 
are directed towards MADD to help support the on-going efforts of this national, charitable organiza-
tion that is committed to stopping impaired driving and supporting the victims of this violent crime.

For MADD Virgin Beverages, the opportunity to support the ongoing efforts of the MADD orga-
nization and to leverage the recognition and credibility of the MADD brand name to provide an 
alcohol-free alternative to an increasingly growing and diverse consumer market created a competi-
tive advantage that formed the basis of their company’s business concept.

diSCuSSion QueStionS:

1. Do you think MADD Virgin Drinks has a sustainable competitive advantage?
2. What other growth opportunities could the company pursue in terms of line extensions or new 

target markets?

Sources: Megan Haynes, “MADD Taps Into Billion-dollar Non-alcoholic Drink Industry,” Strategy Online Magazine, February 13,  
2012, available at: http://strategyonline.ca/2012/02/13/madd-taps-into-billion-dollar-non-alcoholic-drink-industry/;  

“Sobeys Carries MADD Virgin Drinks as Alcohol-Free Beverage Option for Customers,” MarketWired.com, September 25,  
2012, available at: http://www.marketwired.com/press-release/sobeys-carries-madd-virgin-drinks-as-alcohol-free-beverage- 

option-for-customers-1834762.htm; “Staples Advantage Canada now offering MADD Virgin Drinks to Business Customers,”  
CNW Newswire, August 14, 2012, available at: http://www.newswire.ca/en/story/1020665/staples-advantage-canada- 

now-offering-madd-virgin-drinks-to-business-customers; and Interview with Brian Bolshin January 2014.
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As discussed in Chapter 1, a common characteristic of entrepreneurs is having an opportu-
nity obsession or orientation. An entrepreneur is able to recognize high-potential start-up 
ideas that others may have overlooked, which is exactly what the founders of MADD Virgin 
Beverages did when they came up with their concept for a line of non-alcoholic drinks.

When it comes to the pursuit of an entrepreneurial venture, creating a business 
from scratch—a start-up—represents a significant opportunity for many budding entre-
preneurs who have an innovative business concept. However, an even greater number 
of individuals realize their entrepreneurial dreams through other alternatives—by pur-
chasing an existing business, by exploring the world of franchising, or by entering a fam-
ily business. Each of these options represent different types of small business ownership, 
however, each require the entrepreneur to recognize high-potential opportunities and 
also be able to evaluate the business potential of these opportunities. In this chapter we 
will describe opportunity recognition and strategies for start-up business opportunities. 
The chapters that follow will go beyond a discussion of start-ups and consider business 
opportunities that already exist, such as joining a family business (Chapter 3) or pur-
chasing a franchise or buying an existing business (Chapter 4).

The STarT-Up: CreaTing a new BUSineSS
There are many different reasons why an entrepreneur would want to start a business 
from scratch rather than pursuing other alternatives, such as buying a franchise or an 
existing business or joining a family business. For example, an entrepreneur may have a 
personal desire to develop the market for a newly developed product or service, or may 
be hoping to tap into high-potential resources that are uniquely available to them—an 
ideal location, advanced information technologies, a powerful network of connections, 
and so on. Some entrepreneurs get “start-up fever” because they want the challenge of 
succeeding (or failing) on their own, or they hope to avoid undesirable features of exist-
ing companies, such as unpleasant work cultures or smothering legal commitments. 
There are almost as many reasons as there are aspiring entrepreneurs!

For an entrepreneur who wants to pursue a start-up business, there are several key 
issues and questions that should be addressed before taking the plunge including:

•	 What are the different types of start-up ideas you might consider?
•	 What are some sources for additional new business ideas?
•	 How can you identify a genuine opportunity that promises attractive financial 

rewards?
•	 What could you do to increase your chances that the start-up business will be 

successful?
•	 What competitive advantage could your business have over its rivals?

The entrepreneur’s ability to carefully and honestly examine questions such as these 
will determine the direction she or he will follow. We will examine the issues raised by 
these questions in the remainder of this chapter.

Finding STarT-Up ideaS
KindS oF STarT-Up ideaS

Business ideas are not all equal, and they originate from different sources. 
Exhibit 2-1 shows the three basic categories of new venture ideas from which start-ups  

start-up
new business 
ventures created 
“from scratch”

distinguish among the 
different types and 
sources of start-up 
ideas.

1
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are launched: ideas to enter new markets, ideas based on new technologies, and 
ideas that offer new benefits.

Many start-ups are developed from new market ideas—those concerned with provid-
ing customers with a product or service that does not exist in their market but does exist 
somewhere else. Yona Shtern and partner Robert Gold started Canada’s first online 
shopping club, Beyond the Rack (BTR) after observing the shopping-club trend that 
started in France in 2001. This new model of online shopping works like this— shopping 
clubs hold sales for their members that last a few days, featuring primarily designer 
and upscale brands at deeply discounted prices. BTR host three to seven sales a day, 
emailing club members to entice them to take advantage of the limited-time offers. The 
concept caters to brand-conscious yet value-driven consumers who appreciate BTR’s 
user-friendly site that allows them to zoom in on products of interest, hold items from 
more than one sale in their shopping cart, and pay in their own country-specific cur-
rency. Consumers have embraced the concept—BTR attracted 500,000 members in its 
first year of operation.1

Some start-ups are based on new technology ideas—those that involve a new knowl-
edge or technology breakthrough. This type of business can be high risk because there 
is usually no definite model or success to follow, but it can also offer tremendous poten-
tial. You should pay close attention to the fundamental features of a well-conceived new 
venture of this type. For starters, the technology involved would need to be unique, 
better than others currently available, feasible to implement, and focused on a market 
need that is deep enough to generate sufficient sales. Also, the founders would need 
to have knowledge, skills, resources, and connections necessary to build a profitable 
company around the new technology.

Because of the complexities involved with new technology businesses, it often 
becomes necessary for entrepreneurs to pivot at some point after start-up. This 
refers to fundamentally refocusing the start-up as it unfolds or completely recre-
ating it if the initial concept turns out to be seriously flawed. According to Kevin 
Systrom, cofounder of Instagram, the idea behind the pivot is to “try out new ideas, 
shed them quickly if they don’t catch on, and move on to the next new thing.”2 In 
other words, if the initial idea turns out to be unsound, it is best to fail fast and 
fail cheap.

new market ideas
start-up ideas 
centred around 
providing customers 
with an existing 
product or service 
not available in their 
market

new technology 
ideas
start-up ideas 
involving new 
or relatively new 
technology, centred 
around providing 
customers with a 
new product or 
service

pivot
to refocus or recreate 
a start-up if the 
initial concept turns 
out to be flawed

Exhibit 2-1 
Types of Ideas That 
Develop into Start-Ups 

Example:
Targeting the “New
Age” beverage
market by selling
soft drinks with
nutritional value

Example:
Using computer
technology to give
prisoners access to
collect phone service
directly from their
cells

Example:
Making paper from
discarded stalks of
grain sorghum

New Market New Technology New Benefit
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New benefit ideas probably account for the largest number of all start-ups. They rep-
resent concepts for performing old functions in new and improved ways. In fact, most 
new ventures are founded on “me, too” strategies, differentiating themselves through 
superior service, higher quality or performance, or lower cost. Dendy & Co., profiled 
in “Entrepreneurial Experiences” successfully competes by offering a new variety of 
crackers for the Canadian market and soon other markets in the United States and the 
United Kingdom.

SoUrCeS oF STarT-Up ideaS

Since start-ups begin with ideas, let’s consider some sources of new ideas. Exhibit 2-2 
illustrates the results of a study by the U.S. National Federation of Independent Business 
Foundation, which found that prior work experience accounts for 45 percent of new 
ideas. Personal interest/hobby represents 16 percent of the total, and chance happen-
ings accounts for 11 percent. Ideas for start-up ventures can come from other places as 
well, however, for now let’s focus on three possible sources: personal/work experience, 
hobbies and personal interests, and accidental discovery.

perSonAL experienCe
One of the primary sources of start-up ideas is personal experience, either at work or 
at home. Often, the knowledge gleaned from a present or recent job allows a person 
to see possibilities for modifying an existing product, improving a service, becoming a 

new benefit ideas
start-up ideas to 
provide customers 
with an improved 
product

Crackers Anyone?

Daniel Dendy graduated from cooking school in 
1993 and found himself working for one of the 
world’s most well known celebrity chefs, Gordon 
Ramsey. Taking Ramsey’s advice, Dendy decided to 
explore Europe’s culinary world and while travelling 
in Italy he was introduced to polenta, a tradition-
ally slow-cooked cornmeal dish served as a staple in 
many Italian homes and restaurants. After meeting 
his Canadian-born wife and relocating to Canada, 
Dendy decided to research business opportunities 
instead of continuing his career as a chef. It was his 
wife’s gluten allergy that led him to explore foods that 
don’t contain wheat or related grains, and polenta 
was a natural choice. Although polenta is gluten-free 
and offered a lot of potential to be used in recipes 
or foods for those with food allergies, it was not a 
food that was common to Canadians other than to 
certain ethnic groups. As part of his research, Dendy 
also found that snacks, specifically crackers, were a 
challenge to find for people with food allergies.  

Dendy donned his chef’s hat once more to try out 
recipes using polenta and Dendy’s Polenta Crisps 
were created. Dendy admits the transition from chef 
to entrepreneur has been a  challenge—the biggest 
according to him was no longer being told what to 
do. With 100 stores in Canada now carrying the 
brand, Dendy is already eyeing the U.S. market and 
his five-year goal is to bring his crackers back home 
to the United Kingdom.

QueStionS:

 1. How would you classify or describe this 
start-up idea?

 2. Does this business have a sustainable com-
petitive advantage?

Source : John Shmuel, “Crackers; A Chef’s Career Transitions 
From Caviar Dreams To Polenta,” Financial Post Magazine, 
May 2011, p. 40–41. Material reprinted with the express per-
mission of: National Post, a division of Postmedia Network Inc.

ENTREPRENEURIAl ExPERIENCES
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supplier that meets an employer’s needs better than current vendors, or duplicating 
a business concept in a different location. Start-up concepts can also result from chal-
lenging or frustrating personal experiences, where sometimes the entrepreneur can use 
work experience or technical skills to address the challenge at hand.

While on maternity leave from her job as a Child life Specialist for a children’s hos-
pital, Shaindy Alexander was interested in finding safe toys for her baby to play with and 
to help with teething but was frustrated by the limited selection. “I found many teeth-
ing toys on the market, but nothing that would meet my child’s ever-changing teething 
needs.” After seeing how much her daughter liked to chew on cloth and wood during 
tough teething times, Alexander came up with the idea of combining those two ele-
ments together. The result was the RiNGlEY, an all natural toy for babies to chew and 
teethe on that incorporates a wooden ring (made from untreated Canadian maple) and 
a natural organic terrycloth that is wound around the ring. The unique design allows a 
child to easily grip the ring and cloth, means the toy can be used wet or dry, and easily 
reaches around a child’s gums and teeth. Since infants learn through tactile stimulus, 
touching and putting things in their mouths, it was important to Alexander that the 
product be made without harmful chemicals and dyes. Alexander sells her line of prod-
ucts through her website and select stores across the country. See http://ringley.ca/3

hobbieS And perSonAL intereStS
Sometimes hobbies or personal interests grow to become businesses, and they can add 
surprising energy to the start-up experience. For instance, someone who loves snowboard-
ing might start a snowboard equipment rental business as a way to make income from an 
activity that they enjoy. Ted Catherwood, a mechanic at Toromount, has been building 
motorcycles since the ’70s. A motorcycling enthusiast, Catherwood has travelled the world 
on them, including trips to locations such as Afghanistan and India. This experience gave 
him the impetus to build bikes that are elegant, powerful, and, most importantly, com-
fortable to ride. Quitting his job, Catherwood created his Niagara-area company TASK 
Performance, which custom-builds bikes and ships them to customers around the world.4

Exhibit 2-2 
Sources of Start-Up Ideas 

Family business
                    6%Friends/relatives

                    5%

  Personal interest/hobby
                            16%

 Suggestion
            7%

Education/courses
                        6%  

Chance happening
                      11%

Other
 4%

Prior work
experience
45%

Source: Data developed and provided by the National Federation of Independent Business Foundation 
and sponsored by the American Express Travel Related Services Company, Inc.
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ACCidentAL diSCovery
Another source of new start-up ideas—accidental discovery—involves something called 
serendipity, or the phenomenon of making desirable discoveries by accident. Anyone may 
stumble across a useful idea in the course of day-to-day living. Matthew Basan is a carpen-
ter who designs and makes custom handcrafted furniture at his business, Sound Design, in 
Toronto. His Eureka moment came after a terrible storm blew down many trees in his com-
munity. He wanted the trees to be recycled, and that prompted him to start his business.  
“I love making furniture. And if a person has a tree that they’d like to keep in another form 
I can shape it into furniture, something beautiful that will last.” He says working with his 
hands is gratifying, and his clients take pleasure in owning handmade crafts.5

other ideA LeAdS
A start-up idea also may emerge from other areas and may involve a prospective entre-
preneur’s more deliberate search—a purposeful exploration to find a new idea. Prospec-
tive entrepreneurs who are thinking seriously about new business ideas tend to be more 
receptive to new ideas from any source. Visiting tradeshows and tapping personal con-
tacts with potential customers, suppliers, venture capitalists, local business associations, 
and chambers of commerce may generate useful leads. The Internet provides a wealth 
of information for individuals researching potential entrepreneurial ideas and ventures. 
Startup Canada provides budding entrepreneurs with a variety of online resources and 
support to help strengthen and promote Canada’s growing entrepreneurial culture 
(visit www.startupcan.ca). Magazines and other periodicals are also excellent sources 
of information, as reading about the creativity of other entrepreneurs is a great way to 
stimulate start-up ideas. For example, most issues of Inc., Profit, and Fast Company feature 
profiles of many different kinds of entrepreneurs and business opportunities across a 
variety of industries. Entrepreneur magazine (www.entrepreneur.com) offers online tools 
like the Business Idea Center, which profiles business ideas that can be browsed by cat-
egory, interest, profession, start-up costs, and other criteria. These types of websites and 
periodicals can also help an entrepreneur to observe trends as well as scan the external 
environment for changes that may be occurring with respect to technology, demograph-
ics, sociocultural, and competition in specific industries.

Entrepreneurs can evaluate their own capabilities and then look at the new products 
or services they may be capable of producing, or they can first look for needs in the 
marketplace and then relate these needs to their own capabilities.

USing inTernal and exTernal analySiS To 
idenTiFy and aSSeSS new BUSineSS ideaS
Entrepreneurs can utilize two general approaches to help identify business ideas—
looking outside-in and inside-out through an examination of the external and inter-
nal environment. By looking outside-in, entrepreneurs can examine the needs in the 
marketplace and then determine how to use their own capabilities to pursue those 
opportunities. They can also look inside-out, by evaluating their capabilities and then 
identifying new products or services they might be able to offer to the market.

oUTSide-in analySiS

Outside-in analysis takes into consideration the significant impact that the external envi-
ronment has on the growth and profitability of firms and can benefit the  entrepreneur 

serendipity
the phenomenon 
of making desirable 
discoveries by 
accident

describe external 
and internal analyses 
that can be used 
to identify and 
assess new venture 
opportunities and 
describe the factors 
that contribute 
to competitive 
advantage.
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in terms of highlighting opportunities to exploit, as well as threats against which to 
take protective measures. This analysis should recognize two primary layers within the 
external environment—the general environment and the industry environment. The 
general environment is very broad, comprising of factors that affect all—or at least 
most— businesses in a society. The industry environment is defined more narrowly as 
the combined forces that directly affect a given firm and all of its relevant competitors.

the generAL environment
The general environment contains a number of important trends, as shown in 
Exhibit 2-3. Economic trends include changes in the rate of inflation, interest rates, and 
even currency exchange rates, all of which promote or discourage business growth. 
Sociocultural trends refer to societal changes that may affect consumer demand, opening 
up new markets and forcing others into decline. Political/legal trends include changes in 
government regulations that may pose a threat to existing companies or devastate an 
inventive business concept. Global trends reflect international developments that create 
new opportunities to expand markets. As people and markets around the world become 
increasingly connected, the impact of the global segment on small business opportuni-
ties will increase.

Developments that grow out of technological trends spawn—or wipe out—many new 
ventures. And given the rapid rate of change in this segment of the general environ-
ment, it is very important that small business owners stay current on these trends and 
understand the impact that they may have. Recent technological developments to keep 
an eye on include the following:

•	 Web-based or “cloud” computing, mobile technologies, social media, and particu-
larly the merging of these three in inventive ways that pack an especially powerful 
punch

•	 Quick response (QR) codes, RFID (radio frequency identification) tags, and other 
information-compression and delivery systems

•	 Crowdsourcing methods that provide inexpensive and high-quality solutions 
to such needs as custom software development, logo and website design, and 
fundraising

•	 GPS and other location-based technologies that permit geo-targeting of marketing 
appeals, information delivery, and other creative applications

general 
environment
the broad 
environment with 
its multiple factors 
that affect most 
businesses in a 
society

industry 
environment
the combined forces 
that directly affect 
a given firm and 
all of its relevant 
competitors

Political/
Legal

Sociocultural

Demographic

Economic

Global

Technological

General Environment
Exhibit 2-3 
Trends in the General 
Environment 
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Finally, demographic trends also play an important role in shaping opportunities for 
start-ups. These trends include population size, age structure, ethnic mix, and wage 
distribution. For example, the focus on aging baby boomers may really pay off, given 
their substantial buying power and the products and services that can be targeted to 
this age group. Cellphones with larger keys that can easily be seen in dim lighting and 
magazines that focus on health issues in the retirement years are just a few of the busi-
ness ideas that have emerged with this demographic trend in mind.

the induStry environment
In addition to influences from the general environment, entrepreneurs are also subject 
to the direct influences of their industries. According to Michael Porter in his book 
Competitive Advantage,6 five forces determine the nature and degree of competition in 
an industry:

1. Bargaining power of buyers: Are industry customers so powerful that they will force 
companies to charge low prices, thereby reducing profits?

2. Threat of substitute products or services: Can customers turn to other products or  
services to replace those that the industry offers?

3. Bargaining power of suppliers: Are industry suppliers so powerful that they will 
demand high prices for inputs, thereby increasing the company’s costs and 
reducing its profits?

4. Rivalry among existing competitors: How intense is the rivalry among existing com-
petitors in the industry?

5. Threat of new competitors: How easy is it for new competitors to enter the industry?*

The five factors may offset the potential attractiveness and profitability of a particu-
lar industry. Generally speaking, the profitability of firms in an industry will be inversely 
related to competitive forces—strong forces yield weak profits, whereas weak forces are 
likely to yield strong profits. In addition to examining industry forces, having insight 
into current competitors, their strengths and weaknesses, and their likely responses to 
a new entrant will help an entrepreneur to evaluate the feasibility and potential for suc-
cess of a business idea.

inSide-oUT analySiS

Identifying opportunities in the external environment is valuable, however, business 
concepts make sense only if they fit well with the resources, capabilities, and compe-
tencies that an entrepreneur or potential start-up can provide. The search for a viable 
business opportunity can actually begin with the analysis of the strengths and weaknesses 
of a potential start-up, through an inside-out analysis.

buiLding on internAL reSourCeS And CApAbiLitieS
To perform an inside-out analysis, an entrepreneur must have a solid grasp of the 
resources and capabilities that are available. The term organizational resources refers to 
those inputs that an entrepreneur can use to start a business, such as cash for invest-
ment, knowledge of critical technologies, access to essential equipment, and capable 

* Adapted with the permission of Free Press, a Division of Simon and Schuster, Inc., from COMPETITIVE 
ADVANTAGE: Creating and Sustaining Superior Performance, by Michael E. Porter. Copyright © 1985, 1998 
by Michael E. Porter. All rights reserved.

organizational 
resources
basic inputs that a 
firm uses to conduct 
its business

BK-NEL-LONGENECKER-140433-Chp02.indd   34 29/12/14   7:32 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 2 Start-Up and the Need for Competitive Advantage 35

NEL

business partners, to name just a few. A start-up or small business can have both tangible 
and intangible resources. Tangible resources are visible and easy to measure. An office 
building, manufacturing equipment, and cash reserves are all examples of tangible 
resources. But these are very different from intangible resources, which are invisible and 
difficult to quantify. Intangible assets can include intellectual property rights such as 
patents and copyrights, an established brand, a favourable reputation, and an entrepre-
neur’s personal network of contacts and relationships.

Though the terms are often used interchangeably, resources technically are not the 
same as capabilities. Whereas resources are inputs to the work of a business, organizational 
capabilities are best viewed as the integration of several resources, which are deployed 
together to the firm’s advantage. In reality, resources cannot provide competitive advan-
tage until they are bundled into some useful configuration. Consider this analogy: a 
keyboard is a resource, but it is of no practical value until it is integrated into a system of 
computer components that provide the ability to read, store, and analyze data.

Core CompetenCieS And Competitive AdvAntAge
Once entrepreneurs have an accurate view of their resources and capabilities, they will 
be in a better position to identify core competencies which are those crucial capabilities 
that distinguish a company competitively and reflect its general focus and personality. 
In most cases, these strengths make it possible to achieve a competitive advantage, 
which exists when a start-up or small business offers products or services that customers 
perceive to be superior to those of competitors.

To illustrate how all of this works, consider Starbucks, which offers a selection of 
gourmet coffees. But that is not its only edge in the marketplace. In fact, many of its 
competitors, large and small, also provide high-quality coffee products. So why has the 
company been so successful? Most observers believe that it is the premium product, 
combined with the special “Starbucks experience,” which has allowed the coffee icon to 
grow from a single store in the mid-1980s to a global empire. Though the success of 
Starbucks is undeniable, the company’s growth has actually unleashed a torrent of new 
rivals by whetting the market’s appetite for both the product and the experience. But 
how do small firms compete in a Starbucks-saturated market? By focusing on their own 
unique core competencies and the advantages they can support. Many small shops 
thrive in this environment by providing free refills, paying meticulous attention to prod-
uct quality, emphasizing connections with the local community, or taking other steps to 
showcase their own unique character and individuality. In other words, they establish 
core competencies by using resources and capabilities in unique ways that reflect the 
“personality” of their own enterprises.

FaCTorS ConTriBUTing To CompeTiTive advanTage

Though a number of paths can lead to competitive advantage, some of the more com-
mon ones include distinctions based on price/value, unique service features, notable 
product attributes, customer service, and accessibility. The following examples illustrate 
these platforms for competitive advantage. 

•	 Price/value: Mississauga, Ontario-based Basic Funerals claims to be the first cyber 
funeral company, appealing to clients who prefer to select caskets and services 
online in the privacy of their own homes, and offering lower prices than tradi-
tional funeral homes. like a traditional funeral home, Basic Funerals offers visita-
tions, burials, and cremations, but because the company does not own any of the 

tangible resources
organizational 
resources that are 
visible and easy to 
measure

intangible 
resources
organizational 
resources that are 
invisible and difficult 
to quantify

organizational 
capabilities
the integration 
of several 
organizational 
resources that are 
deployed together to 
the firm’s advantage

core competencies
capabilities that 
provide a firm 
with a competitive 
edge and reflect its 
personality

competitive 
advantage
a benefit that exists 
when a firm has a 
product or service 
that is seen by its 
target market as 
better than those of 
competitors
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venues in which its services are held their overhead costs are lower and 90 percent 
of its orders are received through an automated online system, which means it is 
able to offer services at about half the price of traditional funeral homes.7

•	 Unique service features: Rutter Inc., based in St. John’s, Newfoundland, special-
izes in marine technology, enhanced radar systems, and engineering consulting. 
The company’s bridge-mounted radar system is used to coordinate vessel traffic 
approaching the 18 bridges of the St. lawrence Seaway and its Radar-100S6 system 
provides a practical and cost-effective solution to track smaller vessels at further 
distances, day or night, in any weather conditions. The superiority of Rutter’s 
unique product lines has contributed greatly to the company’s growth.

•	 Notable product attributes: Dean Pelley came across some disturbing statistics about 
lifeboat accidents—in most of the accidents, the hooks used to release the lifeboat 
once it was back on board often open prematurely, dropping occupants into the 
water below, resulting in many deaths. “I knew that if we could create a solution 
to that problem, it would be a huge innovation in the industry and we could sell 
our product around the world,” says Pelley, who cofounded St. John’s, Nfld.–based 
Mad Rock Marine Solutions Inc. Pelley was right, there is growing demand for 
products that improve lifeboat safety, not only in Canada but also all over the 
world—84 percent of the company’s sales come from exports.8

•	 Customer service: Servicing customers in a retail environment that presents thou-
sands of items in a large-scale environment was a challenge facing Home Depot 
Canada (HD). Although price is often used as a means of competing in this 
industry, HD executives believe that customers want more than the lowest price; 
they want help navigating the myriad of choices available to them. This is why the 
big-box retailer is committed to making the customer’s buying experience easier—
using technology to enhance employee training. Comprehensive web training 
is provided to every employee, for example, 16 hours of training is required for 
someone to be certified as a garden consultant. The company’s associates are the 
company’s front-line connection with the customer and, as such, are in the best 
position to deliver a customer service experience that will keep customers coming 
back again and again.9

•	 Accessibility: Greg Brophy came up with a winning formula when he created Shred-
it, a mobile document-shredding company in 1989. By taking the service to the 
customer, Shred-it was able to build a very successful business, taking away market 
share from competitors by saving customers the need to truck documents to a cen-
tral facility to be shredded and allowing customers to oversee the shredding pro-
cess. The company franchised its business in Canada and all over the world, some 
as far away as Hong Kong and Argentina.

inTegraTing inTernal and exTernal analySeS

A solid foundation for competitive advantage requires a match between the strengths 
and weaknesses of a given business and the opportunities and threats present in its rele-
vant environments. This integration is best revealed through a SWOT analysis (Strengths, 
Weaknesses, Opportunities, Threats), which provides an overview of a venture’s strategic 
situation. Exhibit 2-4 lists a number of factors that can be classified by this framework; 
however, these are merely representative of the countless possibilities that may exist.

In practice, a SWOT analysis provides a snapshot view of current conditions.  
Outside-in and inside-out approaches come together in the SWOT analysis to help 
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identify potential business opportunities that match the entrepreneur and his or her 
planned venture. However, because a SWOT analysis focuses on the present, the entre-
preneur needs to also consider whether the targeted opportunity will lead to other 
opportunities in the future and whether pursuit of the opportunity is likely to lead to 
competitive response by potential rivals. Obviously, the most promising opportunities 
are those that lead to others (which may offer value and profitability over the long run), 
promote the development of additional skills that equip the venture to pursue new pros-
pects, and yet do not provoke competitors to strike back. When potentials in the exter-
nal environment (revealed through analysis of the general, industry, and competitive 
environments) fit with the unique resources, capabilities, and core competencies of the 
entrepreneur (highlighted by internal assessment) and threats outside the start-up or 
weaknesses within it are manageable, the odds of success are greatly improved. Clearly, 
conducting outside-in and inside-out analyses and integrating the results can help you 
identify potential business opportunities and then build a solid foundation for competi-
tive advantage. With that foundation, an entrepreneur can begin to position the new 
venture concept or established company with a well-defined strategy that will be more 
likely to generate superior financial results.

SeleCTing STraTegieS To gain CompeTiTive 
advanTage
Generally speaking, a strategy is a plan of action that coordinates resources and com-
mitments of an organization to achieve superior performance. Firms competing in the 
same industry can adopt very different strategies. Broadly speaking, companies can 
choose to build their strategies around an emphasis on either low cost or differentiation 
as they consider how to position themselves relative to their competitors.

strategy
a plan of action that 
coordinates resources 
and commitments 
of an organization 
to achieve superior 
performance

identify and 
compare strategy 
options for building 
and sustaining 
competitive 
advantage.

3

Exhibit 2-4 Examples of SWOT Factors 

positive Factors negative Factors

inside the Company Strengths Weaknesses

•	 Important	core	competencies
•	 Financial	strengths
•	 Innovative	capacity
•	 Skilled	or	experienced	management
•	 Well-planned	strategy
•	 Effective	entry	wedge
•	 A	strong	network	of	personal	contacts
•	 Positive	reputation	in	the	marketplace
•	 Proprietary	technology

•	 Inadequate	financial	resources
•	 Poorly	planned	strategy
•	 Lack	of	management	skills	or	experience
•	 Inadequate	innovation	capacity
•	 Negative	reputation	in	the	marketplace
•	 Inadequate	facilities
•	 Distribution	problems
•	 Limited	marketing	skills
•	 Production	inefficiencies

outside the Company opportunities threats

•	 An	untapped	market	potential
•	 New	product	or	geographic	market
•	 Favourable	shift	in	industry	dynamics
•	 High	potential	for	market	growth
•	 Emerging	technologies
•	 Changes	allowing	overseas	expansion
•	 Favourable	government	deregulation
•	 Increasing	market	fragmentation

•	 New	competitors
•	 Rising	demands	of	buyers	or	suppliers
•	 Sales	shifting	to	substitute	products
•	 Increased	government	regulation
•	 Adverse	shifts	in	the	business	cycle
•	 Slowed	market	growth
•	 Changing	customer	preferences
•	 Adverse	demographic	shifts
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CoST-BaSed STraTegy

The cost-based strategy requires a firm to be the lowest-cost producer within the mar-
ket. The sources of cost advantage are quite varied, ranging from low-cost labour to 
efficiency in operations. Compared to other strategies, however, competing on cost may 
be the least sustainable as an advantage. Competitors may respond by finding ways to 
lower their costs and create conditions for a price war.

Many entrepreneurs and business owners assume that cost-based strategies work 
only for large corporations; however, cost-advantage factors are so numerous and varied 
that, in many cases, small businesses may be able to use them with greater success. Think 
about the thousands of small operators who sell used cars on eBay as a primary occu-
pation. Although they lack the scale advantages of the large dealerships against which 
they compete, they operate with very little overhead by selling exclusively online and 
handling all features of the transactions involved in order to limit costs. It appears that 
motivated entrepreneurs can almost always find ways to compete on cost and undercut 
their much-larger competitors.

Another example of a firm that uses a cost-advantage strategy is virtual bank Tanger-
ine (formerly ING Direct). A subsidiary of Scotiabank, the Canadian company has no 
branches, which significantly reduces its cost of doing business. By reducing costs, Tan-
gerine can offer its customers higher interest on deposits. This is also a good example 
of how a company can use Internet technology to do business in new ways to gain a 
competitive advantage.10

diFFerenTiaTion-BaSed STraTegy

The second general option for building a competitive advantage is creation of a 
 differentiation-based strategy, an approach that emphasizes the uniqueness of a firm’s 
product or service along some dimension other than cost. For the strategy to be effec-
tive, the potential target market must be convinced of the uniqueness and desirability 
of the product or service—whether real or perceived. A wide variety of operational and 
marketing tactics, ranging from promotion to product design can lead to product or 
service differentiation.

Much of the success of Toronto-based outerwear company Canada Goose can be 
attributed to the fact that it makes one of the warmest jackets available as well as its 
decision to maintain production in Canada as an integral part of the company’s mar-
keting strategy. With so many clothing companies turning to offshore producers, the 
company’s “Made in Canada” promise is one that has helped to elevate the brand’s 
image and status in the eyes of consumers across the globe. The company’s success in 
Europe as a luxury outdoor brand (coats can cost upwards of $1,000) helped to propel 
the brand image in North America and make the iconic red, white, and blue Canada 
Goose patch a recognizable symbol for customers who view the Canadian company as 
an expert in cold weather apparel and a luxury brand that has a strong history and 
heritage.11

SUSTaining CompeTiTive advanTage
Building a solid foundation for competitive advantage through sound environmen-
tal and organizational assessments is an important step in developing a business 
venture.

cost-based 
strategy
a plan of action 
that requires a firm 
to hold down its 
costs so that it can 
compete by charging 
lower prices and still 
make a profit

differentiation-
based strategy
a plan of action 
designed to provide 
a product or 
service with unique 
attributes that are 
valued by consumers
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No competitive advantage lasts forever. But recent research has emphasized the 
importance of establishing a sustainable competitive advantage, a value-creating indus-
try position that is likely to endure over time.12 From the beginning, the entrepreneur 
should plan sustainability into strategy by leveraging the unique capabilities of the firm 
in a way that competitors will find difficult to imitate. However, the entrepreneur must 
recognize that sooner or later rivals will discover a way to duplicate any value-creating 
strategy.13 Therefore, it is also important to think of new ways to invest performance out-
comes so that the basis of the competitive advantage can be renewed over the long run.

Competitive advantage clearly has a life cycle. Building a competitive advantage 
generally requires commitment of considerable resources; a well-planned effort will 
lead to a performance payoff. However, returns from that competitive advantage will 
always diminish over time. Ian MacMillan describes the competitive advantage life cycle 
in terms of a three-stage model: launch, exploitation, and erosion. Simply put, firms 
expend resources in order to gain a competitive advantage that they can later exploit, 
but that position eventually erodes as rival firms incorporate similar advantages into 
their own strategies.14

sustainable 
competitive 
advantage
an established, 
value-creating 
industry position 
that is likely to 
endure over time

Small entrepreneurs Against mega-retailers

When the Smith family purchased Hull’s Bookstores 
in 1996, a small three-store chain based in Winni-
peg, MB, they looked forward to continuing the leg-
acy of this century-old Christian bookstore into the 
future. Hull’s had become a mainstay in the Chris-
tian community, selling books, Bibles, music, Sunday 
school curriculum, and religious articles and aids to 
churches and parishes across the Prairies.

Competition was never considered to be much 
of a threat, as Hull’s had managed to carve out a 
unique niche in this market. That was until the 
owners of Hull’s realized that big-box retailer 
Costco and retail giant Walmart were selling some 
of the same titles, and at prices less than they could 
purchase the books for. The big-box store strategy 
of carrying only top-selling brands applied to the 
sale of books as well, which meant that best-sellers 
such as The Purpose Driven Life by Pastor Rick War-
ren and The Prayer of Jabez by Bruce Wilkinson were 
now being sold in big-box stores. It was clear that 
at this point, the company’s sustainable competi-
tive advantage was in jeopardy.

As a result, the Smith family decided to diver-
sify their retail offerings, adding new lines of Chris-
tian gifts and expanding their selection of books to 
reach all Christians regardless of denomination by 

including titles that “speak more of the languages 
of today’s diverse church.” Hull’s also sells online 
through its website www.hullsbookstores.com. 
Although their strategy has changed somewhat, 
the Smith family intends to continue the legacy of 
their family business and face the big-box retailers 
head on, confident that there is still room for inde-
pendent specialty retailers such as Hull’s.

QueStionS:

 1. How easy would it be for another business 
to duplicate their competitive advantage?

 2. Can you recommend other product lines 
or services that could be added to their 
business offering?

Sources: Reg litz, “What to Do When Big Boxes 
Undercut You,” The Globe and Mail, March 25, 2011, 
available at: http://www.theglobeandmail.com/
report-on-business/your-business/grow/expandingthe-
business/what-to-do-when-big-boxes-undercut-you/
article1955455/; Aaron Epp, “Christian Bookstore Per-
severes through Challenging Times,” ChristianWeek.
com, January 14, 2011, available at: http://www.christian 
week.org/stories.php?id=1451; and http://www.hulls-
bookstores.com

ENTREPRENEURIAl ExPERIENCES
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In order for a firm to maintain performance over time, a continuous stream of 
competitive advantages should be maintained in order to avoid dramatic shifts in per-
formance. The reinvestment of performance results and profits is often the foundation 
of competitive advantage. Sam Bowman knows how to create a sustainable competitive 
advantage. His Vancouver–based Pearl Seaproducts Inc. is Canada’s largest producer 
of deepwater cultured oysters, using a unique system of “oyster condominiums” in its 
three oyster farms to control the depth of the water, and thus the temperature, in which 
the oysters grow. Temperature can affect the taste and reduce the likelihood of bacte-
rial contamination. Knowing this advantage could be easily copied, however, Bowman 
refocused the company’s efforts from production to marketing, developing innovative 
packaging that extends the shelf life of oysters to two weeks, helping the company to 
expand its markets geographically to include Asian and U.S. East Coast markets. It also 
developed an oven-ready oyster product called Pearl Bay Oysters Rockefeller and has 
several more products in development.15

Sustainable competitive advantage can be achieved only when an entrepreneur 
continuously assesses the firm’s external environments and upgrades organizational 
capabilities. In this way, the entrepreneur will find innovative combinations to support 
strategies that create value and sustain the firm’s competitive position in the industry.

marKeT SegmenTaTion and iTS variaBleS
In the previous examples, the cost-advantage and differentiation-based strategies were 
applied to marketplaces that were relatively similar in nature. These strategies can also 
be used to focus on a limited market within an industry. Michael Porter refers to this 
type of competitive strategy—in which cost and marketing advantages are achieved 
within narrow market segments—as a focus strategy.

A focus strategy depends on market segmentation. Formally defined, market 
 segmentation is the process of dividing the total market for a product or service into 
groups with similar needs or buying behaviour, such that each group is likely to respond 
favourably to a specific marketing strategy. Developments in the personal computer 
industry provide a good example of real-world market segmentation. Originally, com-
puter manufacturers aimed at the corporate market and practised very little market 
segmentation. But as corporate demand declined, the personal computer industry 
focused on market segments such as small businesses, home offices, and educational 
institutions.

TypeS oF marKeT SegmenTaTion STraTegieS

There are several types of market segmentation strategies, but the two most common 
strategies are the multisegmentation approach and the single-segmentation approach.

the muLtiSegmentAtion StrAtegy
With a view of the market that recognizes individual segments with different prefer-
ences, a firm is in a better position to tailor marketing mixes to various segments. If 
a firm determines that two or more market segments have the potential to be profit-
able and then develops a unique marketing mix for each segment, it is following a 
 multisegmentation strategy.

let’s assume that Visual Solutions, a company that makes presentation software, 
has recognized three separate market segments: students, professors, and executives. 

market 
segmentation
the division of a 
market into several 
smaller groups with 
similar needs or 
buying behaviour

multisegmentation 
strategy
a strategy that 
recognizes different 
preferences of 
individual market 
segments and 
develops a unique 
marketing mix for 
each

define market 
segmentation and its 
related strategies.

4
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Following the multisegmentation approach, the company develops a competitive advan-
tage with three marketing mixes, based on differences in pricing, promotion, distribu-
tion, or the product itself, as shown in Exhibit 2-5.

Marketing Mix 1 consists of selling software to students through bookstores at the 
lower-than-normal price of $99 and supporting this effort with a promotional campaign 
in campus newspapers. With Marketing Mix 2, the company markets the same program 
to colleges and universities for use by professors. Professional magazines and email mar-
keting efforts are the promotional medium used in this mix, distribution is direct from 
the factory, and the product price is $149. Finally, Marketing Mix 3, which is aimed at 
corporate executives, consists of selling a more comprehensive and upgraded version 
of the software, priced at $399, only in certain retail stores and promoting it online and 
through personal selling. Note the distinct differences in these three marketing mixes.

the SingLe-SegmentAtion StrAtegy
When a firm recognizes that several distinct market segments exist but chooses to con-
centrate on reaching only one segment, it is following a single-segmentation strategy. 
The segment selected is the one that seems to offer the greatest profitability. Once again, 
a competitive advantage is achieved through a cost- or marketing-advantage strategy.  

Exhibit 2-5 A Multisegment Market Strategy 

     Marketing Mix 1

Product: Software
Price: $99
Promotion: Campus
 newspapers
Distribution: Bookstores

    Marketing Mix 2

Product: Software
Price: $149
Promotion: Professional
 magazines
Distribution: Direct from
 factory

Market
Segment A
Students

Market
Segment C
Executives

Market
Segment B
Professors

     Marketing Mix 3

Product: Upgraded
 software
Price: $399
Promotion: Personal
 selling and
 online
Distribution: Certain 
 computer
 retail stores

single-
segmentation 
strategy
a strategy that 
recognizes the 
existence of several 
distinct market 
segments but focuses 
on only the most 
profitable segment
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In this situation Visual Solutions would decide to pursue a single-segmentation approach 
and selects the student market segment.

The single-segmentation approach is probably the wisest strategy for small busi-
nesses to use during initial marketing efforts. It allows a small firm to specialize and 
make better use of its limited resources. Once its reputation has been built, the firm will 
find it easier to enter new markets.

A single-segmentation strategy was followed by Razor Suleman, founder of Achievers 
Inc., a Canadian company that specializes in employee incentive and loyalty programs. 
Founded in 2002, the firm now employs more than 200 staff, and has offices in Toronto, 
San Francisco, and Boston. The firm targets corporations that want to motivate and 
reward staff by awarding points for activities such as punctuality or reaching sales tar-
gets. Employees redeem the points for a range of brand-name products using a proprie-
tary web-based software supplied by Achievers Inc. The firm has been recognized as one 
of Canada’s Top 100 Employers, ranked as one of the 100 Fastest Growing Companies 
by Profit, and Mr. Suleman received a BDC Young Entrepreneur of the year award. Refer 
to www.achievers.com/ for more information.16

A variation of the single-segmentation strategy has become known in recent years 
as niche marketing. Because of its popularity and potential value to a small firm’s success, 
niche marketing will be addressed more fully in the next section.

niChe marKeTing
Niche marketing is a special type of market segmentation strategy in which entrepre-
neurs try to isolate their firms from market forces, such as competition, by focusing on 
a very specific target market segment. The strategy can be implemented through any 
element of the marketing mix—price, product design, service, packaging, and so on. 
A niche-market strategy is particularly attractive to a small firm that is trying to escape 
direct competition with industry giants while building a competitive advantage.

Niche marketing can be effective in both domestic and international markets. Noted 
author John Naisbitt foresees a huge global economy with smaller and smaller niche 
markets. He believes that success in those markets “has to do with swiftness to market 
and innovation, which small companies can do so well.”17

SeleCTing a niChe marKeT

Many new ventures fail because of poor market positioning or lack of a perceived advan-
tage among customers in the target market. To minimize the chance of failure, an entre-
preneur should consider the benefits of exploiting gaps in a market rather than going 
head to head with the competition. Niche marketing can be implemented by using any 
of the following strategies:

•	 Restricting focus to a single market segment
•	 limiting sales to a single geographical region
•	 Emphasizing a single product or service
•	 Concentrating on the superiority of the product or service

A number of entrepreneurs have focused on niche markets, and their creative 
efforts illustrate just how well these strategies can work. Marney Weatherby founded 
Spa at Home, a london, Ontario–based business that provides massage, spa, and aes-
thetic services to busy, working couples who don’t have the time to visit a traditional 

niche marketing
choosing market 
segments not 
adequately serviced 
by competitors

explain the concept of 
niche marketing and 
its importance to small 
business.

5
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spa or salon. “Offering in-home services eliminates a major source of stress for clients,” 
explains Weatherby. “They don’t have to worry about babysitters or finding parking. 
They can just focus on the service.” Research shows that the average Canadian worker 
has 40 minutes less free time daily than 20 years ago, and for young, working couples, 
this means there is often not enough time left for household errands let alone personal 
care services. The mobile spa meets the needs of this unique niche market and while 
Weatherby must still consider traditional spas and salons that have storefront locations 
her competition, there are only a few other at-home spa providers in her area that she 
directly competes with.18

Pacific Coastal Airlines, based in Vancouver, services a niche market along the Pacific 
Coast, providing amphibious and float-equipped aircraft uniquely suited to meet the 
demands of the local logging and sports fishing industry. Their physical location in 
Powell River also provides a competitive advantage, acting as an effective barrier to entry 
for any new competitors looking to expand into the area. By selecting a particular niche 
market, an entrepreneur decides on the basic direction of the firm. Such a choice affects 
the very nature of the business and is thus referred to as a strategic decision. A firm’s 
overall strategy is formulated, therefore, as its leader decides how the firm will relate to 
its environment—particularly to the customers and competitors in that environment.

Selection of a very specialized market is, of course, not the only possible strategy for a 
small firm. Nevertheless, finding a niche that can be exploited is a popular strategy. 
It allows a small firm to operate in the gap between larger competitors. If a small 
firm chooses to compete head to head with other businesses, particularly large corpo-
rations, it must be prepared to distinguish itself in some way—for example, through 
attention to detail, highly personalized service, or speed of service—in order to make 
itself a viable competitor.

mainTaining niChe-marKeT poTenTial

Those firms that adopt a niche-market strategy tread a narrow line between maintain-
ing a protected market and attracting competition. Entrepreneurs must be prepared 
to encounter competition if their ventures prove profitable. In his book Competitive 
Advantage, Michael Porter cautions that a segmented market can erode under any of 
four conditions19:

1. The focus strategy is imitated.
2. The target segment becomes structurally unattractive because of erosion of the 

structure or because demand simply disappears.
3. The target segment’s differences from other segments narrow.
4. New firms subsegment the industry.*

The experience of Minnetonka, a small firm widely recognized as the first to intro-
duce liquid hand soap, provides an example of how a focus strategy can be imitated. 
The huge success of its brand, Softsoap, quickly attracted several of the industry giants, 
including Procter & Gamble. Minnetonka’s competitive advantage was soon washed 
away. Some analysts believe that the company focused too much on the advantages of 
liquid soap in general and not enough on the particular benefits of Softsoap.

strategic decision
a decision regarding 
the direction a firm 
will take in relating 
to its customers and 
competitors

* Adapted with the permission of Free Press, a Division of Simon and Schuster, Inc., from COMPETITIVE 
ADVANTAGE: Creating and Sustaining Superior Performance, by Michael E. Porter. Copyright © 1985, 1998 
by Michael E. Porter. All rights reserved.

BK-NEL-LONGENECKER-140433-Chp02.indd   43 29/12/14   7:32 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 1 Entrepreneurial Opportunity44

NEL

Sometimes it is difficult to anticipate the exact source of competition. Before Don-
ald and Maria Pagazani started Dominion Hardware in downtown Whitby, Ontario, in 
1992, they felt they had adequately researched the market, including potential compe-
tition. Indeed, business was fine—until Home Depot opened up in the suburbs. Still, 
the Pagazanis got by, offering personalized service that lured customers back from the 
big-box store. In 1996, however, Canadian Tire opened up just down the street. Compe-
tition from larger competitors forced the Pagazanis out of business in 1999.20 This is not 
always the case, however, as shown by the success of companies such as Mountain Equip-
ment Co-op competing with large chains and catalogue retailers by offering competitive 
pricing, a wide selection, and—most importantly—personalized service. This strategy 
enables the firm to compete effectively, even against catalogue retailers. Clearly, niche 
marketing does not guarantee a sustainable competitive advantage. But it does allow 
small firms to extend their prosperity by developing competitive clout.

1 distinguish among the different types and sources 
of start-up ideas.

•	 The	different	types	of	start-up	ideas	include	existing	con-
cepts redirected to new markets, technologically derived 
ideas, and ideas to perform existing functions in a new 
and improved manner.

•	 Research	shows	that	entrepreneurs	claim	prior	work	experi-
ence	is	the	leading	source	of	inspiration	for	start-up	ideas.

•	 Some	entrepreneurs	start	their	new	ventures	based	on	
their hobbies and personal interests, which can add pas-
sion and energy to the enterprise.

2 describe external and internal analyses that 
can be used to identify and assess new venture 
opportunities and describe the factors that con-
tribute to competitive advantage.

•	 The macroenvironment, the industry, and the organiza-
tion must be assessed to determine the overall attractive-
ness of a potential venture.

•	 Outside-in	analysis	considers	the	external	environ-
ment, including the general, industry, and competitive 
environments.

•	 Major trends in the general environment are economic, 
sociocultural, political/legal, global, technological, and 
demographic in nature.

•	 The major forces that determine the potential attractive-
ness and profitability of a target industry include the 
threat of new competitors, the threat of substitute prod-
ucts or services, the intensity of rivalry among existing 
competitors, the bargaining power of suppliers, and the 
bargaining power of buyers.

•	 Inside-out	analysis	helps	the	entrepreneur	to	understand	
the internal potentials of the business.

•	 Core	competencies	are	those	capabilities	that	can	be	lev-
eraged to enable a firm to do more than its competitors, 
thereby leading to a competitive advantage.

•	 A	SWOT	analysis	provides	an	overview	of	a	firm’s	
strengths and weaknesses, as well as opportunities for 
and threats to the organization.

•	 A firm has a competitive advantage when it offers supe-
rior products or services that customers value, which 
leads to favourable firm performance.

•	 Competitive	advantage	usually	emphasizes	price/value,	
unique	service	features,	notable	product	attributes,	cus-
tomer experience, and accessibility.

3 identify and compare strategy options for 
building and sustaining competitive advantage.

•	 A	firm’s	competitive	advantage	can	be	cost-based	or	
differentiation-based	advantage,	both	of	which	are	
broad-based	strategy	options.

•	 A	cost-based	strategy	requires	a	firm	to	become	the	
lowest-cost	producer	in	a	given	market.

•	 Product	or	service	differentiation	is	frequently	used	as	a	
means of achieving superior performance.

•	 The results of competitive advantage—superior profit-
ability, increased market share, and improved customer 
satisfaction—should be reinvested for the sake of the 
firm’s	future	performance.

•	 Sustainability	is	achieved	when	the	entrepreneur	is	
forward-thinking	and	tries	to	stay	one	step	ahead	of	rival	
firms.

4 define market segmentation and its related  
strategies.

•	 A focus strategy relies on market segmentation, which is 
the process of dividing the total market for a product or 
service into groups, each of which is likely to respond 
favourably to a specific marketing strategy.

•	 Market segmentation strategies include the multiseg-
mentation	approach	and	the	single-segmentation	
approach.

L o o k i n g  b A C k
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5 explain the concept of niche marketing and its 
importance to small business.

•	 Focusing	on	a	specific	market	niche	market	is	a	strategy	
that small firms often use successfully.

•	 Niche	marketing	encompasses	(1)	concentrating	on	a	
single	market	segment,	(2)	concentrating	on	a	single	
product,	(3)	restricting	sales	to	a	single	geographical	
region,	and	(4)	emphasizing	substantive	product/ 
service superiority.

k e y  t e r m S

competitive	advantage,	p.	35
core	competencies,	p.	35
cost-based	strategy,	p.	37
differentiation-based	strategy,	p.	38
general	environment,	p.	33
industry	environment,	p.	33
intangible	resources,	p.	35
market	segmentation,	p.	40

multisegmentation	strategy,	p.	40
new	benefit	ideas,	p.	30
new market ideas, p. 29
new technology ideas, p. 29
niche	marketing,	p.	42
organizational	capabilities,	p.	35
organizational	resources,	p.	34
pivot, p. 29

serendipity,	p.	32
single-segmentation	strategy,	p.	41
start-up,	p.	28
strategic	decision,	p.	43
strategy,	p.	37
sustainable competitive advantage, 
p.	39

tangible	resources,	p.	35

diSCUSSion QUeSTionS

1. What are the three basic types of start-up 
ideas? What are the most common sources of 
inspiration for start-up ideas?

2. list and describe the five approaches outlined 
in this chapter that can be used to generate 
creative new business ideas. What are the 
most important features of each of these?

3. list the six most important trends of the gen-
eral environment. What are some ways in which 
each trend might affect a small business?

4. What are the primary factors that shape com-
petition in an industry, according to Porter’s 
model? In your opinion, which of these fac-
tors will have the greatest impact on industry 
prices and profits?

5. What is a SWOT analysis? How can a SWOT 
analysis help the entrepreneur match oppor-
tunities in the external environment with 
organizational capabilities?

6. Why is it important to consider sustainability 
in the development of competitive advantage? 
What measures can a small business take to 
ensure sustainability?

7. What are the two basic strategy options for 
creating a competitive advantage?

8. What is meant by the term focus strategy? What 
are the advantages and disadvantages of a 
focus strategy? What must an entrepreneur 
know and do to maintain the potential of a 
focus strategy?

9. Explain the difference between a multiseg-
mentation strategy and a single-segmentation 
strategy. Which one is likely to be more 
appealing to a small firm? Why?

10. What is meant by the term niche marketing?
11. What are four challenges a firm might face if 

using a niche marketing strategy?

yoU maKe The Call

SiTUaTion 1

After selling his small business, James Sandler set 
out on an 18-month trip through Europe, China, 
and Russia with his wife and young children. He 
had founded the business several years earlier, and 

it had become a million-dollar enterprise. Now he 
was looking for a new venture.

While giving his two sons reading lessons on 
board a train in France, Sandler had an inspira-
tion for a new company. He wondered whether the 
education materials available in Europe and other 
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his five-year-old company, has been offering sleep-
recovery services through business-class hotels 
in prime cities around the world. So far, he has 
worked out deals with eight partner hotels in four 
cities: New York, Tokyo, london, and Paris. His 
system provides booths in which guests can bask in 
30 minutes of simulated sunshine generated from 
electronic light boxes. Science has shown that this 
form of light therapy can help to restore the body’s 
natural sleep rhythms well ahead of the recovery 
time that it normally takes to reset one’s internal 
clock. The price of the service varies, depending 
on the city and the specific deal worked out with 
each partner hotel, but the client response so far 
has been encouraging. Now Sanderson is trying 
to identify other cities where he can help weary 
travellers reset their internal clocks.

Question 1 Will the market for Sanderson’s 
product continue to grow in the years ahead?
Question 2 Given the company’s success so far, 
what sources of competition should he expect?
Question 3 What steps would you recommend that 
Sanderson take to protect his company from the 
onslaught of competition that is likely to come?

experienTial exerCiSeS

1. look through some small business periodicals 
in your school library or online for profiles of 
five or six new start-ups. Report to the class, 
describing the sources of the ideas.

2. Select a product that is manufactured by a 
successful small business, and try to deter-
mine which features of the general and/or 
industry environments are the foundation for 
its creation and success.

3. Go to the website of a small business, and iden-
tify the external factors (such as those in the 
general, industry, and/or competitive environ-
ments) as well as the internal factors around 
which the business has been created. Does the 
firm seem to be more sensitive to internal or 
external dynamics? Given your knowledge of 
the business, is that good or bad?

4. Working in small groups, write a brief but spe-
cific description of the best target market for 
a new product that is familiar to most of the 
class. Designate a member of each group to 
read the group’s market profile to the class.

countries could be imported, or reproduced, for 
the North American market to enhance language 
and science training. He was particularly interested 
in some of the mechanical toys used to illustrate 
elementary science in Russia, and the colourful 
books available in parts of Europe.

Question 1 How would you classify Sandler’s start-
up idea?
Question 2 What was the source of Sandler’s new 
idea?
Question 3 Do you think Sandler might develop 
his idea with a start-up or a buyout? Why?

SiTUaTion 2

Arvin Singh is a retired factory worker who 
invented a rectangular case with wheels on one 
end and a retractable handle on the other. The 
suitcase can hold about four days’ worth of clothes 
and be pulled easily down narrow airplane aisles. 
It is both light and durable. An integral part of the 
design is the several internal separators that allow 
easy storage. Friends and family members who 
test-drove the bag were enthusiastic about its prac-
ticality. Singh researched several potential manu-
facturers in China, and believed he could bring 
the luggage to market at a bargain price. Singh 
exhibited his new product at the luggage industry’s 
annual trade show. The bag created little excite-
ment among buyers. They complained that the 
suitcase stood on its side, which looked unnatural.

Question 1 What particular niche market, if any, 
do you think Singh can successfully reach with 
this product? Why?
Question 2 Do you think he will face an imme-
diate challenge from local or global competitors? 
If so, how should he react?
Question 3 What type of quality concerns should 
Singh have regarding the product?

SiTUaTion 3

Overcoming jet lag on international trips is crucial 
to making good decisions when working with over-
seas counterparts, especially when difficult nego-
tiations are involved. If an executive wants to be 
refreshed and on top of his or her game, Phillip 
Sanderson has a solution. Perfect Illuminations, 
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alTernaTive CaSeS For ChapTer 2 

Case 1, Dori’s Diamonds, p. 449
Case 3, Smitty’s li’l Haulers, p. 454
Case 6, Napier Enterprises, p. 462
Case 8, iYellow Wine Club, p. 465
Case 11, Prestige Dance Academy, p. 472

CaSe 2

dillon’S Small BaTCh diSTillerS 
(p. 452)

This case illustrates the importance of internal and 
external analysis and how new idea generation can 
lead to a competitive advantage.
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Family EntErprisE

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Discuss the factors that make a family 
business unique.

2 Explain the forces that can keep a 
family business moving forward.

3 Describe the complex roles and 
relationships involved in a family 
business.

4 Identify management practices that 
enable a family business to function 
effectively.

5 Describe the process of managerial 
succession in a family business.

ChApter 3
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i n  t h e  S p o t L i g h t

Chips off the Block: kids take over ice-Sculpting Business
The transfer of ownership in any business can be considered a critical point in the life of the busi-
ness. Doing it well takes time, planning, and a lot of work. Doing it poorly can mean the beginning 
of the end for the business.

Julian Bayley is aware he waited too long to start the succession-planning process for the family 
business. Better late than never: in 2007 Bayley and his wife Ann began to hand the reins over to 
three of their children, while making allowances for the two others who are not actively involved.

The solution is as unique as the business: Iceculture Inc. exports decorative ice sculptures across North 
America and around the world. Founded in 1993 in Hensall, Ontario, the business was more of a hobby 
than a plan to build a family business. The Bayleys started carving ice sculptures as centrepieces for wed-
dings and corporate events, and the business eventually outgrew their other business, an advertising agency.

Prior to the economic downturn in 2007 Iceculture had become a $5 million per year venture 
employing 50 people. The company wholesales super-hard ice blocks and created entire restaurant 
and lounge interiors and sculptures using state-of-the-art computer-controlled lathes. Products were 
shipped in refrigerated containers as far as Dubai, Singapore, South Africa, and even Iceland and 
Norway! Then the recession hit and sales dropped 50 percent.

The Bayleys considered selling the business when they first pondered an exit strategy three 
years ago. It turns out the solution was sitting around the table at family get-togethers. Daughter 
Heidi Bayley had joined the business in 2000; daughter Christine Rose came on board two years 
later followed by brother Sam. The solution seemed obvious and the transfer of ownership to their 
children was structured so that all five children have an interest in the business, including two 
daughters living in the United States and the United Kingdom who are not involved in operations.

Heidi, who had been general manager, became president; Christine’s role is in sales and mar-
keting; and Sam, with a background in accounting, marketing, and IT, leads operations. Along with 
their parents, the five make up the board of directors and share in major decisions for the business. 
They have drawn on the resources of the Canadian Association of Family Enterprise, where they 
share experiences and learn from others who work for and manage family businesses.

In the end the succession plan was an easy decision for 70-year-old Julian. Ann’s health and 
the economy accelerated the process. “It was a baptism by fire,” said Bayley. “There’s no ideal 
time really. We had to evaluate [the children’s] business experience and establish exactly what they 
might bring to the table. We had to know they could all get along in a business environment and 
find out how they interacted with company staff—especially in tough business situations.”

Under the direction of the second generation the company has continued to thrive. They have main-
tained the family business momentum and culture of excellence and the list of annual awards the com-
pany receives is impressive, including the 2014 Canadian Special Events Star Award for Outstanding 
Logistical Achievement.

The Bayleys and Iceculture are an excellent example of a family business making the transition 
from founders to the second generation.

www.iceculture.com

diSCuSSion QueStionS:

1. What should Julian and Ann have done differently to prepare their children to succeed them in 
running Iceculture?

2. What should Julian and Ann have done differently to prepare the business and its employees for 
the succession to the second generation of family management?

3. What did Julian and Ann do well in managing the succession?

Sources: Adapted from Ian Harvey, “Chips Off the Block: Kids Take Over Ice-sculpting Business,” The Globe and Mail,  
October 13, 2010, p. B10; and http://www.iceculture.com.
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Creating a business from scratch—a start-up—is the route that usually comes to mind 
when discussing entrepreneurship. There is no question that start-ups represent a sig-
nificant opportunity for many entrepreneurs. However, an even greater number of indi-
viduals realize their entrepreneurial dreams through other alternatives—by purchasing 
an existing firm (a buyout), franchising, or entering a family business.

There are four different types of business ownership opportunities: start-ups, buy-
outs, franchises, and family businesses. This chapter examines the issues specifically 
related to family business. Chapter 4, Franchising and Buyouts, explores the franchising 
and buyout options.

The Family Business: a unique insTiTuTion
Entrepreneurial life goes beyond start-ups, buyouts, and franchises. Some people get 
into business by joining an enterprise started by parents, grandparents, or other rela-
tives. Start-ups catch more headlines and generate greater flash and excitement, but 
don’t be deceived: Family businesses are vital to the Canadian economy!

In this book, the word family refers to a group of people bound by a shared history 
and a commitment to share a future together, while supporting the development and 
well-being of individual members.1 This definition acknowledges that there can be con-
siderable differences in the compositions of families. They can vary according to blood 
relationships, generational representation, and legal status.

For some people, joining the family business is a “no brainer,” especially if they have 
been groomed for a position in the firm and look forward to its challenges. Others see 
a job in the family firm as merely one possibility among many career options to be con-
sidered during or after their postsecondary years. In any case, the family business offers 
another doorway to entrepreneurship for those whose families have their own firms. 
Ideally, the decision to join the family business should be based on an understanding 
of the unique dynamics of such an enterprise. This chapter examines the distinctive 
features that characterize the entrepreneurial alternative known as the family business.

A family business is a double-edged sword—it cuts both ways, with unique advantages and 
potentially frustrating disadvantages. Many advantages arise from the exceptional commit-
ment to the enterprise of family employees, who recognize that the firm’s performance has a 
profound effect on the family, financially and otherwise. On the downside, family businesses 
sometimes experience severe complications, such as business conflicts that cross over to create 
problems in the entrepreneur’s personal life, and vice versa. There is no question that family 
firms differ from other types of small businesses in many ways. For example, decision making 
in a family business is typically more complex since it involves a mixture of family and busi-
ness values and interests. This section discusses some characteristics of this unique institution.

WhaT is a Family Business?

We define a family business as a company that two or more members of the same family 
own or operate together or in succession. The nature and extent of family members’ 
involvement vary. In a number of firms, some family members work part time. In a small 
restaurant, for example, one spouse may serve as host and manager, the other may keep 
the books, and the children may work in the kitchen or as servers. Family members most 
frequently involved in family businesses are spouses, siblings, children, and parents.  
In-laws participate in some cases, but this is far less common, and the involvement of 
other relatives, such as aunts, uncles, and cousins, is even more unusual.

family
a group of people 
bound by a shared 
history and a 
commitment to share 
a future together, 
while supporting 
the development 
and well-being of 
individual members

family business
a company that two 
or more members of 
the same family own 
or operate together 
or in succession

discuss the factors 
that make a family 
business unique.

1

BK-NEL-LONGENECKER-140433-Chp03.indd   50 29/12/14   7:35 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 3 Family Enterprise 51

NEL

Most family businesses, including those we are concerned with in this book, are 
small. However, family considerations may continue to be important even when such 
businesses become large corporations. Prominent companies such as Canadian Tire, 
McCain Foods, Shaw Cable, Weston’s, Irving Oil, Steinberg’s, Craig Broadcasting, and 
Olympia & York are still recognized, to some extent, as family businesses.

Experts on family businesses try to sort through family relationships and apply labels 
to firms as they evolve from one generation to another. But whichever generation is 
leading a company, the influence of other generations is felt. Beyond their personal 
relationships with their mother, the siblings involved in Two Men and a Truck (see 
Case 4 at the end of the book) continue to feel the presence of their grandmother, who 
allowed their mother to use her farm as a place to park trucks, who helped with business 
paperwork, and who held onto the cash the drivers collected. And they share that legacy 
with employees and franchisees who partner with the company.

Family and Business overlap
Any family business is composed of both a family and a business. Although the fam-
ily and the business are separate institutions—each with its own members, goals, and 
 values—they overlap in the family firm. For many people, these two overlapping institu-
tions represent the most important areas of their lives.

Families and businesses exist for fundamentally different reasons. The family’s pri-
mary function is the care and nurturing of family members, while the business is con-
cerned with the production and distribution of goods and/or services. The family’s 
goals include the personal development of each member (sometimes with scant con-
cern for limitations in abilities) and the creation of equal opportunities and rewards for 
each member; the business’s goals are profitability and survival.

Individuals involved, directly or indirectly, in a family business have interests and 
perspectives that differ according to their particular situations. For example, a family 
member who works in the firm but has no personal or ownership interest might favour 
more generous employment and advancement opportunities for family members than, 
say, a family member who owns part of the business but works elsewhere or an employee 
with neither family nor ownership interest.

Competing interests can complicate the management process, creating tension and 
sometimes leading to conflict. Relationships among family members in a business are 
more sensitive than relationships among unrelated employees. For example, disciplining 
an employee who consistently arrives late is much more problematic if he or she is also 
a family member. Or, consider a performance review session between a parent–boss and 
a child–subordinate. Even with nonfamily employees, performance reviews are potential 
minefields; the existence of a family relationship adds emotional overtones that vastly 
complicate the review process. As successful entrepreneur and author Lowell J. Spirer 
observes, no one wants his or her tombstone to read: “Here lies a parent or spouse who 
fired his own flesh and blood without just cause.”2

CompeTiTion BeTWeen Business and Family

Which comes first, the family or the business? In theory, at least, most people opt for 
the family. Few business owners would knowingly allow the business to destroy their 
family. In practice, however, the resolution of such tensions becomes difficult. For 
example, despite being motivated by a sense of family responsibility, a parent may 
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nevertheless become so absorbed in the business that he or she spends insufficient 
time with the children.

In most cases, families are accustomed to making minor sacrifices for the good of 
the business. In many family enterprises, the long hours needed in the business can 
sometimes mean missing dinner with the family or skipping a child’s hockey or soccer 
game. Families usually tolerate some inconveniences and disruptions to family life. 
Occasionally, however, the clash of business interests and family interests is so persistent 
or so severe that entrepreneurs must decide which comes first. Even when the stakes are 
high, some choose business over family. Others declare that their highest loyalty belongs 
to the family but deny it with their behaviour.

After retiring from his automotive restoration business, David Smith of Penticton, 
B.C., went into business with his daughter Meika. “I wanted to go into business with my 
Dad because I didn’t get to spend a lot of time with him as a teenager,” explains Meika, 
“and I just wanted to hang out with him.” The Smiths started Smith and Company Bev-
erage Purveyors in 2005 and are still learning to work with each other two years later. 
“It’s not all business with us,” says David. “We still have the father/daughter dynamic but 
now I also respect her as a business woman.”3 Balancing work and other life commit-
ments is discussed in greater detail in Chapter 9, The New Venture Team, Small Firm 
Management, and Managing Human Resources.

advanTages oF a Family Business

Problems with family firms can easily blind young people to the unique advantages that come 
with participating in the business. The benefits associated with family involvement should 
be recognized and discussed when recruiting younger members to work in the family firm.

One primary benefit derives from the strength of family relationships. Family mem-
bers have a unique motivation because the firm is a family firm. Business success is also 
family success. Studies have shown that family CEOs possess greater internal motivation 
than do nonfamily CEOs and have less need to receive additional incentives through 
compensation.4 CEOs and other family members are drawn to the business because of 
family ties, and they tend to stick with the business through thick and thin. A downturn 
in business fortunes might cause nonfamily employees to seek greener employment 
pastures elsewhere, but a son or daughter may be reluctant to leave. The family name, 
its welfare, and possibly its fortune are at stake. In addition, a person’s reputation in the 
family and in the business community may hinge on whether she or he can continue the 
business that Mom or Grandfather built.

Family members may also sacrifice income to keep a business going. Rather than 
draw large salaries or high dividends, they are likely to permit resources to remain in the 
business in order to meet current needs. Many families have postponed the purchase of 
a new car or new furniture long enough to let a business get started or to get through a 
period of financial stress, thereby greatly increasing the company’s chances of survival.

Businesses that are family owned often highlight this feature in their promotional 
materials to set themselves apart from competitors. For example, a phrase such as “A 
Family Serving Families” is often placed on signage, websites, and promotional litera-
ture where potential customers can’t miss it. This is a “high-touch” message, one that 
resonates with customers who don’t want to be treated as “just another number”; as a 
result, the theme is especially effective for companies that offer highly customized prod-
ucts or very personal services, such as investment planning, chiropractic care, funeral 
services, and fine dining. Such promotional efforts attempt to convey the fact that 
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family-owned firms have a strong commitment to the business, high ethical standards, 
and a personal commitment to serving their customers and the local community.

Other features of family involvement in a firm can also contribute to superior 
 business performance. From their study of resource management in family businesses, 
business professors David Sirmon and Michael Hitt identified the following features of 
these firms as offering unique advantages (see also Exhibit 3-1):5

1. Firm-specific knowledge: Family businesses often compete using firm-specific knowl-
edge that is best shared and further developed by individuals who care deeply 
about the business and who trust one another. These companies are in a unique 
position to pass this knowledge along from generation to generation, sharpening 
the edge of that advantage over time.

2. Shared social networks: Family members bring valuable social capital to the business 
when they share their networks with younger members of the family and thus help 
to ensure the firm’s future performance.

3. A focus on the long run: Most family managers tend to take a long-range perspective 
of the business, in part because they view it as an asset that must be maintained 
for the sake of future generations.

4. Preservation of the firm’s reputation: Because they have a stake in preserving the family’s 
reputation, members of the family are likely to maintain high standards when it comes 
to honesty in business dealings, such as offering quality and value to the consumer.

5. Reduced cost of control: Because key employees in a family business are related and 
trust one another, the firm can spend less on systems designed to reduce theft and 
to monitor employees’ work habits.*

Family Business Advantages

Strong
motivation
of family
members

to see
business
succeed

Ability to use
family theme
in promotions

Shared social
networks

among family
members

Preservation
of the firm’s
reputation
based on

maintenance
of high

standards

Developing
firm-specific
knowledge

among
family

members

Focus
on the

long run

Reduced
cost of
control

Exhibit 3-1 
Advantages of a Family 
Business 

* David G. Sirmon and Michael A. Hitt, “Managing Resources: Linking Unique Resources, Management 
and Wealth Creation in Family Firms,” Entrepreneurship Theory and Practice, vol. 27, no. 4 (Summer 2003), 
pp. 341–44.
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disadvanTages oF a Family Business

Even before a venture is created, conflict may arise between family members. Often the 
spouse, parents, in-laws, or others will accuse a budding entrepreneur of putting the 
family at risk by launching the business. When this happens between married couples, 
the eventual result is often the failure of either the business or the marriage. From the 
perspective of the opposing family members, their position may appear quite reason-
able. The entrepreneur may be gambling with retirement savings, the children’s post-
secondary education funds, or the home mortgage. Consequences can be severe.

the Sweet Life of Family Business

Many family businesses do not survive the transi-
tion from founder to second generation. One 
Canadian company has mastered the art of succes-
sion, with a fifth-generation member of the family 
recently named president.

Established in 1873, Ganong Ros., Limited 
is Canada’s oldest, family owned and operated 
candy company, manufacturing all its products 
in St.  Stephen, New Brunswick. The company’s 
chocolates and candies are sold coast-to-coast in 
Canada and throughout the United States, and 
worldwide through its online store.

In April 2014, Bryana Ganong was appointed 
president and CEO of the company. After attending 
both McGill University and the University of West-
ern Ontario, she joined Bell Canada, but decided 
to return to her hometown and Ganong in 1997 
as a marketing assistant. Since then she worked 
in a variety of roles throughout the organization, 
including Research & Development, Product 
Development, Contract Manufacturing,  Marketing, 
and Public Relations. Bryana’s most recent role 
before this promotion was vice president of Busi-
ness Development and Brand Marketing.

“I’m excited to assume this role as we continue 
to position our company for continued growth 
and expansion,” says Ganong. “Growing up in this 
business has given me a foundation of experience 
and values that I know will be extremely helpful 
as we continue to expand our markets, our reach 
and our product development. I look forward to 
working with our strong team, our customers and 
our board to continue our family tradition of pro-
viding quality products to our customers around 
the globe.”

Bryana succeeds David Ganong who held the 
position for 33 years and will take on a new role as 
executive vice chair of the board of directors. In 
that role he will continue to support and advise 
Bryana and the management team.

According to board chair Hubert Saint-Onge, 
“Bryana Ganong’s experience and expertise will 
help meet the continued growth and success for 
the Ganong and Sunkist brands that have made 
this company a household name. Her proven 
record of leadership, strategy development, 
 customer service, team building, financial and 
relationship management will continue to guide 
us through an ever changing global environment, 
while ensuring the strong New Brunswick and 
Canadian roots that built this company are never 
far from our minds.”

QueStionS:

 1. How qualified do you think Bryana 
Ganong is to accept the role of president? 
Why or why not?

 2. Bryana worked in the company for 17 years 
before achieving this leadership position. 
What risks do such a long apprenticeship 
pose to both the family member and the 
business?

 3. With the former CEO remaining in the 
company, do you think Bryana and her 
team will feel additional pressure when 
making key decisions for the business?

Sources: “Canada’s Oldest Chocolate Company Ganong 
Announces New President and CEO,” Canada Newswire 
[Ottawa], April 28, 2014; and http://www.ganong.com.

ENTREPREURIAL ExPERIENCES
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As the business grows, inherent differences in family and business values and com-
mitments emerge:

•	 A family is a unit that balances relationships; a business must deal with differences 
in competence and merit.

•	 The family seeks to perpetuate traditions, while the business must innovate to 
prosper.

•	 A family is characterized by unity and cooperation, but a business grows through 
diversity and competition.

•	 Families tend to be stable, while businesses, especially those competing in the 
global economy, often face instability.

•	 For families, loyalty usually trumps opportunity, but businesses are regularly chal-
lenged by opportunities that arise for both the company and its employees.

A particular challenge for family businesses is fair treatment of children of found-
ers or the current generation of owners. This arises when one or more children work 
in and perhaps eventually purchase the business while other children choose not to be 
involved. This is illustrated by “In the Spotlight” featuring the transition of Iceculture 
Inc. from founders to the next generation, where only three of the five Bayley children 
are actively involved in the business. One method of dealing with this is the family trust, 
which will be described later in the chapter.

Family members working in the business need great support of spouses or “signifi-
cant others” and children for those times the business requires more of their attention, 
and for conflict-free time away from the business. Work–life balance is a critical issue for 
family members working in the business, and conflict at home can drive them to spend 
more time working than relating to family members. This can lead to family stresses, 
including divorce or estrangement from children and other family members. Since 
the business is critical to the financial well-being of the family, it requires the time and 
attention of family members working in it to ensure the business remains successful. 
At times, the business will demand more time and attention to deal with problems or 
economic downturns. However, when business returns to a more “normal” pattern, it 
is critical to balance work with other aspects of life, including family: “There are very 
few people who, on their deathbed, express regret at not having spent more time at the 
office” (source unknown).

Many publicly traded companies have policies against nepotism, the hiring of fam-
ily members. The assumption is that employees and executives may show favouritism 
toward their relatives, regardless of performance or competence. Nepotism is a char-
acteristic of the family firm. Unfortunately, many such business do, in fact, provide 
employment to relatives regardless of their qualifications and may keep them on the 
payroll even after their poor performance has become obvious to everyone. Not only is 
the effectiveness of the company diminished, but these practices also demoralize com-
petent, nonfamily employees.

The fact that so many family firms are able to survive generational transitions dem-
onstrates that the disadvantages can be overcome. Later in the chapter we will introduce 
some of the strategies families have used to help their businesses succeed.

Family Business momenTum
Like other organizations, family businesses develop particular ways of doing things and 
certain priorities that are unique to each firm. These special patterns of behaviours 

explain the forces 
that can keep a 
family business 
moving forward.
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and beliefs make up the firm’s organizational culture. As new employees and family 
members enter the business, they pick up these unique viewpoints and ways of operat-
ing, which create staying power for the company. The culture of the family firm can 
be a strategic resource that promotes learning, risk taking, and innovation. In fact, 
family business expert John L. Ward has conducted research that suggests family busi-
nesses have an advantage precisely because of their cultures, which tend to emphasize 
important values such as mutual respect, integrity, the wise use of resources, personal 
responsibility, and “fun” (enthusiasm, adventure, celebration, etc.) in the family busi-
ness experience.6

The imprinT oF Founders on The Family  
Business CulTure

Founders leave a deep impression on the family businesses they launch. And the distinc-
tive values that motivate and guide an entrepreneur in the founding of a company may 
help to create a competitive advantage for the new business. For example, the founder 
may cater to customer needs in a special way and emphasize customer service as a 
guiding principle for the company. The new firm may go far beyond normal industry 
practices to ensure customers are satisfied, even if it means working overtime or making 
deliveries on a weekend or at odd hours. Those who work in such an enterprise quickly 
learn that customers must always be handled with special care.

In a family business, the founder’s core values may become part of both the busi-
ness culture and the family code—“the things we believe as a family.” Tim Tregunno, a 
third-generation member of Halifax Seed Company, the country’s oldest such business, 
describes that influence on his father, Warren: “As soon as he could drive, Grandad gave 
him a map and a list of accounts and said, ‘Go do our business.’”7

Of course, there is always a darker possibility—that of a founder’s negative imprint 
on the organizational culture. Successful business founders may develop an unhealthy 
narcissism or exaggerated sense of self-importance. Such individuals occasionally 
develop a craving for attention, a fixation with success and public recognition, and a 
lack of empathy for others. Unfortunately, these attitudes can harm the business by cre-
ating a general feeling of superiority and a sense of complacency. While contributions 
of founders deserve proper acknowledgment, any negative legacy must be avoided.

The CommiTmenT oF Family memBers

The culture of a particular firm includes numerous distinctive beliefs and behaviours, 
which help to keep the business moving forward according to the vision of the founder. 
But sooner or later, the reins of leadership must be turned over to a new generation. 
The continuity of the business will depend, in large part, on next-generation family 
members and their level of commitment to the business. Recent research suggests that 
family members coming into a business do so for a variety of reasons, and these reasons 
shape the strength and nature of their commitment to the company.

The competing interests model is often used to summarize the complexities of 
dealing with the family firm’s interactive components: the business, the family, and the 
individual. The model is usually applied to founders, since they have an obvious interest 
in the business, which puts them in the sometimes difficult position of having to balance 
this interest, their personal aspirations, and the needs of the family. However, if they 
choose to pursue a career in the business, next-generation family members must deal 
with some of these same challenges, and their commitment to the company will likely 

organizational 
culture
patterns of 
behaviours and 
beliefs that 
characterize a 
particular firm
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determine the value of their contribution to the business, the financial benefits they 
bring to the family, and their personal satisfaction with work-related roles.

To explore the connection between commitment and family business involvement, 
Pramodita Sharma and P. Gregory Irving, two family business experts from Canada, 
studied the research on family enterprises. They found the following four bases of com-
mitment among successors in family businesses: desire-based commitment or emotional 
commitment, a sense of obligation, cost considerations, and personal need.8 In all 
cases, the outcome was the same—members of the family were persuaded to join the 
 business—but the reasons for joining were very different.

deSire-BASed Commitment
When family members join a firm based on a deep-seated, gut-level attraction to the 
business, it is probably because they believe in and accept the purpose of the enterprise 
and want to contribute to it. Typically, their personal identity is closely tied to the busi-
ness, and they believe they have the ability to contribute something to it. In short, these 
individuals join the company because they genuinely want to.

oBLigAtion-BASed Commitment
Obligation-based commitment drives individuals who feel that they really ought to pur-
sue a career in the family business. Often, the goal is to do what the parent/founder 
wants, even if that career path is not what the family member had in mind. In many 
cases, guilt is the primary motivator.

CoSt-BASed Commitment
If a family member concludes that there is too much to lose by turning away from a 
career opportunity within the family business, then his or her decision to join is based 
on a calculation (cost-based commitment), not a sense of obligation or emotional iden-
tification. Often, this have to response is motivated by the perception that the opportu-
nity for gain is too great to pass up or that the value of the business will fall if somebody 
doesn’t step in to take care of it. In other words, joining the business may be the best 
way to benefit from what the family firm has to offer or to protect the investment value 
of what is likely to be inherited in the future.

need-BASed Commitment
When family members join the business because of self-doubt or a concern that they 
might not be able to reach significant career success on their own, their commitment to 
the family enterprise is based on perceived necessity, or a need-based commitment. That 
is, they need to join the business because they lack options for career success outside it. 
This reasoning is common among young heirs who leapfrog over nonfamily employees 
into coveted positions, the demands of which exceed their knowledge and experience. 
They often feel guilty for their privileged status and are left to wonder if they have what 
it takes to succeed on their own.

Why should anyone Care aBouT CommiTmenT?

Research shows any form of commitment is better than no commitment at all; however, 
next-generation family members motivated by desire-based commitment are most likely 
to pursue long-term careers with the family business. Their deep-seated connection with 
the enterprise and its alignment with their career interests make for a successful match. 

desire-based 
commitment
commitment based 
on a belief in the 
purpose of a business 
and a desire to 
contribute to it

obligation-based 
commitment
commitment that 
results from a 
sense of duty or 
expectation

cost-based 
commitment
commitment based 
on the belief that 
the opportunity for 
gain from joining a 
business is too great 
to pass up

need-based 
commitment
commitment based 
on an individual’s 
self-doubt and 
belief that he or she 
lacks career options 
outside the current 
business
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And since knowledge and insight passed down from one generation to the next is an 
advantage that is unique to family businesses, keeping family members in the enterprise 
can pay in more ways than one.9

But commitment is about more than just staying with the company—it also affects what 
a person does while he or she is on the job. For example, research suggests that people 
with higher levels of desire- and obligation-based commitment are more likely to support 
efforts to promote change, which are common in small businesses and very important 
to their performance and survival. Cost-based commitment may motivate a person to go 
“beyond the call of duty” to protect or extend his or her financial interests in the company. 
Obligation-based commitment provides no such motivation, as family members may see 
their participation in the company as a birthright that provides great job security. However, 
those with a deep-seated sense of identity with the enterprise (desire-based commitment) 
are the most likely to work hard, because of their passion for the business. Family members 
who are committed mostly out of need are often in a perpetual state of self-doubt and lack 
the confidence to excel; this problem is compounded if they are promoted only because 
of their last name and honestly lack the capabilities to do the job.

These observations suggest that the type of commitment a person has can signifi-
cantly impact job performance. Exhibit 3-2 illustrates the forms of commitment and 
their implications for family businesses.

Breaking WiTh The pasT

Over time, the sure foundation of the family business—right down to its leadership—
has to adjust to a changing environment. But the process of adjustment is almost certain 

Exhibit 3-2 
Commitment to the 
Family Business 

Desire-Based
Commitment
(“Want to”)

Turnover and
Performance

Obligation-
Based

Commitment
(“Ought to“)

Cost-Based
Commitment
(“Have to“)

Need-Based
Commitment
(“Need to”)

Source: Based on Pramodita Sharma and P. Gregory Irving, “Four Bases of Family Business 
Successor Commitment: Antecedents and Consequences,” Entrepreneurship Theory and Practice, 
vol. 29, no. 1 (January 2005), pp. 13–33.
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to be complicated by, and interwoven with, changes in the dominant approach of the 
family business. To appreciate this point, think about the patriarchal culture that is 
quite common in the early days of a family business. That cultural emphasis may lose 
its usefulness as business conditions change. For example, as a family business grows, it 
requires a greater measure of professional expertise. The firm may then be pressured 
to break from the paternalistic mould, which gives first priority to family authority and 
less attention to professional abilities. Likewise, the aging of the founder and the matu-
ration of the founder’s children tend to weaken the patriarchal family culture with its 
one dominant source of authority—a parent who “always knows best.”

While the values of the founder and the continuity of the culture may give the family 
firm an edge in the marketplace, these features can also be the ball and chain that keeps 
it tethered to the past, preventing it from moving forward. As disturbing as it may be, 
change—at some level—will eventually be necessary. In some cases, a change in leader-
ship may play a role in introducing or bringing about a break with traditional methods 
of operation. That is, a successor may act as a change agent, as when a founder’s son 
or daughter with a business degree or technical training moves into a leadership posi-
tion and replaces outdated managerial practices with a more up-to-date professional 
approach or introduces cutting-edge technology in the company’s processes. The topic 
of leadership succession will be considered in greater detail later in the chapter.

As you can see, growth of the business and changes in leadership over time will make 
some cultural adjustments necessary. However, certain values are timeless and should 
never be altered—the commitment to honesty in dealing with customers and suppli-
ers, for example. While some traditions may embody inefficient business practices and 
require alteration, others underlie the competitive strength and integrity of the firm.

Family roles and relaTionships
The overlapping of two institutions—a family and a business—makes the family firm 
incredibly difficult to manage. “Family business,” says the wife of one family business 
owner, “is an oxymoron. The hope of building something for your kids and passing on 
traditions is usually thwarted by dynamics within the family.”10 This dim view of the fam-
ily enterprise is not shared by everyone; however, significant conflicts can result when 
family roles and business interests collide. Anticipating these challenges and planning 
for them can really pay off. This section examines a few of the many possible family roles 
and relationships that contribute to this managerial complexity.

mom or dad, The Founder

A common figure in family businesses is the man or woman who founded the firm and 
plans to pass it on to a son or a daughter. In most cases, the business and the family have 
grown simultaneously. Some founders achieve a delicate balance between their business 
and family responsibilities. Others must diligently plan time for weekend activities and 
vacations with the children.

Entrepreneurs who have children typically think in terms of passing the business 
on to the next generation. Parental concerns associated with this process include the 
following:

•	 Does my child possess the temperament and ability necessary for business 
leadership?

•	 How can I, the founder, motivate my child to take an interest in the business?

describe the 
complex roles and 
relationships involved 
in a family business.

3
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•	 What type of education and experience will be most helpful in preparing my child 
for leadership?

•	 What timetable should I follow in employing and promoting my child?
•	 How can I avoid favouritism in managing and developing my child?
•	 Is sibling rivalry likely to be a problem, and can it be avoided?
•	 How can I prevent the business relationship from damaging or destroying the  

parent–child relationship?

Of all the relationships in a family business, the parent–child relationship has been 
recognized for generations as the most troublesome. In recent years, the problems 
inherent in this relationship have been addressed by counsellors, seminars, and books 
too numerous to count. In spite of all this attention, however, the parent–child relation-
ship continues to perplex many families involved in family businesses.

Co-preneurs

Some family businesses are owned and managed by couples teams. Their roles vary 
depending on their backgrounds and expertise. Whatever the arrangement, both indi-
viduals are an integral part of the business.

One potential advantage of the couples team is the opportunity to work with some-
one you really trust and to share more of your lives together. For some couples, however, 
the benefits can be overshadowed by problems related to the business. Differences of 
opinion about business matters can carry over into family life. And the energy of both 
parties may be so spent by working long hours in a struggling company that little zest 
remains for a strong family life.

Many couples have had to set boundaries and develop routines to cope with the 
demands of everyday life (such as raising children) and still have sufficient time for 
the business. Ken and Susanne Scott of Kelowna, B.C., were tired of rushing home 
after a hard day’s work, only to have to face the task of putting nutritious food on the 
table for themselves and their two young children. After 13 years of marriage and lots 
of discussion, the couple quit their jobs to launch Smart Start Meals, which provides 
frozen meals for busy families. “I love working with Sue,” says Ken. “I could have never 
imagined what a supportive team we’d make. We try as much as possible to strike a 
balance between business, personal, and family life. We have to make a concerted 
effort to not burn out or ignore the kids.” Susanne adds, “Our business and home 
life inevitably merge together because of the type of business we are in. All of our 
recipes and meals are tested by our family before they make the cut to be put on our 
menu.” Testing for the right balance in the meals is sometimes only half as difficult as 
strengthening the communication and compromise necessary for anyone who works 
and lives together.11

sons and daughTers

Should sons and daughters be recruited for the family business, or should they pursue 
careers of their own choosing? Experts recommend introducing children to the family 
firm at an early age. Parents may take small children to the firm on occasion, then hire 
them as interns on weekends or during summer breaks. This exposes the children to 
the lives their parents are living and to what the company is contributing to the family. 
Parents can make a conscious effort to teach their children that a successful enterprise 
demands hard work and is not just an inheritance.
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Another issue is personal freedom. Today’s society values the right of the individual 
to choose his or her own career and way of life. If this value is embraced by a son or 
daughter, that child must be granted the freedom to select a career of his or her own 
choosing. In the entrepreneurial family, the natural tendency is to think in terms of a 
family business career and to push a child, either openly or subtly, in that direction. 
Little thought may be given to the child’s talent, aptitude, and temperament. He or she 
may prefer music or medicine to the world of business and may fit the business mould 
very poorly. It is also possible that the abilities of the son or daughter may simply be 
insufficient for a leadership role.

A son or daughter may feel a need to go outside the family business, for a time at 
least, to prove that he or she can make it without help from the family. To build self-
esteem, he or she may wish to operate independently of the family. Entering the family 
business immediately after graduation from high school, university, or college may seem 
stifling, as the child continues to “feel like a little kid with Dad telling me what to do.”

Sometimes it is the parent who tells a child that the family business is not for her 
or him. Michelle Rousseff Kemp has owned or helped launch more than one venture 
of note, but she has refused to let any of her three grown kids—Jonathan, Katrina, 
and Natalie—join the family firm. She lays out her reasoning very clearly: “If children 
go into the business from the get-go, they don’t appreciate what they have, and they 
don’t take risks. I don’t believe in nepotism. It doesn’t create the hunger; it stifles the 
discovery.” Apparently, her logic is sound. Jonathan and Katrina have founded success-
ful companies of their own, and Natalie has gotten into the start-up game.12 And, who 
knows? Perhaps someday one of the kids will be battle tested and prepared to come back 
and take the lead of the family business started by Kemp and her husband.

Kemp’s attitude is not the norm, though. Many family businesses have been launched 
with the hope from day 1 that one of the kids would take it over when the time was 
right. And if the family business is profitable, this can provide substantial rewards. A 
son or daughter may be well advised to give serious consideration to accepting such an 
opportunity. But if the business relationship is to be satisfactory, family pressure must 
be minimized. Both parties must recognize the choice is a business decision as well as a 
family decision—and a decision that may be reversed, if things do not go well.

siBling CooperaTion, siBling rivalry

In families with numerous children, two or more may become involved in the family 
business. This depends, of course, on the interests of the individual children. In some 
cases, parents feel fortunate if even one child elects to stay with the family firm. Never-
theless, it is not unusual for siblings to take positions within the firm. Even those who 
do not work in the business may be more than casual observers on the sidelines because 
of their stake as heirs or partial owners.

At best, siblings work as a smoothly functioning team, each contributing services 
according to his or her respective abilities. Just as families can experience excellent 
cooperation and unity in their relationships with one another, some family businesses 
benefit from effective collaboration among brothers and sisters.

However, just as there are sometimes squabbles within a family, there can also be sib-
ling rivalry within a family business. Business issues tend to generate competition, and 
this affects family, as well as nonfamily, members. Siblings, for example, may disagree 
about business policy or about their respective roles in the business. And, in some cases, 
the conflicts can spiral out of control.
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Rivalry is a problem between William and David Koh, two brothers who are caught 
up in a nasty “bean curd war” in Singapore. The family’s history in the bean curd busi-
ness (selling a sort of tofu custard and syrup dessert) goes back to the 1960s, when 
the Kohs’ parents first started selling the sticky delight from a pushcart. The product 
developed a strong following, and the family business soon became an established and 
popular enterprise. Sometime after their father died in 1986, their mother turned the 
ownership of the family store, Rochor Original Beancurd, over to William and his wife. 
At that point, William, who was the older son, quickly asserted control and edged David 
out of the business. So David decided there was only one thing to do: open up another 
bean curd shop right next door to the original location. The two are now competing 
head to head (and door to door) on the same street in Singapore. Despite being next-
door business neighbours, the brothers have not spoken to each other for years, and 
hopes of a reconciliation are nowhere in sight.13 As you can see, the family business can 
do serious damage to the business family.

in-laWs in and ouT oF The Business

You are born or adopted into a family of origin, the relatives who form your world in 
your childhood. When you partner with another individual, you discover yourself with a 
new family of attachment, which refers to the new, separate relationship you just formed 
plus the family connections you acquire from your partner. Suddenly, the members of 
your family of origin find themselves linked to your new family, with its own values and 
traditions. For many family firms, the families of attachment may influence the business 
in one way or another. In-laws may become directly or indirectly involved in the firms. 
They may have been employed in the company and married a family member. They may 
have accepted a position in the company following their marriage. At a minimum, they 
will have opinions about the family business and their spouses’ relatives, which they are 
likely to express.

When an in-law joins a company, effective collaboration may be achieved by assign-
ing family members to different branches or roles within the company. But competi-
tion for leadership positions may eventually force decisions that distinguish among the 
children and in-laws employed in the business. Being fair and maintaining family loyalty 
become more difficult as the number of family employees increases.

In-laws who are on the sidelines also have considerable influence on the business 
and the family. They are keenly interested in family business issues that impact their 
spouses. When family frustrations come up at work, spouses tend to hear all about it at 
home, often just before the couple goes to bed. The family member vents, then feels 
better, and goes to sleep. The spouse, on the other hand, is just hearing about the situ-
ation and spends the rest of the night worried, angry, or both. Then, when everything 
is sorted out at the office the next morning, no one even thinks about phoning the 
spouse to let him or her know that everything is fine. Spouses tend to hear only one 
side of the story—the bad side—and it shades their view of the business. So, the criti-
cism they receive for having a bad attitude about the family and its enterprise is often 
undeserved.14

When in-laws are employed in the family business, a different set of dynamics can 
emerge. In some cases, the connections with in-laws can get very complicated. In 2000, 
Michael Kalinsky cofounded Empyrean Management Group, a recruiting and staff-
ing company. His father-in-law, Bruce Kenworthy, offered to bankroll the start-up with 
$100,000 of his own money—but only if his son, David, could be vice president and a 
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minority shareholder. Kalinsky agreed to the terms, accepted the money, and launched 
the company. A few years later, however, he discovered that David was neglecting a criti-
cal client and had openly criticized Kalinsky and his leadership in front of employees. 
After thinking about the potential for family fallout, he decided to fire David, which 
led to a whole new set of problems. After a difficult legal battle, Kalinsky was forced to 
buy out Bruce’s and David’s shares of ownership in the company and to pay back the 
$100,000 he owed Bruce. Empyrean continues to operate, but Kalinsky and David have 
not spoken since the settlement. David has since opened his own business and wooed 
away Empyrean’s biggest (by far) client. Bruce Kenworthy has concluded that Kalinsky 
and David will never speak to each other again. “[That] is sad for me,” he laments. “It 
would have been nice if the family and the business had been able to stay together.”15

The enTrepreneur’s spouse

One of the most critical roles in the family business is that of the entrepreneur’s spouse. 
Traditionally, this role has been fulfilled by the male entrepreneur’s wife and the 
mother of his children. However, more women are becoming entrepreneurs, and many 
husbands have now assumed the role of entrepreneur’s spouse.

In order for the spouse to play a supporting role in the entrepreneur’s career, 
there must be effective communication between the spouse and the entrepreneur. The 
spouse needs to hear what’s going on in the business; otherwise, she or he may begin 
to feel detached and respond by competing with the business for attention. The spouse 
can offer understanding and act as a sounding board for the entrepreneur only if the 
couple communicates on matters of obvious importance to them, both as individuals 
and as a family.

It is easy for the spouse to function as worrier for the family business. This is par-
ticularly true if there is insufficient communication about business matters. Jeff Dennis, 
cofounder of Toronto’s Secutor Capital Management Corp., observed that the spouse 
of an entrepreneur is stepping into a crazy adventure, but with limited input or control 
over the decisions and risks that the whole family then takes on. His wife described the 
situation in her own way:

Being the spouse of an entrepreneur can be the ultimate in risk-taking ventures. 
When you decide, with or without your spouse’s consent, to start a business of your 
own, you thrust the spouse into the front car of what can be a wild roller-coaster 
ride … [And] although your spouse has little control over your business, she suffers 
all of the consequences of ill-advised decision making. “Honey, I lost our fortune. 
Time to sell the house!” is an experience I know all too well. There’s also constant 
uncertainty. What kind of year will we have? Can we pay our bills? How about 
retirement?16

No wonder so many spouses are worriers!
But the spouse takes on other roles as well. As a parent, he or she helps prepare the 

children for possible careers in the family business. The spouse may also serve as a medi-
ator in business relationships between the entrepreneur and the children. One wife’s 
comments to her husband, John, and son Terry illustrate the nature of this function:

•	 “John, don’t you think that Terry may have worked long enough as a stockperson 
in the warehouse?”

•	 “Terry, your father is going to be very disappointed if you don’t come back to the 
business after your graduation.”
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•	 “John, do you really think it is fair to move Stanley into that new office? After all, 
Terry is older and has been working a year longer.”

•	 “Terry, what did you say to your father today that upset him?”

Ideally, the entrepreneur and her or his spouse form a team committed to the 
success of both the family and the family business. Such teamwork does not occur 
 automatically—it requires a collaborative effort by both parties to the marriage.

The need For good managemenT in  
The Family Firm
Good management is necessary for the success of any business, and the family firm is 
no exception. Significant deviations, for family reasons, from what would be considered 
good management practices serve only to weaken the firm. Compromising in this way 
runs counter to the interests of both the firm and the family.

Family business experts and practitioners have proposed a number of “best prac-
tices” for family enterprises. Each family and each family business is different, so what 
is actually “best” will depend on the individual situation; nonetheless, the best prac-
tices listed below have helped many family businesses design effective management 
systems:

•	 Promote learning to stimulate new thinking and fresh strategic insights.
•	 Solicit ample input from outsiders to keep things in perspective.
•	 Establish channels for constructive communication, and use them often.
•	 Build a culture that accepts continuous change.
•	 Promote family members only according to their skill levels.
•	 Attract and retain excellent nonfamily managers.
•	 Ensure fair compensation for all employees, including those outside the family.
•	 Establish a solid leadership succession plan.
•	 Exploit the unique advantages of family ownership.

The family firm is a business—a competitive business. Observing these and other 
practices of good management will help the business thrive and permit the family to 
function as a family. Disregarding them will pose a threat to the business and impose 
strains on family relationships.

nonFamily employees in a Family Firm

Those employees who are not family members are still affected by family considerations.
In some cases, their opportunities for promotion are lessened by the presence of 

family members who seem to have the inside track. Few parents will promote an out-
sider over a competent daughter or son who is being groomed for future leadership, 
and this is understandable. But this limits the potential for advancement of nonfamily 
employees, which may lead them to become frustrated and to feel cheated.

Consider the case of a young business executive who worked for a family business 
that operated a chain of restaurants. When hired, he had negotiated a contract that 
gave him a specified percentage of the business based on performance. Under this 
arrangement, he was doing extremely well financially—until the owner called on him 
to say “I am here to buy you out.” When the young man asked why, the owner replied, 
“You are doing too well, and your last name is not the same as mine!”

identify management 
practices that enable 
a family business to 
function effectively.

4
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The extent of limitations on nonfamily employees depends on the number of fam-
ily members active in the business and the number of managerial or professional posi-
tions in the business to which nonfamily employees might aspire. It also depends on 
the extent to which the owner demands competence in management and maintains 
an atmosphere of fairness in supervision. To avoid future problems, the owner should 
make clear, when hiring nonfamily employees, the extent of opportunities available and 
identify the positions, if any, that are reserved for family members.

Those outside the family may also be caught in the crossfire between family mem-
bers who are competing with each other. It is difficult for outsiders to maintain strict 
neutrality in family feuds. If a nonfamily employee is perceived as siding with one of 
those involved in the feud, he or she may lose the support of other family members. 
Hardworking employees often feel that they deserve hazard pay for working in a firm 
plagued by family conflict.

Reasons why the leader of a family business might decide to bring in a nonfamily 
member as an executive include the following:

•	 To bridge the gap between generations
•	 To set new directions for the business
•	 To deal with change
•	 To provide new skills and expertise

In such cases the owner should look for certain traits, including maturity, facilitation 
skills, mentoring skills, emotional sensitivity, trustworthiness, and the ability to under-
stand and share the values of the family.

Family business owners need to plan carefully when bringing in an executive from 
outside. They should ensure that the position’s responsibilities are commensurate with 
his or her experience and have mechanisms in place for open communication with 
family members. They must also be involved in strategic planning and decision-making.

Family reTreaTs

Some families hold retreats in order to review family business concerns. A family retreat 
is a meeting of family members (including in-laws), usually held at a remote location, to 
discuss family business matters. In most cases, the atmosphere is informal to encourage 
family members to communicate freely and discuss their concerns about the business in 
an environment that does not feel adversarial. The retreat is not so much an event as it 
is the beginning of a process of connecting family members. It presents an opportunity 
to celebrate the founders and their sacrifices, as well as highlight the legacy they wanted 
to pass down to future generations of the family.

The prospect of sitting down together to discuss family business matters may seem 
threatening to some family members. As a result, some families avoid extensive com-
munication, fearing it will stir up trouble. They assume that making decisions quietly or 
secretly will preserve harmony. Unfortunately, this approach often glosses over serious 
differences that become increasingly troublesome. Family retreats are designed to open 
lines of communication and to bring about understanding and agreement on family 
business issues.

Initiating discussion can be difficult, so family leaders often invite an outside expert 
or facilitator to lead early sessions. The facilitator can help develop an agenda and 
establish ground rules for discussion. While chairing early sessions, the moderator can 
establish a positive tone that emphasizes family achievements and encourages rational 

family retreat
a gathering of family 
members, usually at 
a remote location, 
to discuss family 
business matters

BK-NEL-LONGENECKER-140433-Chp03.indd   65 29/12/14   7:35 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 1 Entrepreneurial Opportunity66

NEL

consideration of sensitive issues. If family members can develop an atmosphere of neu-
trality, however, they may be able to chair the sessions without using an outsider.

But the talk at family retreats is not always about business. After a retreat, families 
often speak of the joy of sharing family values and stories of past family experiences. 
Thus, retreats can strengthen the family as well as the company.

Family CounCils

A family retreat could pave the way for creation of a family council, in which family 
members meet to discuss values, policies, and direction for the future. A family council 
functions as the organizational and strategic planning arm of a family. It provides a 
forum for the ongoing process of listening to the ideas of all members and discovering 
what they believe in and want from the business. A family council formalizes the par-
ticipation of the family in the business to a greater extent than does the family retreat. 
It can also be a focal point for planning the future of individual family members, the 
family as a whole, and the business, as well as how each relates to the others.

A council should be a formal organization that holds regular meetings, keeps min-
utes, and makes suggestions to the firm’s board of directors. Experts recommend that 
it be open to all interested family members and spouses of all generations. During the 
first several meetings, an acceptable mission statement is usually generated, as well as 
a family creed.

Family businesses that have such councils find them useful for developing family 
harmony. The meetings are often fun and informative, and may include speakers who 
discuss items of interest. Time is often set aside for sharing achievements, milestones, 
and family history. The younger generation is encouraged to participate because much 
of the process is designed to increase their understanding of family traditions and busi-
ness interests, and to prepare them for working effectively in the business.

As with family retreats, an outside facilitator may be useful in getting a council orga-
nized and helping with initial meetings. After that, the organization and leadership of 
meetings can rotate among family members.

CaFe

One organization that specializes in helping family business is CAFE, the Canadian Asso-
ciation of Family Enterprise (www.cafecanada.ca). CAFE is a national not-for-profit asso-
ciation dedicated to research, education, and assistance for family businesses with local 
chapters in most major Canadian cities. CAFE helps family business members through 
its Personal Advisory Groups (PAGs), which comprise participants from a number of 
different businesses (only one member from each is allowed) and meet at least monthly 
in a facilitated problem-solving and group support role. The agenda for each meeting 
is set by the group and is necessarily a little free form to allow the group to respond to 
each member’s concerns or immediate problems. CAFE also sponsors research on fam-
ily enterprise, arranges seminars, and publishes a newsletter for members.

Family Business ConsTiTuTions

Some experts suggest that families write a family business constitution, which is a state-
ment of principles intended to guide a family firm through times of crisis and change, 
including the succession process. While this is not a legally binding document, it helps 
preserve the intentions of the founder(s) and ensure that the business survives  periods 

family council
an organized group of 
family members who 
gather periodically to 
discuss family-related 
business issues

family business 
constitution
a statement of 
principles intended 
to guide a family 
firm through times of 
crisis and change
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of change largely intact. When a transfer between generations occurs and there is no 
guiding document, issues such as ownership, performance, and compensation can 
become flash points for conflict.17

A family business constitution cannot foresee every eventuality, but like any such docu-
ment it can be amended as needed. The important point is that this document can smooth 
any transitions, including a change in leadership, which is the subject of the next section.

The proCess oF leadership suCCession
The task of preparing family members for careers and, ultimately, leadership within the 
business is difficult and sometimes frustrating. Professional and managerial require-
ments tend to become intertwined with family feelings and interests, so the transfer of 
leadership can quickly run into trouble. And to make the succession process even more 
challenging, nobody wants to talk about it.

Because everyone is so uncomfortable with the subject, plans for succession often 
are not well developed or at least are poorly communicated. At a major family business 
conference at Northwestern University in Chicago, potential leadership successors were 
asked if they knew the rules and plans for succession at their family firm, and 60 percent 
said they did not.18 In other words, a majority of those who may be stepping into the 
primary role of responsibility for the family business in the future are not really certain 
they are solidly on that track. This could lead to some very uncomfortable times ahead 
if things do not turn out as expected, and the health and prosperity of both the family 
business and the business family could well hang in the balance.

The process begins with the determination of whether appropriate talent exists 
within the family.

availaBle Family TalenT

A stream can rise no higher than its source, and the family firm can be no more brilliant 
than its leader. The business is dependent, therefore, on the quality of leadership talent 
provided. If the available talent is insufficient, the owner must bring in outside leader-
ship or supplement family talent to avoid a decline under the leadership of second- or 
third-generation family members.

The question of competency is both a critical and a delicate issue. With experience, 
individuals can improve their abilities; younger people should not be judged too harshly 
early on. Furthermore, potential successors may be held back by the reluctance of a 
parent-owner to delegate realistically to them.

In some cases, a younger family member’s skills may actually help to rescue the 
company, especially when a family business becomes mired in the past and fails to keep 
up with changing technology and emerging markets. A family firm need not accept the 
existing level of family talent as an unchangeable given. Instead, the business may offer 
various types of development programs to teach younger family members and thereby 
improve their skills. Some businesses include mentoring as a part of such programs. 
Mentoring is the process by which a more experienced person guides and supports the 
work, progress, and professional relationships of a new or less-experienced employee. In 
the family business, mentor and protégé have the opportunity to navigate and explore 
family as well as business-related roles and responsibilities.

Perhaps the fairest and most practical approach is to recognize the right of family 
members to prove themselves. A period of development and testing may occur either in 

mentoring
guiding and 
supporting the work 
and development 
of a new or less-
experienced 
organization member

describe the process 
of managerial 
succession in a family 
business.
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the family business or, preferably, in another organization. If children show themselves 
to be capable, they earn the right to increased leadership responsibility. If potential suc-
cessors are found, through a process of fair assessment, to have inadequate leadership 
abilities, preservation of the family business and the welfare of family members demand 
that they be passed over for promotion. The appointment of competent outsiders to 
these jobs, if necessary, increases the value of the firm for all family members who have 
an ownership interest in it.

sTages in The proCess oF suCCession

Sons or daughters do not typically assume leadership of a family firm at a particular 
moment in time. Instead, a long, drawn-out process of preparation and transition is 
customary—a process that extends over years and often decades. Exhibit 3-3 portrays 
this process as a series of stages in succession.

pre-BuSineSS invoLvement StAge
In Stage I, a potential successor becomes acquainted with the business as a part of grow-
ing up. The young child accompanies a parent to the office, store, or warehouse, or 
plays with equipment related to the business. This early stage does not entail any formal 
planning to prepare the child for entering the business. It simply forms a foundation for 
the more deliberate stages of the process that occur in later years. In the latter phases of 
this stage, the child is introduced to people associated with the firm and, in time, begins 
to work part-time in various functional areas to get a feel for the business.

eduCAtion And perSonAL deveLopment StAge
Stage II usually begins when the potential successor goes off to study at a college or 
university, which is often viewed as a time to “grow up” (the family’s perspective) in an 

stages in 
succession
phases in the process 
of transferring 
leadership of a family 
business from parent 
to child

Exhibit 3-3 
Stages of Succession in a 
Family Business 

V. Declaration of Succession

IV. Formal Start in the Business

III. Proof of Competence

II. Education and Personal Development

I. Pre-Business Involvement

Source: Adapted from Johan Lambrecht, “Multigenerational Transition in Family Businesses: 
A New Explanatory Model,” Family Business Review, vol. 18, no. 4 (2005), pp. 267–282.
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environment that facilitates intellectual growth, personal maturity, and network devel-
opment. This stage provides an opportunity to chart one’s own course, but with an eye 
on the family business and its needs. For example, a business owner who sells pollution 
control equipment may convince his son or daughter to major in environmental sci-
ence. Of course, the emphasis placed on a formal education varies with the business. 
In some cases, the family may not feel that formal studies are necessary; in other cases, 
earning a diploma is a condition for a career in the business.

prooF oF CompetenCe StAge
One of the difficulties future successors are likely to face when joining a family business 
is the perception that they are not up to the task, that they have their position only 
because they are family. One way to do this is for a daughter or son to prove she or he 
can do the job somewhere else first. Often, mom or dad will push a potential successor 
to take a position in another company before returning to the family firm, hoping that 
the independent achievements of the daughter or son will speak for themselves and 
establish her or his credibility. Another way of proving competence (Stage III) is post-
secondary education either in business, such as an MBA degree, or in the field related 
to the industry the company operates in.

FormAL StArt in the BuSineSS StAge
Stage IV starts when a son or daughter comes to work at the family business full-time, 
beginning on a low rung of the corporate ladder. It is common practice for family mem-
bers to start out by working in various departments in the firm to prove themselves, to 
win the confidence of employees, and to learn about the business from all perspectives. 
Handling potential successors wisely involves giving them reasonable freedom to “try 
their wings,” learn from their own mistakes, and gravitate toward business functions that 
play to their personal strengths and natural capabilities. At this point, succession is not 
a sure bet, but it is a likely scenario.

deCLArAtion oF SuCCeSSion StAge
In Stage V, the son or daughter is named president or general manager of the busi-
ness and presumably exercises overall direction, although a parent usually is still in the 
background. The successor has not necessarily mastered the complexities of the role, 
and the predecessor may be reluctant to give up decision making completely, but all 
the pieces are now in place. At this stage, it is important to establish a written plan so 
that there is no doubt about the soon-to-be predecessor’s wishes, which could otherwise 
be questioned in the event of an untimely death or resignation. Establishing the plan 
in writing will help to minimize political positioning by others who aspire to take the 
lead, wrangling that can be emotionally explosive and counterproductive to the work 
of the firm.

reluCTanT parenTs and amBiTious Children

When the founder of a business is preparing her or his child to take over the firm, the 
founder’s attachment to the business must not be underestimated. Not only is a father, 
for example, tied to the firm financially—it is probably his primary, if not his only, major 
investment—but he is also tied to it emotionally. The business is his “baby,” and he is 
understandably reluctant to entrust its future to one whom he sees as immature and 
unproven. Unfortunately, parents often tend to see their sons and daughters through 
the lens of their childhood years, even decades after their adolescence.
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The child may be ambitious, well educated, and insightful regarding the business. 
His or her tendency to push ahead—to try something new—often conflicts with the 
father’s caution. As a result, the child may see the father as excessively conservative, 
stubborn, and unwilling to change.

At the root of many such difficulties is a lack of understanding between parent and 
child. They work together without a map showing where they are going. Children in the 
business, and also their spouses, may have expectations about progress that, in terms of 
the founder’s thinking, are totally unrealistic. The successor can easily become hyper-
sensitive to such problems and deal with them in ways that harm the parent–child rela-
tionship and actually hinder the progress of the business. But the situation is far from 
hopeless. In many cases, these problems can be avoided or defused if communication 
channels are open and all parties come to a better understanding of the development 
process and how it is to unfold.

TransFer oF oWnership

A final and often complex step in the traditional succession process in the family firm 
is the transfer of ownership. Questions of inheritance affect not only the leadership 
successor but also other family members having no involvement in the business. In dis-
tributing their estate, parent-owners typically wish to treat all their children fairly, both 
those involved in the business and those on the outside.

One of the most difficult decisions is determining the future ownership of the business. If 
there are several children, should they all receive equal shares? On the surface, this seems to 
be the fairest approach. However, such an arrangement may play havoc with the future func-
tioning of the business. Suppose each of five children receives a 20 percent ownership share, 
even though only one of them is active in the business. The child active in the business—the 
leadership successor—becomes a minority stockholder completely at the mercy of relatives 
on the outside. A parent might attempt to resolve such a dilemma by changing the ownership 
structure of the firm. Those children active in the firm’s management, for example, might 
be given common (voting) shares and others given preferred (nonvoting) shares. However, 
this is still troublesome because of the relative weaknesses of various ownership securities.

Tax considerations are relevant, and they tend to favour gradual transfer of own-
ership to all heirs. As noted, however, transfer of equal ownership shares to all heirs 
may be inconsistent with the future efficient operation of the business. Tax advantages 
should not be allowed to blind one to possible adverse effects on management.

Ideally, the founder has been able to arrange her or his personal holdings to create 
wealth outside the business as well as within it. In that case, she or he may bequeath compa-
rable shares to all heirs while allowing business control to remain with the child or children 
active in the business. Planning and discussing the transfer of ownership is not easy, but it 
is recommended. Over a period of time, the owner must reflect seriously on family talents 
and interests as they relate to the future of the firm. The plan for transfer of ownership 
can then be firmed up and modified as necessary when it is discussed with the children 
or other potential heirs. In Chapter 15, Managing Growing Firms and Exit Strategies, we 
explain a variety of possible financial arrangements for the transfer of ownership.

Canadian tax laws permit the freezing of the value of a business (or an entire estate) 
and the establishment of a family trust to aid in minimizing taxes during the transfer 
of a business to the next generation. This is something best done with professional 
assistance but the result is the shares in the business being owned by the trust, which is 
in turn owned by the next generation. Even though the founder may still be operating 

transfer of 
ownership
passing ownership of 
a family business to 
the next generation
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the business and deriving income from it, any increase in the value of the business will 
accrue to the next generation through their ownership of the trust. The main tax advan-
tage is multiplying the lifetime capital gains exemption by the number of shareholders 
in the trust. A more in-depth discussion of family trusts can be found in Chapter 15.

plan early

The typical family business seldom matures beyond the second generation. There are many reasons for this, 
but perhaps the primary reason is that family issues override good business practices. The best of intentions 
will not prevent this occurrence; only well-thought-out planning and the persistent execution of that plan will 
ensure success for subsequent generations.

The most important aspect of planning is the timing. Only the planning done early will be effective. Early 
planning means planning done before it is applicable to any specific individual. Otherwise, business decisions 
and planning become subject to personalities rather than business wisdom. An example of this was when our 
partners agreed to a buy–sell agreement. A part of the agreement required the buyout of any partner upon 
the disability of that partner. The decision was made to fund the disability of the partner with insurance. Ten 
years later, one of the partners became disabled, and because the decision about what would be done had been 
made before it applied to a specific individual, the transition occurred seamlessly and without disruption to 
the continuity or harmony of the family unit. Had the decision been delayed, every nuance of the transaction 
and every dollar of valuation would have been subject to scrutiny and second-guessing. The decisions on how 
to value the company, how the buyout would occur, and how the disabled partner would be provided for were 
all made before they specifically applied to any individual partner. Therefore, no one could reasonably claim 
the decisions were made to benefit one partner over another.

Tips for Family Business Succession

 1. Start planning a minimum of three to five years before succession.

 2. Encourage direct communication among family members in a setting where the free exchange of 
ideas and information is encouraged.

 3. Tax considerations are important, but don’t let them drive the succession plan.

 4. Ensure the family members are qualified for the job.

 5. Start a family council if you don’t have one; engage objective nonfamily members.

 6. Use outsiders to establish fair value for the business and fair compensation for family members.

 7. Don’t mix active and inactive family members as the next owners of the business.

 8. Delegate responsibility and authority to successors.

 9. Structure the transfer to protect the value accumulated in and by the business.

 10. Make sure the plan is specific, detailed, and written.

QueStionS:

 1. Do you think it is important to plan years in advance for succession? Why or why not?

 2. What actions would you take to make sure family members are ready qualified?

 3. How would you look out for the interests on non-involved members of the family?

ENTREPRENEURIAL ExPERIENCES
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1 discuss the factors that make a family business 
unique.

•	 The word family refers to a group of people bound by 
a shared history and a commitment to share a future 
together while supporting the development and well-
being of individual members.

•	 Family members have a special involvement in a family 
business.

•	 Business interests (production and profitability) overlap 
family interests (care and nurturing) in a family business.

•	 Entrepreneurs face difficult choices in reconciling the com-
peting demands of business and family, and maintaining 
an appropriate balance between the two is difficult.

•	 The advantages of a family business include a strong 
commitment of family members and focus on people, 
quality, and long-term goals.

2 explain the forces that can keep a family busi-
ness moving forward.

•	 Special patterns of beliefs and behaviours constitute the 
organizational culture of a family business.

•	 The founder often leaves a deep imprint on the culture of 
a family firm.

•	 Family members may be committed to the family  
business for different reasons (desire, sense of obligation, 
calculated costs, and personal needs), and these  
reasons will likely determine the nature and strength of 
that commitment.

•	 Sometimes it is important to change the direction or 
practices of the family business so that it can keep up 
with emerging realities, and this often occurs as leader-
ship passes from one generation to the next.

3 describe the complex roles and relationships 
involved in a family business.

•	 A primary and sensitive relationship is that between 
founder and son or daughter.

•	 Some couples in business together find their marriage 
relationship strengthened, while others find it weakened.

•	 Sons, daughters, in-laws, and other relatives may either 
cooperate or squabble with each other as they work 
together in a family business.

•	 In-laws play a crucial role in the family business, either 
as direct participants or as sideline observers.

•	 The role of the founder’s spouse is especially important, 
as he or she often serves as a mediator in family dis-
putes and helps prepare the children for possible careers 
in the family business.

4 identify management practices that enable a 
family business to function effectively.

•	 Good management practices are as important as good 
family relationships in the successful functioning of a 
family business.

•	 Family members, as well as all other employees, should 
be treated fairly and consistently, in accordance with 
their abilities and performance.

•	 Following best practices can help family firms design 
effective management systems.

•	 Motivation of nonfamily employees can be enhanced by 
open communication and fairness.

•	 Family retreats bring all family members together to dis-
cuss business and family matters.

•	 Family councils provide a formal framework for the fam-
ily’s ongoing discussion of family and business issues.

•	 Family business constitutions can guide a company 
through times of crisis or change.

5 describe the process of managerial succession in 
a family business.

•	 The quality of leadership talent available in the family deter-
mines the extent to which outside managers are needed.

•	 Succession is a long-term process starting early in the 
successor’s life.

•	 The succession process begins with the pre-business 
stage and includes introductions to people associated 
with the company and part-time jobs in the firm. Later 
stages involve education and personal development, 
proof of competence, a formal start in the business, and 
a declaration of succession.

•	 Tension often arises between the founder and the poten-
tial successor as the latter gains experience.

•	 Transfer of ownership involves issues of fairness, taxes, 
and managerial control.

cost-based commitment, p. 57
desire-based commitment, p. 57
family, p. 50
family business, p. 50
family business constitution, p. 66

family council, p. 66
family retreat, p. 65
mentoring, p. 67
need-based commitment,  

p. 57

obligation-based commitment, p. 57
organizational culture, p. 56
stages in succession, p. 68
transfer of ownership, p. 70

L o o k i n g  B A C k

k e y  t e r m S
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disCussion quesTions

1. How are family businesses different from  
nonfamily businesses? In what ways are they 
the same?

2. What advantages result from family 
involvement in a business? What are some 
disadvantages?

3. You have been offered a job with a family-
owned company. You are not related to 
anyone in that business. What factors should 
you consider in deciding whether or not to 
accept the offer?

4. If you start a venture and expect some of your 
family members to join you, what rules do you 
think you should write down in advance?

5. Suppose that you, as founder of a business, 
have a sales manager position open. You 
realize that sales may suffer somewhat if you 
promote your son from sales representative 

to sales manager. However, you would like to 
see your son make some progress and earn a 
higher salary to support his wife and young 
daughter. How would you go about making 
this decision? Would you promote your son?

6. As a recent graduate in business administra-
tion, you are headed back to the family busi-
ness. As a result of your education, you have 
become aware of some outdated business 
practices in the family firm. In spite of them, 
the business is showing a good return on 
investment. Should you rock the boat? If so, 
how should you proceed in correcting what 
you see as obsolete traditions?

7. Should a son or daughter feel an obligation 
to carry on a family business? What might 
happen if that prospective successor chooses 
not to join the family firm?

you make The Call

siTuaTion 1

Twin brothers Stefan and Dillon inherited the fruit 
canning factory founded by their father just before 
they turned 30. It turned out they made a great 
team—one outstanding at production and opera-
tions, the other a natural at marketing and sales. 
Over the next three decades, they tripled the size 
of the enterprise. And they enjoyed each other’s 
company, often vacationing together and making 
sure that their kids grew up more like siblings than 
cousins.

The brothers were in excellent health as they 
approached 60. They weren’t thinking about 
retirement, but they had spent time and effort in 
developing the next generation for leadership. 
Then, out of the blue, they received an offer from 
a multinational corporation to buy their business 
at a huge premium.

The brothers turned to their children for their 
opinions. For Stefan’s son and daughter, this was 
a no-brainer—take the money and move on. Dil-
lon’s son was of a different mind, though. He had 
always wanted to lead the family firm in its third 
generation. Stefan liked the idea of financial secu-
rity and was happy with his children’s reaction. 

Dillon was ready to step aside for a more comfort-
able lifestyle, but wanted what was best for his son. 
A series of conversations and meetings began to 
turn ugly.

Question 1 What would you do if you were Stefan? 
What would you do if you were Dillon?
Question 2 What advice would you offer to Stefan 
and Dillon to maintain strong family relationships?

siTuaTion 2

As a single mother of three teenagers, Jessica 
began her career as an interior designer. She put 
in long hours, but never ignored her children. 
As they grew up and left home for college and 
careers, a new man came into Jessica’s life. Jeff 
was a sales executive with a large furniture manu-
facturer and also had children from his previous 
marriage. The couple married and Jeff joined the 
company by purchasing a 50 percent ownership 
from Jessica. They made a great team, with Jessica 
concentrating on design and Jeff on growing the 
business.

As the company grew, various family members 
worked for the company, including Jessica’s sister 
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and Jeff’s daughter, but none stayed for long. How-
ever, Jessica’s son Lou joined and stayed. Although a 
classic “computer geek,” Lou was given the respon-
sibility of operations manager, overseeing the work 
orders and delivery of products to customers. He 
spent most of his time, however, working on the 
company’s website and even started taking con-
tracts to do websites for other firms.

Lou’s freelancing became a problem, and 
orders were being mishandled, deliveries were late, 
and customers were irate. The other employees 
were grumbling. Why was Lou being paid an 
executive’s wage when all his time was spent on his 
outside projects? And they wondered if Lou would 
eventually own the business.

Jessica and Jeff knew what was going on and 
had spoken with Lou about their concerns. Lou 
always said he was doing his job and they had no 
reason to complain.

Question 1 What do you think the employees of 
the business will do if Lou’s behaviour continues 
as it has been?
Question 2 What advice would you offer to Jessica 
and Jeff for handling Lou?

siTuaTion 3

Brothers Arif and Ashok grew up competing for 
their parents’ attention. Family and friends were 
surprised when they decided to go into business 
together, but on the face of it, they made a good 
team. Ashok was the reserved one. An engineer, 
he had developed the product the venture was 
founded on. Arif was the outgoing one, a born 
salesman. He was the CEO of the company while 
Ashok looked after research and product develop-
ment. The business took off, but growth meant 
reinvesting all of the profits back into the business 
for product development and marketing. After a 
few years Ashok wanted to know where his share of 
the profits were. He knew sales were growing expo-
nentially. What was Arif doing with the money? 
One day their father called with an offer to come 
in and run the business. He would make sure that 
everyone got their fair share.

Question 1 What would you recommend to Ashok 
at this point?
Question 2 What would you recommend to Arif at 
this point?

experienTial exerCises

1. Find a family business that has been  
transferred between generations. Interview 
the new leader of the business about how  
his or her approach to the business is the 
same or different from the previous  
generation’s.

2. Identify a family business and prepare a brief 
report on its history, including its founding, 
family involvement, and any leadership 
changes that have occurred.

3. Read and report on a biography or autobiog-
raphy about a family in business.

Case 3

smiTTy’s li’l haulers (p. 454)

Smitty’s follows a young entrepreneur’s struggle 
over possible job and new venture alternatives, 
leading to his decision about purchasing the com-
pany from its current owner.

alTernaTive Case For ChapTer 3 

Case 5, The Ultimate Garage, p. 460
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Franchising and BuyoutsChapter 4
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L o o k i n g  a h e a d

After studying this chapter, you 
should be able to

1 Describe the significance of 
franchising in Canada.

2 Identify the pros and cons of 
franchising.

3 Discuss the process for evaluating a 
franchise opportunity and selling a 
franchise.

4 Describe the legal issues related to 
franchising.

5 List some reasons for buying an 
existing business.

6 Understand the merits of buying assets 
versus shares of an existing business.

7 Describe the process of evaluating an 
existing business.

76
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nurse next door
For many Canadians, especially aging baby boomers, caring for aging parents and trying to 
navigate the home care system can be a frustrating and emotionally charged situation. Through 
personal experience gained from trying to find professional home care for a grandparent and 
research into the fragmented home care system in Canada, John DeHart and Ken Sim decided to 
start Nurse Next Door in Vancouver, B.C. Nurse Next Door offers medical and non-medical home 
care for seniors, ranging from companionship visits, light housekeeping to around-the-clock care 
from a registered nurse. After four years in operation, having learned best practices required to 
run a successful business, the decision was made to begin franchising Nurse Next Door across 
Canada as a means of expansion. As the franchisor, Nurse Next Door parent company provides a 
centralized call-centre (the company’s “Heartquarters”) that oversees the geographic areas where 
their franchisees are located, handling all of the administrative tasks associated with scheduling of 
appointments and calls and managing the logistics of the business. For franchisees, this allows for 
a smoother transition to becoming a Nurse Next Door business owner and the opportunity to focus 
more on caring for and growing the business itself.

Laura Harris, former Ontario Premier Mike Harris’ wife, purchased a Nurse Next Door fran-
chise in Toronto in 2012. As a former nurse and business owner, Harris was drawn to the franchise 
model for her latest business venture. “At this point in my life I didn’t want to start all over again 
building a business,” she says. “When you’re out there on your own, it’s all 14 to 18 hour days, 
7 days a week, 12 months a year.” This arrangement suits Harris just fine, allowing her much 
more freedom and independence to spend time pursuing her own interests while still running her 
business.

Nurse Next Door is well positioned to pursue growth, as the population in North America con-
tinues to age, the pressure on health care systems will increase as well as the need for home and 
health care services. The company now has close to 25 U.S. franchises, 60 Canadian franchises, 
and maintains two corporately owned locations.

www.nursenextdoor.ca

diSCuSSion QueStionS:

1. What are the potential benefits and challenges associated with the purchase of a Nurse Next 
Door franchise?

2. In terms of the franchise agreement, which specific clauses/issues should a potential franchisee 
be most interested in?

Sources: Craig Elias, “Nurse Next Door Finds Niche in Crowded U.S. Market,” Globe and Mail Online, July 5, 2013 available at: http://
www.theglobeandmail.com/report-on-business/small-business/sb-growth/going-global/nurse-next-door-finds-niche-in-crowded-us-

market/article12985727/; Kim Hart Macneill, “Former Premier Turns Franchisee,” ProfitGuide.com, November 8, 2012, available at: 
http://www.profitguide.com/news/former-premier-turns-franchisee-43338; and Joyce M. Rosenberg, “Older Entrepreneurs Call Shots 

After Long Careers,” Associated Press, February 20, 2013, available at: http://bigstory.ap.org/article/older-entrepreneurs-call-shots-after-
long-careers; see http://www.profitguide.com/news/former-premier-turns-franchisee-43338.
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Chapter 2 discussed start-up and Chapter 3 discussed family enterprise. This chapter 
examines beginning a business by franchising. Franchising is an attractive alternative as 
it offers a proven system with a reduced risk of failure.

Although franchising has existed for decades, rapid growth began during the 1960s 
with fast-food outlets. Franchising growth has continued with the global expansion of 
successful franchise concepts. According to Canam Franchise Development Group, Inc. 
a Vancouver–based franchise development firm, Canada is the most franchise-dense 
economy in the world, with a new franchise outlet opening every two hours, and one 
franchise unit for every 400 Canadians. Canada has provided the biggest international 
market for U.S. franchisors, although Europe and Japan have also been extremely 
receptive. Even China and Russia have extensive franchising from abroad, such as 
McDonald’s, Subway, and Kentucky Fried Chicken. In Canada, franchising is a signifi-
cant economic force as the most common entry point for new business owners. There 
are more than 78,000 franchise units across Canada and more than 1.5 million full-time 
and part-time employees; franchise systems are now Canada’s leading employers.1 Let’s 
look at the language and structure of the franchising industry prior to examining the 
benefits of the franchising option.

Understanding the Franchise concept
Franchising provides a unique type of business opportunity; companies with a proven 
process or retail concept provide turnkey operations to new small business owners in 
exchange for fees. The franchising system is controlled through formal contracts that 
govern how the business will operate and what services will be provided to members 
of the system. Franchise companies usually provide members of the system (franchi-
sees) with names, logos, products, operating procedures, and more. Franchising is the 
fastest-growing form of retail in Canada, with over 40 percent of all retail sales made 
by franchised businesses.2 In addition, franchising accounts for 10 percent of Canada’s 
Gross Domestic Product (GDP) and has been reported to account for one out of every 
five consumer dollars spent in Canada in goods and services.3

the LangUage oF Franchising

The 1,100 franchising systems in Canada, and their 78,000 outlets, are governed by a 
wide range of franchise relationships. However, three components exist in all systems. 
Franchising is a business model revolving around a two-party legal agreement whereby 
one party (the franchisee) is granted the privilege to conduct business as an individual 
owner but is required to operate according to methods and terms specified by the other 
party (the franchisor). Franchisees typically pay an initial fee upon signing the fran-
chise agreement, and a royalty fee (percentage of sales) thereafter. Exhibit 4-1 displays 
selected listings from the Canadian Franchise Association and company websites.

The potential value of any franchising arrangement is defined by the rights con-
tained in an agreement. This legal agreement is known as the franchise contract, and 
the rights it conveys are called the franchise. For example, in product and trade name 
franchising, a franchisor owns the right to a name or trademark and grants that right 
to a franchisee as part of the franchise agreement. Gasoline service stations, automo-
bile dealerships, and soft-drink bottlers are typical examples of businesses that operate 
under this type of franchising.

franchising
a business model 
revolving around 
a two-party legal 
agreement, whereby 
the franchisee 
conducts business 
according to terms 
specified by the 
franchisor

franchisor
the party in a 
franchise contract 
who specifies the 
methods to be 
followed and the 
terms to be met by 
the other party

franchise contract
the legal agreement 
between franchisor 
and franchisee

Franchisor

number of 
Canadian 

Franchisees
initial Fee  

($ thousands)

investment 
required  

($ thousands)

royalty 
Fee as a 

percentage 
of Sales

Keg Restaurant 54 75 3.5–4.4 million 6 plus 2 for 
advertising

First Choice 
Haircutters

194 27.5 145–210 7

Kwik-Copy 
Printing

59 30 150–208 7 plus 3 for 
advertising

Oxford 
Learning Centre

108 40+ 140–210 10.0 plus 
3 for  
advertising

Mister  
Transmission

85 25 100–125 7.0

Pet Valu 275 25 252–405 6.6

Second Cup 350 40 300–550 9.0 plus  
3 for  
advertising

Dairy Queen 650 45 300+ 4.0 plus  
5 for  
advertising

Boston Pizza 358 60 600−800 7 plus  
2.5 for 
advertising

Marble Slab 85 25 300 6 plus 2 for 
advertising

Trade Secrets 44 25 80–325 6 plus  
2.5 for 
advertising

Notes

1. The number of franchises does not reflect the number of outlets, as some franchisees have more 
than one outlet.

2. Some royalty rates include some promotion, advertising, and other fees; in other cases there may 
be additional fees for this.

Sources: http://www.cfa.ca; http://www.franchiseinfo.ca; and company websites.

Alternatively, entrepreneurs may seek an entire marketing system and an ongoing 
process of assistance and guidance. The franchisor often provides a full range of ser-
vices including site selection, training, product supply, marketing plans, and even assis-
tance with financing. This broader type of relationship is referred to as business-format 
franchising. Fast-food outlets, hotels and motels, and business services are common 
examples of this type of franchising. A master franchisor is a firm or individual that 

franchise
the privileges in a 
franchise contract

product and trade 
name franchising
a franchise 
relationship granting 
the right to use a 
widely recognized 
product or name

business-format 
franchising
an agreement 
whereby the 
franchisee obtains 
an entire marketing 
system and ongoing 
guidance from the 
franchisor

describe the 
significance of 
franchising in canada.

1
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Franchisor

number of 
Canadian 

Franchisees
initial Fee  

($ thousands)

investment 
required  

($ thousands)

royalty 
Fee as a 

percentage 
of Sales

Keg Restaurant 54 75 3.5–4.4 million 6 plus 2 for 
advertising

First Choice 
Haircutters

194 27.5 145–210 7

Kwik-Copy 
Printing

59 30 150–208 7 plus 3 for 
advertising

Oxford 
Learning Centre

108 40+ 140–210 10.0 plus 
3 for  
advertising

Mister  
Transmission

85 25 100–125 7.0

Pet Valu 275 25 252–405 6.6

Second Cup 350 40 300–550 9.0 plus  
3 for  
advertising

Dairy Queen 650 45 300+ 4.0 plus  
5 for  
advertising

Boston Pizza 358 60 600−800 7 plus  
2.5 for 
advertising

Marble Slab 85 25 300 6 plus 2 for 
advertising

Trade Secrets 44 25 80–325 6 plus  
2.5 for 
advertising

Notes

1. The number of franchises does not reflect the number of outlets, as some franchisees have more 
than one outlet.

2. Some royalty rates include some promotion, advertising, and other fees; in other cases there may 
be additional fees for this.

Sources: http://www.cfa.ca; http://www.franchiseinfo.ca; and company websites.

Alternatively, entrepreneurs may seek an entire marketing system and an ongoing 
process of assistance and guidance. The franchisor often provides a full range of ser-
vices including site selection, training, product supply, marketing plans, and even assis-
tance with financing. This broader type of relationship is referred to as business-format 
franchising. Fast-food outlets, hotels and motels, and business services are common 
examples of this type of franchising. A master franchisor is a firm or individual that 

franchise
the privileges in a 
franchise contract

product and trade 
name franchising
a franchise 
relationship granting 
the right to use a 
widely recognized 
product or name

business-format 
franchising
an agreement 
whereby the 
franchisee obtains 
an entire marketing 
system and ongoing 
guidance from the 
franchisor

Exhibit 4-1  
Franchises 

master franchisor
a firm or individual 
that purchases 
the rights to sell 
franchises within a 
certain geographic 
area
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purchases the rights to a franchise brand and develops it within a specific geographic 
region. In essence, this independent company or businessperson is a type of sales agent 
responsible for finding new franchisees within a specified territory. Sometimes they 
provide support services such as training and warehousing, which are more traditionally 
provided by the franchisor. In the quick-service restaurant industry, Arby’s and Harvey’s 
operate using the master franchisor format. Another franchising strategy gaining wide-
spread usage is multiple-unit ownership, in which a single franchisee owns more than 
one unit of the franchised business, and they may or may not be in the same geographic 
area. Companies such as Second Cup, Country Style Donuts, and Booster Juice favour 
the multiple-unit ownership strategy.

Some of these franchisees are area developers—individuals or firms that agree 
to develop a specific number of locations within a specific geographic area and time  
period. In return, the area developer is given exclusivity to an assigned area and  
the legal right to open several outlets in a given area.

Master franchise, multiple-unit, or area development franchise agreements all pro-
vide the licensee with the ability to generate revenues from more than one location 
and the opportunity to diversify her or his investments. For this reason, these types of 
franchises usually require a higher initial investment; however, the potential for greater 
returns is intended to offset that. In addition, owning multiple units allows franchisees  
to capitalize on management efficiencies and economies of scale as well as cross- 
promote and cross-manage among units.

Piggyback franchising refers to the operation of a retail franchise within the physical 
facilities of another business. Examples of piggyback franchising include a McDonald’s 
restaurant doing business inside a Walmart store and a car-phone franchise within an 
automobile dealership. This form of franchising benefits both parties. The host store is 
able to add a new product line, and the franchisee obtains a location near prospective 
customers.

the pros and cons oF Franchising
“Look before you leap” is an old adage that should be heeded by entrepreneurs con-
sidering franchising. Entrepreneurs should not let their enthusiasm cloud their eyes to 
the realities—both good and bad—of franchising. Weighing the purchase of a franchise 
against alternative methods of starting a business is an important task, which requires 
careful consideration of many factors as illustrated in Exhibit 4-2.

Franchising will not be the ideal choice for all prospective entrepreneurs, because 
the critical factors are different for different individuals, depending on their personal 
goals and circumstances. However, many people find a franchise to be the best choice 
for them. Carefully study the advantages and limitations of franchising presented in 
this chapter, and remember them when you are evaluating future entrepreneurial 
opportunities.

the pros oF Franchising

Buying a franchise can be attractive for a variety of reasons. The greatest advantage 
is the probability of success. Franchisors offer a business model with a proven track 
record. A reputable franchisor has been through the trials and errors that an entrepre-
neur might face when starting a business independently.

multiple-unit 
ownership
a situation in which 
a franchisee owns 
more than one 
franchise from the 
same company

area developers
individuals or firms 
that agree to open 
up a certain number 
of franchises within 
a specific geographic 
area and time period

master franchise
a firm or individual 
that purchases the 
rights to a franchise 
brand and then acts 
as a sales agent with 
the responsibility 
for finding new 
franchisees within 
that specified 
territory

piggyback 
franchising
the operation of 
a retail franchise 
within the physical 
facilities of another 
business

identify the pros and 
cons of franchising.2
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One explanation for the lower failure rate of franchises is that most franchisors 
are highly selective when granting a franchise. Many potential franchisees who qualify 
financially are rejected. “You have to be discriminating,” says Edward Kushell, president 
of The Franchise Consulting Group. Many of the large franchisors get 10 applicants for 
every one they accept.4

Additional reasons a franchise opportunity is attractive are because it offers (1) a 
proven marketing concept and customer base, (2) training support, (3) financial assis-
tance, and (4) operating assistance. Naturally, all franchises are not equally strong in 
all aspects. But such advantages motivate people to consider the franchise arrangement 
(see Exhibit 4-2).

a proven Marketing ConCept
Most franchised products and services are widely known and accepted. An entrepre-
neur who enters into a franchising agreement acquires the right to use the franchisor’s 
nationally advertised trademark or brand name. Consumers will readily buy McDonald’s 
hamburgers or Tim Hortons coffee, because they know the reputation of these prod-
ucts. Travellers may recognize a restaurant or a hotel because of its name or some other 
feature such as the “Golden Arches” of McDonald’s. Travellers may turn into a Tim 
Hortons because of their previous experiences with the chain and the knowledge that 
they can depend on the food and service that this outlet provides. Thus, franchising 
offers both a proven line of business and product or service identification.

training Support
The training received from the franchisor is invaluable because it can help alleviate the 
weakness in managerial skills typical of many small entrepreneurs. Training by the fran-
chisor often begins with an initial period of a few days or a few weeks at a central training 
school or at another established location. Major franchisors such as McDonald’s, Cana-
dian Tire, and Tim Hortons have centralized training schools or training franchises.

Naturally, the nature of the product and the type of business affect the amount 
and type of training needed by the franchisee. The Tim Hortons franchise requires an 
initial training course, which includes topics such as doughnut making, accounting and 
controls, advertising and merchandising, scheduling of labour and production, and 
purchasing. See Exhibit 4-3. In most cases, training constitutes an important advantage 
of the franchising system, as it permits individuals who have had little training and edu-
cation to start and succeed in businesses of their own.

Formalized training
Financial assistance
Proven marketing 
methods
Managerial assistance
Quicker start-up time
Overall lower failure 
rates

Pluses Minuses

Franchise fees
Royalties
Restrictions on growth
Less independence in
operations
Franchisor may be sole
supplier of some supplies
Termination/renewal
clauses

Exhibit 4-2  
Major Pluses and 
Minuses in the  
Franchising Calculation 
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Initial training is ordinarily supplemented with subsequent training and guidance. 
This may involve refresher courses and/or visits by a company representative to the fran-
chisee’s location from time to time. The franchisee may also receive manuals, printed 
materials, and access to specially designed franchisee websites that provide guidance in 
operating the business. Although the franchisor normally places considerable emphasis 
on observing strict controls, much of the continued training goes far beyond the appli-
cation of controls.

tim hortons by the Book

Ninety-five percent of Tim Hortons stores are franchisee-owned and-operated and at last 
count, there were over 3,400 locations in Canada, but don’t hold your breath if you have 
your sights set on a Tim Hortons franchise in Ontario, the West, or Atlantic Canada since 
those markets are considered to be saturated with an estimated Tim Hortons franchise for 
every 7,500 people. Instead, the company is focusing on expanding franchise locations 
in Quebec and in select markets in the U.S. and the Middle East.

For those who are successful, according to the Tim Hortons website, a franchise costs 
anywhere from $480,000 to $510,000, excluding taxes. Not included in those costs 
is the building or the property the restaurant is built on. At least $153,000 of the total 
cost must be in available cash, on top of another $50,000 in at-hand working capital. 
The rest can be financed through a bank loan.

That buys a franchisee seven weeks of training at the Tim Hortons University in 
Oakville, Ontario, which has classrooms and a fully outfitted store. The cost also covers 
all store equipment, display equipment, signage, a store opening crew, use of the Tim 
Hortons manual, the right to use trademarks and trade names, and support from head-
quarters.

The Real Estate and Development Department selects and purchases all the locations, 
which means franchisees are tenants of Tim Hortons and pay rent accordingly.

 In addition to a monthly rental fee, franchisees are required to pay a 4.5 percent 
royalty and a 4 percent advertising fee based on gross sales.

Apart from the financial resources required to become a Tim Hortons franchisee, the 
company also requires that all franchisees be hands-on operators, involved in the day-
to-day running of the business and does not accept franchise applications that do not 
include two partners.

Even with these stipulations, potential franchisees are impressed with the iconic status 
the brand has in Canada and its market dominance. Seventy-seven percent of all coffee 
served outside the home comes from a Tim Hortons location. Equally as impressive as its 
share of the coffee market is the fact that Tim Hortons captures 67 percent of Canada’s 
quick-service restaurant traffic in the morning (compared to McDonald’s at 11 percent), 
17 percent of the lunch crowd, and 57 percent of afternoon and nighttime snackers. 
The company continues to look for opportunities as evidenced by their partnership with 
U.S.–based Cold Stone Creamery, in an effort to take on the $1.2-billion Canadian ice 
cream market—the perfect way to bring in traffic during the slower evening hours.

Sources: www.timhortons.com, Tim Hortons Annual Report, available at: http://annualreport. 
timhortons.com/winning.html; CBC News, “Tim Hortons Plans 800 More Restaurants,” CBC News 
Online, February 25, 2014, available at: http://www.cbc.ca/news/business/tim-hortons-plans-
800-more-restaurants-1.2550508; and Dawn Calleja, “How Tim Hortons Will Take Over the World,” 
The Globe and Mail Online, September 23, 2010, available at: http://www.theglobeandmail.com/
report-on-business/rob-magazine/how-tim-hortons-will-take-over-the-world/article580880/?page=all

Exhibit 4-3  
Franchise Example: Tim 
Hortons 
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Moving Made easy

Most people do not look forward to moving, the 
countless hours spent hunting for boxes, and not 
just any boxes, boxes that will be sturdy enough to 
fit your prized possessions, not to mention the time 
spent organizing and packing all your belongings.

Enter Frogbox, the Vancouver–based com-
pany that rents reusable sturdy plastic boxes, with 
fold-down tops and easy stacking, for residential 
moving. Customers simply order online and the 
boxes are delivered and then picked up from 
their new home when they are done. This saves 
the consumer the time and effort required to hunt 
for suitable boxes, costs about the same as buy-
ing moving boxes from a moving company, and 
it’s environmentally friendly since the boxes are 
reused and made from recycled materials.

Doug Burgoyne and his silent partner searched 
for many months for the right business oppor-
tunity, one with a short sales cycle and as Doug 
explains, “an old school, cash-based service busi-
ness. We wanted something with a bad reputation 
that we could come in and offer a good service 
and stand out. We also wanted to wrap a little tech-
nology around it.”

Their research led them to explore the mov-
ing industry, which in North America was worth 
about $5 billion a year, with no strong market 
leader. The first Frogbox location opened in 
2008 in Vancouver and after expansion into 

Seattle, Washington and Toronto, Doug and 
his partner were convinced that with their solid 
business model in place, franchising was the 
next logical step. Doug pitched his concept to 
would-be investors on the TV program Dragons’  
Den in 2011 and received the investment he 
asked for, in exchange for partial ownership 
in the business. Frogbox franchises are now in  
22 locations across Canada and the U.S. and the 
plan is be in 150 cities by 2015.

QueStionS:

 1. What are the potential advantages and  
disadvantages associated with Frogbox’s 
decision to pursue franchising?

 2. What competitive advantages can Frogbox 
offer potential franchisees?

Sources: Mary Teresa Bitti, “Seeing Green,” Financial 
Post, January 31, 2011, available at: http://frogbox.
com/blog/2011/01/financial-post-likes-frogbox; 
Wendy Stueck, “Frogbox Makes Your Move Green,” 
The Globe and Mail, October 20, 2009, available at: 
www.theglobeandmail.com/report-on-business/small-
business/business-incubator/frogbox-makes-your-
move-green/article1330296; and Jenny Lee, “Frogbox 
Leaped to Dragons’ Attention,” Vancouver Sun, January 
27, 2014, available at: http://www.vancouversun.com/
business/Frogbox+leaped+Dragons+attention/9402
263/story.html#ixzz30KvYoRLY

ENTREPRENEURIAL ExPERIENCES

FinanCiaL aSSiStanCe
The costs of starting an independent business are often high, and the typical entre-
preneur’s sources of capital are quite limited, making the entrepreneur’s standing as a 
prospective borrower weakest at this time. However, by teaming up with a franchising 
organization, the aspiring franchisee may enhance his or her likelihood of obtaining 
financial assistance.

If the franchising organization considers the applicant to be a suitable prospect 
with a high probability of success, it frequently extends a helping hand financially. In 
addition, the franchisee is normally given a payment schedule that can be met through 
successful operation. Also, the franchisor may permit the franchisee to delay payments 
for products or supplies obtained from the parent organization, thus increasing the 
franchisee’s working capital.
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operating aSSiStanCe
The franchisor will provide a range of operating services including site selection, bulk 
purchasing of equipment, and inventory. Many franchisors will research traffic flows 
and consumer trends to determine the optimal location for a new franchise location. 
Assistance will be provided in determining the store layout, lighting, and decor.

Franchisors will advise as to the amount of inventory required, the anticipated 
turnover, and often accounting and inventory systems to track daily inventory 
turnover.

Ongoing advertising and promotional items offer a key advantage to new franchi-
sees. The entrepreneur who enters a franchising agreement acquires the right to use 
the franchisor’s advertised trademark or brand name. This serves to identify the local 
enterprise with the widely recognized product or service.

In addition to offering a proven line of business and readily identifiable products 
or services, franchisors have developed and tested their methods of marketing and 
management. The operating manuals and procedures supplied to franchisees enable 
them to operate more efficiently from the start. This is one reason franchisors insist on 
the observance of quality methods of operation and performance. If a franchise were 
allowed to operate at a substandard level, it could easily destroy customers’ confidence 
in the entire system.

The existence of proven products and methods, however, does not guarantee 
that a franchise will succeed. For example, a location that the franchisor’s market-
ing research techniques show to be satisfactory may turn out to be inferior. Or the 
franchisee may lack ambition or perseverance. However, the fact that a franchisor 
has a record of successful operation proves that the system can work and has worked 
elsewhere.

the cons oF Franchising

Franchising is like a coin—it has two sides. We have presented the positive side of fran-
chising, but we must also examine the negative side. In particular, three shortcomings 
permeate the franchise form of business: (1) the costs associated with the franchise,  
(2) the restrictions on business operations that can accompany a franchise contract, and 
(3) the loss of entrepreneurial independence.

the CoStS oF Being a FranChiSe
Franchise costs have several components, all of which need to be recognized. 
Generally speaking, higher fees are charged by well-known franchisors, such as 
McDonald’s.

Following are four typical components of franchising costs.

1. Initial franchise fee: The total cost of a franchise begins with an initial franchise fee, 
which may range from hundreds to thousands of dollars.

2. Cash investment: There may be significant costs involved in renting or building a 
location and stocking it with inventory and other equipment. Also, certain insur-
ance premiums, legal fees, and other start-up expenses must be paid. It is often 
recommended that funds be available to cover personal expenses and emergen-
cies for at least six months.

3. Royalty payments: A royalty is a fee charged to the franchisee by the franchisor. It is 
common practice for the franchisor to receive continuing royalty payments based 
on a percentage of the franchise’s gross sales.
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4. Advertising costs: Many franchisors require a contribution by franchisees to an 
advertising fund to promote the franchise. If entrepreneurs could generate  
the same level of sales by setting up an independent business, they would save the 
franchise fee and some of the other costs. However, if the franchisor provides  
the benefits previously described, the money franchisees pay for their relationship 
with the franchisor may prove to be a very good investment.

donut Wars

All relationships require work—and the 
 franchisee–franchisor relationship is no excep-
tion. In the world of franchising, you hear stories 
about dysfunctional relationships between fran-
chisees and franchise companies, which some-
times result in legal battles. In Canada, some 
recent legal battles have heated up with some of 
the major players in the coffee and donut world, 
Tim Hortons and Dunkin’ Donuts. A class action 
suit was launched by a group of Tim Hortons 
franchisees arguing that the parent company’s 
decision to change from an in-store baking to 
a centralized baking and distribution system, 
increased their costs and adversely impacted 
their profitability and as such, was a violation of 
their franchise agreement. The Supreme Court 
of Ontario, however, ruled in favour of the TDL 
Corp. Group (Tim Hortons parent company) and 
dismissed the case based on the fact that the com-
pany was within their rights to make those changes 
based on the terms of their franchise contract and 
the policies outlined in their operations manuals, 
and the decision that was made was based on valid 
 economic and business rationale.

In Quebec, U.S.–based Dunkin’ Donuts was 
also taken to court in a franchisee class action suit, 
and accused of not providing enough support 
and strategic decision making to help protect the 
franchisees from increased competition from Tim 
Hortons. In this case, however, the Supreme Court 
ruled in favour of the franchisees and that the 
actions (and non-action) of the franchisor violated 
the franchise agreement. Both of these examples 
illustrate the classic struggle between franchisee 
and franchisor. “Franchisees make their money on 
profits. Franchisors make their money on a per-
centage of gross sales and what’s good for gross 
isn’t necessarily good for profit.”

World of Water Ltd., a Winnipeg-based fran-
chisor of stores that sell purified water, coolers, 
and dispensers established a franchisee advisory 
council after tension began mounting over how 
marketing was being handled at the parent-
company level. Franchisees felt there was a lack 
of communication about how funds were being 
used and were not given enough notice when new 
promotions were beginning. The council meets 
bimonthly to discuss issues and then communicate 
the decisions made in those meetings to the rest of 
the franchise outlets. As a result, communication 
has improved; franchisees are able to share local 
marketing tactics, resulting in a better flow of ideas 
and, even more importantly, a greater buy-in from 
franchisees.

QueStionS:

 1. Do you feel the Tim Hortons franchisees 
were justified in their class action suit 
against the parent company?

 2. In the Dunkin’ Donuts case, do you 
believe that the franchisor should be held 
accountable for their poor marketing 
strategy?

Sources: Jennifer Dolman, “The Two Most Talked-about 
Franchise Cases of the Year,” Financial Post Online, 
November 19, 2012 available at: http://business 
.financialpost.com/2012/11/19/the-two-most-talked-
about-franchise-cases-of-the-year/; Joseph Brean, 
“Tim Hortons Franchisees Lose $2-billion Doughnut 
 Lawsuit,” National Post Online, available at: http://news 
. nationalpost.com/2012/02/28/tim-hortons-lawsuit/; 
and Eleanor Beaton, “Franchising: Can’t We All Just Get 
Along?” Profit, February 29, 2010, available at: http://
www.profitguide.com/article/4602–franchising-can- 
t-we-all-just-get-along. By  permission of Eleanor Beaton, 
www.eleanorbeaton.com

ENTREPRENEURIAL ExPERIENCES
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reStriCtionS on BuSineSS operationS
Franchisors, understandably, are concerned about the image of their franchises. Therefore, 
they make every effort to control how franchisees conduct certain aspects of the franchise 
business. The types of control frequently exercised by a franchisor include 

•	 Limiting sales territories
•	 Requiring site approval for the retail outlet and imposing requirements regarding 

outlet appearance
•	 Limiting goods and services offered for sale
•	 Limiting the resale of the franchise without the franchisor’s permission
•	 Limiting advertising and hours of operation

LoSS oF independenCe
Frequently, individuals leave salaried employment for entrepreneurship because they 
dislike working under the direct supervision and control of others. Upon entering into 
a franchise relationship, such individuals may find that a different pattern of supervi-
sion has taken over, as they surrender a certain amount of independence in signing a 
franchise agreement.

Even though the franchisor’s influence on business operations may be helpful in 
ensuring success, the level of control exerted may be unsettling to an entrepreneur who 
cherishes independence. Entrepreneurs should recognize that they can lose the right to 
a franchise if they do not abide by performance standards or fail to pay royalties. Addi-
tionally, there is no guarantee that a franchise will be renewed beyond the contracted 
time period. When the franchise agreement expires, the franchisor may regain control 
of the franchise, and the franchisee will not be able to recognize any capital gains on 
the value of the operation. Many major chains, such as Canadian Tire, retain the title to 
the actual building; the franchisee owns the inventory.

evaLUating Franchise opportUnities
After making the initial decision to pursue a franchise opportunity, the prospective 
franchisee must locate a franchise candidate and investigate it completely. Becoming 
a franchisee does not guarantee success, even if the franchise system is very success-
ful. The franchisee is a small business owner, and faces all the staffing, financing, and 
inventory issues all owners encounter. The estimated cost for a typical retail franchise 
is outlined in Exhibit 4-4.

seLecting a potentiaL Franchise candidate

With the growth of franchising and the Internet, the task of initially locating an appro-
priate franchise has become much easier. Personal observation frequently sparks inter-
est, or awareness may begin with exposure to an advertisement or article in a newspaper, 
magazine, website, or online publication.

The headlines of these sources usually appeal to the financial and personal rewards 
sought by the entrepreneur. The Globe and Mail, the Financial Post, Profit, and local news-
papers are examples of publications that include franchisors’ advertisements. Numerous 
websites, such as www.betheboss.ca, www.cfa.ca and www.canadianfranchisedirectory.ca 
list franchising opportunities.

discuss the process for 
evaluating a franchise 
opportunity and 
selling a franchise.

3
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Exhibit 4-4  
Estimated Franchise 
Cost for a Typical Retail 
Franchise 

CoSt CategorY aMount

Small retailer, Fast Food

Franchise fee $10,000–$25,000

First and last months’ rent $2,500–$4,000

Leasehold improvements $10,000–$15,000

Equipment $10,000–$25,000

Furniture and fixtures $1,500–$4,000

Signage $2,500–$6,500

Insurance, licences, and permits $1,000–$3,500

Training $2,000–$3,000

Initial inventory $5,000–$6,000

Working capital $7,500–$20,000    

$52,000–$112,000

Royalty 5% of sales

Actual costs will vary with geographic area, size and location of the shop, cost of labour 
and materials, and lease terms.

explanation of Costs 

• Franchise fee: An individual store franchise gives the rights to a specified geographic area. An area 
development franchise gives the rights to develop multiple stores in a specified geographic area.

• First and last months’ rent: Most commercial leases require the payment of rent for the first and last 
month of the lease at the start of the lease term.

• Leasehold improvements: Leasehold improvements are those costs to construct the interior of the 
store, including building or finishing floors and walls, plumbing, and electrical work.

• Equipment: Major equipment consists of computer hardware and software, ovens, and other 
preparation equipment for a food franchise, as well as installation costs.

• Furniture and fixtures: This category includes display cases, shelving, chairs, lighting, pictures, and 
other decorations, as well as the installation costs of the items.

• Signage: Installation of storefront and illuminated signs is included in this category.
• Insurance, licences, and permits: This category includes property and liability insurance, business 

licences, and health or other permits required.
• Training: Training is usually provided at the franchisor’s head office or off-site training facility. These 

costs are for transportation and room and board while attending the training program.
• Initial inventory: An initial inventory of ingredients and supplies is required for the first few weeks 

of business.
• Working capital: About three months’ equivalent of operating expenses (wages, rent, supplies) is 

recommended, as sales will grow over that period to at least a break-even level.
• Royalty: The franchisee in this example pays 5 percent of gross sales revenue to the franchisor for 

ongoing support, cooperative advertising, and ongoing rights to the franchise for the term of the 
franchise agreement.
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gLoBaL FranChiSing opportunitieS
Many U.S. franchisors have moved into the Canadian market, but there are also oppor-
tunities for Canadian businesses to franchise in other countries. Traditionally, Canadian 
franchisors have done most of their international franchising in the United States because 
of that country’s proximity and language similarity. However, this is changing. A combina-
tion of events—the structuring of the European Economic Community, the collapse of the 
Soviet Union, and the passage of the North American Free Trade Agreement, to mention 
only a few—have turned the eyes of Canadian franchisors to other foreign markets. A 
good example of a Canadian franchisor that has expanded internationally is Yogen Früz, 
which has more than 1,300 locations in over 42 countries. Yogen Früz was started by two 
brothers, Michael and Aaron Serruya, ages 19 and 20, in 1986. They had originally wanted 
to buy a franchise, but no one would take a chance on them. So they started their own 
frozen yogurt shop and began franchising a year later. Now based in Markham, Ontario, 
the company also owns Swensen’s Ice Cream and Java Coast Fine Coffees.5

Countries with an expanding middle class, with disposable income to spend on 
retail items and fast food, are attractive growth prospects. Argentina, Brazil, China, 
Dubai, India, Indonesia, Mexico, Poland, South Korea, Turkey, and Vietnam, industrial-
izing countries with large populations, are prime franchising locations. “These markets 
comprise about half the world’s population, and their gross national products are grow-
ing more rapidly than those of a number of developed countries,” says Fred Elliott, a 
franchising specialist.6

Although the appeal of foreign markets is substantial, the task of franchising there 
is not easy. One franchisor’s manager of international development expressed the chal-
lenge this way:

In order to successfully franchise overseas, the franchisor must have a sound and 
successful home base that is sufficiently profitable. The financial position of the 
franchisor must be secure and [the franchisor] must have resources which are sur-
plus to—or can be exclusively diverted from—[its] domestic requirements. [The 
franchisor] must also have the personnel available to devote solely to international 
operations, and above all … must be patient. On the whole, the development of 
international markets will always take longer and make greater demands on the 
resources of the franchisor than first anticipated.7

investigating the potentiaL Franchise

The nature of the commitment required in franchising justifies careful investigation. 
Launching a franchised business typically involves a substantial financial investment and 
entails a business relationship that may be expected to continue over a period of years. 
Becoming a franchisee does not guarantee success, even if the franchise system is very 
successful. The franchisee is a small business owner and faces all the staffing, financing, 
and inventory issues all owners encounter.

The evaluation process is a two-way effort. The franchisor wishes to investigate the 
franchisee, and the franchisee obviously wishes to evaluate the franchisor and the type 
of opportunity being offered. Time is required for this kind of analysis. You should  
be skeptical of a franchisor that pressures franchisees to sign at once, without allowing 
for proper investigation.

The prospective entrepreneur’s first step in evaluating a franchising opportunity 
should be to tap into sources of information: (1) the franchisors themselves, (2) exist-
ing and former franchisees, and (3) independent, third-party sources.
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the FranChiSor aS a SourCe oF inForMation
The franchisor being evaluated should be the primary source of information about a 
franchise. Obviously, information provided by a franchisor must be viewed in light of its 
purpose—to promote a franchise. However, there is no quicker source of information.

There are several ways to obtain information from a franchisor. One way is to corre-
spond directly with the franchisor. Another method is to contact the franchisor indirectly 
by responding on reader service cards that are provided by most business magazines. 
Today most preliminary information and details about how to go about applying for a 
franchise are provided by franchisors through their websites. A good example of this 
is The UPS Store; formerly Mail Boxes Etc. Exhibit 4-5 shows some of the information 
available on the company’s website, www.theupsstore.ca.

Booster Juice

Booster Juice is a successful Edmonton–based 
franchise company that developed a winning con-
cept in a high-growth market. The Booster Juice 
concept entails tasty, convenient, nutritious juices, 
smoothies, and snacks offered in upbeat, fun loca-
tions by energetic staff.

The founders built upon the success of their 
flagship store, opened in 1999, and the growth of 
juice and smoothie market, which is recognized by 
Entrepreneur Magazine as one of the top new busi-
ness trends for the decade. Whereas the fast-food 
sector is growing at 3 percent, the smoothie mar-
ket is increasing at 30 percent annually.

The key feature of the 24 ounce smoothies 
are the nutritional supplements added to juice, 
fruit, sorbet, and homemade yogurt. Customers 
design their drinks, adding supplements such as 
the Cold Warrior Booster, containing echinacea 
and goldenseal, or the Energy Booster, made with 
bee pollen and ginseng. The creative ingredients 
and upbeat atmosphere fit their physically active 
and youthful target market.

With over 280 franchise locations in Canada, 
Booster Juice continues to pursue an ambitious 
growth strategy, hoping to increase that num-
ber to 350 locations before the market is satu-
rated. According to cofounder and president 
Dale Wishewan, early decisions including menu 
and décor were made with franchising in mind 
because as he explains, “our intention was to 
stamp these stores across the country.” The com-
pany entered the U.S. market in 2003 and has also 
expanded into international markets including  

India, Mexico, Saudi Arabia, and the Nether-
lands. International expansion has presented its 
share of challenges, as Wishewan explains, “It is 
challenging to qualify an individual franchisee in 
Canada, but it is 10 times as important to choose 
the right master franchisor for an entire country 
or major city.” In Saudi Arabia the company was 
able to find an experienced master franchisor, 
however, it spent more than 10 times as much 
to open its first Middle East location, spending 
money developing new menus, translating mate-
rial into Arabic, shipping product ingredients, 
and travelling back and forth between Canada 
and the Middle East. The good news was there 
was essentially no competition in the market, 
giving the company first-mover advantage in a 
region that many companies and franchises alike 
are now scrambling to try and enter.

QueStionS:

 1. What are some of the challenges Booster 
Juice may face in terms of their interna-
tional expansion plans?

 2. Identify some new markets the company 
should consider in the future?

Sources: http://www.boosterjuice.com; and Laura 
 Bogomolny, “Smoothie Chain Booster Juice Finds 
Expanding Globally Is Not Always Smooth,” 
 Canadian Business, January 30, 2006, available at: 
www. canadianbusiness.com/article/13600-smoothie-
chain-booster-juice-findsexpanding-globally-is-not-always-
smooth.

ENTREPRENEURIAL ExPERIENCES
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Financial data are sometimes provided in the information packet sent initially by the 
franchisor. However, it is important for potential franchisees to remember that many 
of the financial figures are only estimates. Profit claims are becoming more common, 
partly because tough economic times make it difficult to sell a franchise without giving 
potential franchisees some idea of what they can earn.8 Reputable franchisors are care-
ful not to misrepresent what a franchisee can expect to attain in terms of sales, gross 
income, or profits. The importance of earnings to a prospective franchisee makes the 
subject of earnings claims a particularly sensitive one. In Alberta and Ontario, the only 
provinces that regulate franchising, a franchisor making earning claims must have a 
reasonable basis, include assumptions underlying the claim, and indicate where sub-

stantiating information may be inspected by the potential franchisee.
After an entrepreneur has expressed further interest in a franchise by completing 

the application form and the franchisor has tentatively qualified the potential fran-
chisee, a meeting is usually arranged to discuss the disclosure document. A disclo-
sure document is a detailed statement of information such as the franchisor’s finances, 
experience, size, and involvement in litigation. The document must inform potential 
franchisees of any restrictions, costs, and provisions for renewal or cancellation of the 
franchise. Important considerations related to this document are examined more fully 
in Exhibit 4-6.

disclosure 
document
a detailed statement 
of information 
such as the 
franchisor’s finances, 
experience, size, 
and involvement in 
litigation

the ups Store

The UPS store network is Canada’s 
largest chain of print & copy centres in 
Canada. UPS Store locations in Canada 
are independently owned and operated 
by licensed franchisees of MBE Canada, 
the master licensee of The UPS Store, 
Inc., a subsidiary of United Parcel Ser-
vice of America, Inc.

Contact: 1115 North Service Road West, 
Unit 1, Oakville, ON L6M 2V9
Tel: 800-661-6232
Tel: 905-338-9754
Fax: 905-338-7491
Website: http://theupsstore.ca/

resources on the Website

Visit the Franchise Opportunities area of the company’s website (www.theupsstore.ca) 
for a downloadable brochure and a number of links including 
• Featured Markets and Franchise Opportunities
• Franchising Events and Seminars
• FAQs
• New Franchise Suggestions
• Online Franchise Application

take the First Step

To discuss franchise opportunities with UPS you can either call to speak to a representa-
tive from the UPS Franchise Development Team or complete a confidential online  
franchisee application form. Filling out the application does not obligate the applicant  
in any way.

Franchises available

Use the Featured Markets tab at www.theupsstore.ca to find Canadian locations that are 
available immediately.

Exhibit 4-5  
Information from the 
UPS Store Website 
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Self evaluation 
•	 Do	you	have	the	capital	required	for	investment?
•	 Do	you	have	the	necessary	management	skills,	education,	and	work	experience	required?
•	 What	is	the	best	franchise	for	me?	(The	answer	is	a	combination	of	four	things.)

 1. What types of businesses are succeeding these days, with every indication that they will continue 
to succeed?

 2. What is the kind of business you would like to be in?
 3. Is someone offering a franchise in your area of interest, which you believe will help you to  

succeed, and that you can afford?
 4. Can you work within the limits of a franchise system?

the Franchise operation 
•	 What	is	the	franchiser’s	background	and	how	long	has	it	been	offering	franchises?
•	 How	selective	is	the	franchiser	when	choosing	its	franchisees?
•	 How	many	franchises	are	operating	now?	Are	new	locations	being	opened	on	a	regular	basis?	Have	

any locations failed?
•	 Does	the	franchiser	provide	local	ongoing	training	for	franchisees	for	the	length	of	the	contract?

the product or Service
 1. What makes the product or service unique and is there reasonable demand for it?
 2. Are you allowed to carry other product lines?
 3. Is it priced competitively with similar products or services?
 4. Can the franchiser guarantee continual supply at a fair price?
 5. Are there product warranties or guarantees? Who has responsibility?

Location and Sales territory 
•	 Is	your	territory	clearly	defined	and	exclusive?	What	guarantees	do	you	have?
•	 What	is	the	sales	potential	for	the	territory?	Has	the	franchiser	provided	you	with	market	information	

and statistics to support this?
•	 Can	you	select	your	own	location?	Are	there	flexible	standards	for	location	and	premises?	Do	you	own	

or lease? What are the terms?
•	 What	competition,	both	franchises	and	non-franchise	businesses,	is	in	the	area?

Franchise Contract

The franchise agreement is a business contract that should clearly indicate the terms and 
conditions relevant to the business operation. Have your lawyer and accountant carefully 
review the agreement, particularly those areas dealing with bankruptcy, termination, 
renewal, transfer, and sale of the franchise. 
•	 Does	the	contract	protect	yourself	as	well	as	the	franchisor?
•	 Are	the	rights	and	obligations	of	both	parties	clearly	stated?
•	 Is	the	contract	specific	as	to	the	type	and	size	of	operation	you	are	expected	to	manage?
•	 Is	the	nature,	duration,	cost,	and	extent	of	your	training	outlined	in	the	contract?
•	 Are	your	payments	to	the	franchisor	clearly	specified?	Are	the	following	shown?

° the franchise fee;
° any other fixed yearly payments the franchiser receives;
° royalty payments;
° advertising payments; and
° fees for continuing services provided by the franchisor.

•	 Must	you	purchase	your	essential	supplies	from	the	franchisor	or	designated	suppliers?
•	 Is	there	a	minimum	amount	of	merchandise	you	must	purchase	from	the	franchisor	each	year?
•	 What	happens	if	supplies	are	interrupted?	Can	you	purchase	goods	from	alternative	suppliers?
•	 Is	there	an	annual	sales	quota?	Is	it	attainable?
•	 What	types	of	reports	are	you	expected	to	provide	the	franchiser?
•	 Will	the	franchiser	maintain	any	necessary	federal	and	provincial	registrations?
•	 Can	the	contract	be	renewed	or	broken?	If	so,	on	what	terms?

Exhibit 4-6  
Checklist for Franchisees 

(Continued)
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•	 When	confronted	with	a	monthly	 loss,	can	royalty	payments	be	deferred	to	a	 later,	more	profitable	
month?

•	 Do	you	have	 to	 follow	 franchiser	 controls	and	policies	exactly,	or	 can	you	exercise	 some	creativity	
regarding the product or service and its delivery?

•	 If	leasing	the	location,	will	the	lease	be	for	the	same	term	as	the	franchise	agreement?	Can	the	lease	
be renewed if you renew the franchise?

•	 Are	you	responsible	for	the	construction	or	improvement	of	premises?	If	so,	will	the	franchiser	provide	
you with plans and specifications, and can these be changed or altered?

•	 To	what	extent	can	you	choose	your	territory	or	location?
•	 Can	you	sell	the	franchise?	What	are	the	conditions?
•	 Can	you	terminate	the	contract	if,	for	some	reason,	you	have	to?	Is	there	a	penalty?
•	 When	and	how	can	the	franchiser	terminate	your	franchise?
•	 Does	the	contract	prevent	you	from	establishing,	owning,	or	working	in	a	competing	business	for	a	

certain number of years after termination of the contract?

Source: Checklist for Franchisees, Canada Business Online, available at: http://www.canadabusiness 
.ab.ca/index.php/component/content/article/8-start-up/428-checklist-for-franchisees. Permission 
granted by Square One Business Resource Centre, Saskatchewan.

exiSting and previouS FranChiSeeS aS SourCeS oF inForMation
There may be no better source of franchise facts than existing franchisees. Sometimes, 
the location of a franchise may preclude a visit to the business site. However, a simple 
telephone call or email can provide you with the viewpoint of someone in the position 
you are considering. If possible, also talk with franchisees who have left the business—
they can offer valuable input about their decisions.

independent, third-partY SourCeS oF inForMation
Provincial and federal governments are valuable sources of franchising information. 
Since most provinces do not require registration of franchises, a prospective franchisee 
must seek other sources of assistance. The International Franchise Association (IFA) 
sponsors studies of the impact of franchising on the economy and promotes itself as 
“the world’s premier association dedicated to protecting, enhancing, and promoting 
franchising.”9 The IFA has more than 1,200 franchisors, 12,000 franchisees, and 600 
suppliers as members. Visit their website at www.franchise.org.

The Canadian Franchise Association (CFA) (www.cfa.ca) offers a number of publi-
cations and resources to assist individuals interested in pursuing franchise opportuni-
ties. CFA educates Canadians about franchising, specific franchise opportunities, and 
proper due diligence through its many publications and programs such as Franchise-
Canada magazine, FranchiseCanada Annual Directory, FranchiseVoice member magazine, 
and CFA e-News. Business publications are also excellent sources of data on specific 
franchisors, and several include regular features on franchising. The Globe and Mail, 
the Financial Post, Profit, Canadian Business, Entrepreneur, and Inc., to name a few, can be 
found in most libraries or online.

Material provided in these sources is often not available from the franchisor. Articles 
in business publications often give an extensive profile of franchise problems and strat-
egy changes and the third-party coverage adds credibility to the information in these 
articles.

Opportunities for potential franchisees are advertised through tradeshows, maga-
zines, and directories. In addition to those sites discussed above, websites such as www 
.franchisemarketplace.com; www.franchisedirectcanada.com/; and www.betheboss.ca 
offer posting boards for franchise opportunities.
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Refer to the Checklist for Franchisees in Exhibit 4-6, which contains the major 
 questions to be considered prior to acquiring a franchise.

seLLing a Franchise
Franchising contains opportunities for both the buyer and the seller. We have already 
presented the franchising story from the viewpoint of buying a franchise. Now let’s 
briefly consider the franchising option from the perspective of a potential franchisor.

Why would a businessperson wish to become a franchisor? At least three general 
benefits can be identified:

1. Reduction of capital requirements: Franchising allows an owner to expand without 
diluting capital. The firm involved in franchising in effect borrows capital through 
fee and royalty arrangements from the franchisee for channel development and 
thus has lower capital requirements than a wholly owned chain.

2. Increase in management motivation: Franchisees, as independent businesspeople, are 
probably more highly motivated than salaried employees because of profit incen-
tives and their vested interest in the business. Since franchising is decentralized, 
the franchisor is less susceptible to labour-organizing efforts than centralized  
organizations.

3. Speed of expansion: Franchising lets a business enter many more markets much 
faster than it could using only its own resources.

There are also distinct drawbacks associated with franchising from the franchisor’s 
perspective. At least three drawbacks can be isolated:

1. Reduction in control: A franchisor’s right of control is greatly reduced in the 
 franchising form of business because the franchisees are not employees. This  
is a major concern for most franchisors.

2. Sharing of profits: Only part of the profits from the franchise operation belongs to 
the franchisor.

3. Increase in operating support: There is generally more expense associated with  
nurturing the ongoing franchise relationships—providing accounting and legal 
services—than there is with a centralized organization.

In addition to the high-profile and hugely successful large franchisors, such as 
McDonald’s, are many less well-known businesses. For example, Doreen Braverman 
founded the first Flag Shop in Vancouver in 1975. It was probably the first flag shop of 
its kind in the world. The product line has expanded to include custom flags for over 
70 countries, pins, crests, and decals. The franchise will also design new flags as well as 
install and rent flags, poles, and stands. With coast-to-coast distribution through 13 out-
lets from Victoria to Dartmouth, the franchise chain has over 10,000 regular corporate 
and individual consumer buyers.

LegaL issUes in Franchising
the Franchise contract

The basic features of the relationship between the franchisor and the franchisee  
are embodied in the franchise contract. Because of its importance as the legal basis for 
the franchised business, the franchise contract should never be signed by the franchisee 

describe the legal 
issues related to 
franchising.

4
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without legal counsel. In fact, reputable franchisors insist that the franchisee have legal 
counsel before signing the agreement. A lawyer may anticipate trouble spots and note 
any objectionable features of the contract.

In addition to consulting a lawyer, a prospective franchisee should use as many other 
sources of help as practical. In particular, she or he should discuss the franchise proposal 
with a banker, going over it in as much detail as possible. The prospective franchisee should 
also obtain the services of a professional accounting firm in examining the franchisor’s state-
ments of projected sales, operating expenses, and net income. An accountant can help in 
evaluating the quality of these estimates and in discovering projections that may be unlikely 
to be realized. The most important feature of the franchise contract is the provision relat-
ing to termination and transfer of the franchise. Some franchisors have been accused of 
devising agreements that permit arbitrary cancellation. Of course, it is reasonable for the 
franchisor to have legal protection in the event that a franchisee fails to obtain a satisfac-
tory level of operation or to maintain satisfactory quality standards. However, the prospec-
tive franchisee should be wary of contract provisions that contain overly strict cancellation 
policies. Similarly, the rights of the franchisee to sell the business to a third party should be 
clearly stipulated. A franchisor who can restrict the sale of the business to a third party could 
potentially assume ownership of the business at an unreasonably low price. The right of the 
franchisee to renew the contract after the business has been built up to a successful operat-
ing level should also be clearly stated in the contract.

Franchise discLosUre docUment

In Canada, franchising is regulated by federal business laws dealing with competition, trade-
marks, income tax, packaging and labelling, privacy, foreign investment, and intellectual 
property, however, provincial regulations vary by province. To date, five provinces, Alberta, 
Ontario, Prince Edward Island, New Brunswick, and Manitoba, have enacted franchise leg-
islation whereby the franchisor must provide prospective franchisees with a Franchise Dis-
closure Document (FDD), and a franchise agreement cannot be entered into until at least 
14 days after the delivery of that document. One of the most important aspects of the dis-
closure is inclusion of the level or range of actual or potential sales, costs, income, revenue, 
or profits relating to the franchise. For those operating outside of these five provinces, there 
is concern that a lack of legislation may result in franchisors misrepresenting or omitting 
material information, which may lead franchisees to make poor investment decisions. Due 
to continued lobbying by franchisees and the Canadian Franchise Association, enhanced 
reporting and franchising disclosure legislation will likely be introduced during the next 
decade in the remaining provinces. See Exhibit 4-7 for some of the key issues to consider 
when reviewing a Franchise Disclosure Document.

 1. Wherever possible, consult a franchise lawyer to help you to understand the disclosure document, 
particularly information relating to costs and fees to acquire and operate the franchised business. 
Lawyers, accountants, and business advisers can help to ensure that all material facts related to the 
franchise are disclosed and that potentially negative information is not being misrepresented. Lawyers 
who are members of the Canadian Franchise Association (CFA) may have greater knowledge and 
experience	of	how	franchising	works,	than	lawyers	who	are	not	members	of	such	organization.

 2. Some of the key items that must be disclosed include whether the franchisor or its directors or 
officers have been involved in any litigation, administrative or regulatory proceedings, or bank-
ruptcy proceedings over the past six years. If there is litigation or administrative proceedings, 
you may be able to access court pleadings, citations, or other formal documents directly to get 
a better handle on what the allegations are.

Exhibit 4-7  
The Franchise Disclosure 
Document 
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BUying an existing BUsiness
Would-be entrepreneurs can choose to buy an established business as an alterna-
tive to starting from scratch, buying a franchise, or joining a family business. This 
decision should be made only after careful consideration of the advantages and 
disadvantages.

List some reasons for 
buying an existing 
business.

5

 3. Another key item that must be disclosed is the name and contact information of all existing and 
former franchisees. Current or former franchisees listed in the disclosure document can provide 
valuable firsthand insight into the franchise opportunity.

 4. Does the franchisor own or control the trademarks? A basic trademark search available through 
the Canadian Intellectual Property Office would determine that, however it should appear in the 
disclosure.

 5. A U.S. franchisor may provide you with a copy of their disclosure document for the U.S., however, 
the document may include information that has no bearing on the franchise opportunity in Canada 
because of the differences in the marketplace, the costs of doing business, and the law. Accordingly, 
the U.S.–based FDD may be somewhat misleading, if it is based on the franchisor’s experience in the 
U.S. where economic, tax, and other comparative reasons (costs of supply and inventory, disposable 
incomes	of	customers,	currency	fluctuations,	and	the	effect	of	GST/HST	and	other	taxes	on	a	Cana-
dian franchisee) may not be realistic or comparable to the situation in Canada.

 6. U.S.–based franchisors would be expected to tailor their franchise disclosure documents nor-
mally used in the United States, for use in Canada (at least the five disclosure jurisdictions in 
Canada). But you should appreciate that U.S.–based franchisors new to Canada will often use 
their U.S. costs derived from their experience in Atlanta or Minneapolis without appreciating 
that many of the same costs may be much higher in Canada; in particular, labour costs and 
real estate leasing costs tend to be higher in the larger Canadian markets.

 7. Carefully assess all start-up costs disclosed in the document and ask the franchisor (and existing 
franchisees if possible) if these costs are reasonably accurate. If you are acquiring a franchise 
that involves construction and development of real property, it might be appropriate to speak to 
a contractor familiar with pricing out construction costs to assess whether the FDD is generally 
accurate, or if it is way out of line.

	 8.	Do	not	forget	to	factor	in	GST/HST	where	applicable,	provincial	taxes,	rent,	and	other	oper-
ating costs.

 9. If the U.S. or European–based franchisor requires the supply of product to Canadian franchi-
sees, you must consider whether the product can be imported into Canada, whether there is any 
duty to be paid on the importation of the product and/or supplies, if there is some opportunity 
to obtain an alternative supplier in circumstances where supply from the franchisor’s sources 
is interrupted, or more importantly, if identical products can be purchased in Canada at a far 
lower price than the franchisor or its approved suppliers can provide.

 10. If you are in a province, such as British Columbia, where there is no law requiring a disclosure docu-
ment to be provided to a prospective franchisee, but the B.C.–based franchisor does business in a 
province that does have franchise disclosure legislation (like Alberta or Ontario), you should ask to 
see the disclosure document it gives out to prospects in those jurisdictions. Indeed, you should always 
ask for the franchise disclosure document even if you are resident in the jurisdiction where there is 
franchise legislation. If the franchisor refuses to provide it to you because it is not obligated to do so 
by law, this should send a strong message about how the franchisor does business.

Sources: Tony Wilson, “Want to Buy a Franchise? Read This First!” Special to The Globe and Mail   
Online, March 2, 2010, available at: http://www.theglobeandmail.com/report-on-business/small-
business/sb-growth/day-to-day/want-to-buy-a-franchise-read-this-first/article626836/; and Tony 
Wilson, “Franchising is Big in B.C., So Where’s the Legislation?” Special to The Globe and Mail, 
June 18, 2013, available at: http://www.theglobeandmail.com/report-on-business/small-business/ 
sb-managing/leadership/has-the-time-for-franchise-legislation-in-bc-finally-arrived/article12613832/.  
Permission granted by Tony Wilson.
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reasons For BUying an existing BUsiness

The reasons for buying an existing business can be condensed into four general 
categories:

1. To reduce some of the uncertainties and unknowns that must be faced when 
starting a business from the ground up

2. To acquire a business with ongoing operations and already established relation-
ships with customers and suppliers

3. To obtain an ongoing business at a bargain price—a price below what it would 
cost to start a new business or to buy a franchise

4. To get into business more quickly than by starting from scratch

reduCtion oF unCertaintieS
A successful business has already demonstrated its ability to attract customers, control 
costs, and make a profit. Although future operations may be different, the firm’s past 
record shows what it can do under actual market conditions. For example, the satisfac-
tory location of a going concern eliminates one major uncertainty. Although traffic 
counts are useful in assessing the value of a potential location, the acid test comes when 
a business opens its doors at that location. This test has already been met in the case of 
an existing firm, and the results are available in the form of sales and profit data. Non-
competition agreements are needed, however, to discourage the seller from starting a 
new company that will compete directly with the one being sold.

aCQuiSition oF ongoing operationS and reLationShipS
The buyer of an existing business typically acquires its personnel, inventories, physical 
facilities, established banking connections, and ongoing relationships with trade suppli-
ers. Extensive time and effort would be required to build these elements from scratch. 
Of course, buying an established firm is an advantage only under certain conditions. For 
example, a firm’s skilled, experienced employees constitute a valuable asset only if they 
will continue to work for the new owner. The physical facilities must not be obsolete, 
and the firm’s relationships with banks and suppliers must be healthy. Also, new agree-
ments will probably have to be negotiated with current vendors and leaseholders— 
a fact that could have a negative impact on the decision to buy an existing business.

a Bargain priCe
An existing business may become available at what seems to be a low price. If the seller is more 
eager to sell the business than the buyer is to buy it, the firm may be available at a discounted 
price. However, whether it is actually a good buy must be determined by the prospective new 
owner. The price may appear low, but several factors could make a “bargain price” anything 
but a bargain. For example, the business may be losing money, the location may be deterio-
rating, or the seller may intend to reopen another business as a competitor. On the other 
hand, the business may indeed be a bargain and turn out to be a wise investment.

a QuiCk Start
Most entrepreneurs are eager to get going in their new business and may not be com-
fortable waiting the months and years sometimes required to launch a business from 
scratch. Buying an existing business may be an excellent way to begin operations much 
more quickly.
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Finding a BUsiness to BUy

Frequently, in the course of day-to-day living and working, a would-be buyer comes 
across an opportunity to buy an existing business. For example, a sales representative 
for a manufacturer or a wholesaler may be offered an opportunity to buy a customer’s 
retail business. In other cases, the prospective buyer may need to search for a business 
to buy.

Sources of leads about business firms available for purchase include suppliers, dis-
tributors, trade associations, and even bankers. Real estate agents—particularly those 
who specialize in the sale of business firms and business properties—can also provide 
leads. In addition, specialized brokers, called business brokers, handle all the arrange-
ments for closing a buyout. Many provincial and some municipal governments also 
offer business broker services. One example is Calgary Economic Development, which 
helps high-potential local companies find equity investors to finance growth.

While there are good reasons to look at buying a business, would-be buyers 
should ask themselves some very good questions and expect honest answers. The 
first question is whether the buyer has the skills and experience to successfully run 
the target business. If he or she has never run the type of business (service or manu-
facturing, for example) being considered and/or has no experience in the industry, 
the risk of being unsuccessful, postpurchase, is significant. If a buyer has never run 
a business before or has run one substantially larger or smaller than the target busi-
ness, the risk of postpurchase success is decreased. Potential buyers should come up 
with a detailed list of personal qualities, skills, knowledge, and experience to use as 
part of the evaluation process.

investigating and evaLUating avaiLaBLe BUsinesses

Regardless of the source of leads, each business opportunity requires careful evaluation— 
what is sometimes called due diligence. As a preliminary step, the buyer needs to 
acquire information about the business. Some of this information can be obtained 
through personal observation or discussion with the seller. Talking with other 
informed parties, such as suppliers, bankers, and customers of the business, is also 
important.

reLYing on proFeSSionaLS
Although some aspects of due diligence require personal checking, the buyer can also 
seek the help of outside experts. The two most valuable sources of such assistance are 
accountants and lawyers. It is also wise to seek out others who have acquired a busi-
ness in order to learn from their experience as their perspective will be different from 
that of a consultant, and it will bring balance to the counsel received. The time and 
money spent on professional help in investigating in a business can pay big dividends, 
especially when the buyer is inexperienced. Prospective buyers should seek advice and 
counsel, but they must make the final decisions themselves, as it is too important to 
entrust to someone else.

Finding out WhY the BuSineSS iS For SaLe
The seller’s real reasons for selling a going concern may or may not be the stated ones. 
When a company is for sale, always question the owner’s reasons for selling. There is a 
real possibility that the company is not doing well or that there are underlying problems 
that will affect its future performance. The buyer must be wary, therefore, of taking the 

business brokers
specialized brokers 
who bring together 
buyers and sellers of 
businesses

due diligence
the exercise of 
reasonable care in 
the evaluation of a 
business opportunity
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seller’s explanations at face value. Some of the most common reasons that owners offer 
their businesses for sale include:

•	 Retirement, old age, or illness
•	 Partnership or family disputes
•	 Burnout
•	 Unprofitability of the business
•	 Lack of capital for growth potential
•	 Maturation of the industry

the hidden Flaw

Conner Truit graduated from university with a 
degree in Physical Education. Rather than pursue 
the usual career path to education or team admin-
istration, he decided to travel for six months, then 
work for a soft-drink bottle distributor delivering 
product to small towns within a four-hour radius 
of his home city.

He enjoyed the freedom deliveries offered, and 
particularly liked meeting the owners of the corner 
stores and gasoline stations that he delivered to. The 
owner of a convenience store that also offered a lim-
ited grocery line presented an ongoing mystery. He 
and the local gasoline store were the only local source 
of convenience items such as bread, milk, and junk 
food. The next-closest location was over an hour’s 
drive away, so essentially the store had a closed mar-
ket in a town of over 5,000 people. However, despite 
a steady stream of customers, the convenience store 
owner was not showing a profit.

Conner continued his deliveries for more than 
a year; however, he was now finding the routine 
boring. When the owner of the convenience store 
stated that he was “giving up and selling out,” Con-
ner offered a rock-bottom price for the building 
and inventory of the store. With some love money 
(a loan from his family) the deal was closed, and 
Conner moved to the small town.

Conner worked 18-hour days for the first two 
weeks, mostly just organizing inventory and paint-
ing the store. He also stood and watched the cus-
tomer flow, and his employees. Four locals worked 
at the store, typically on a part-time basis. They 
seemed friendly, knew everyone in town, and were 
no trouble to supervise. He pored over the records 
each night to determine the movement of prod-
ucts, and the reason for lack of profitability.

One day, as he was stacking goods on a back 
shelf, he looked up into the “shoplifting mirror” 
strategically located so that a staff member working 
the till could see potential shoplifters. Instead of a 
shoplifter, he saw the employee at the till putting a 
20-dollar bill in his pocket. Rather than mention-
ing the theft, Conner refocused his activities dur-
ing the next week; he discovered losses typically 
occurred on the days when two of the employees 
were on shift together. He also noticed that inven-
tory “shrank” on those days.

Armed with this information, he gathered 
his staff and advised that there was going to be a 
restructuring to allow greater efficiencies. He dis-
missed the two thieves, increased the work-shift 
hours of the honest employees, and worked the till 
himself at least four hours a day. Within a month 
the operation was profitable and, as Conner added 
some product lines and expanded shop hours, he 
hired new staff. He kept a close eye on inventory 
and cash flow, installing modern security devices.

After three years of hard work, living above the 
store in a small apartment, and only the occasional 
day off, Conner sold the business to move back 
to town. He had made his first million before his 
29th birthday.

QueStionS:

 1. Why would someone consider buying an 
existing business instead of starting from 
scratch?

 2. What kinds of issues should Conner have 
investigated prior to purchasing this business?

ENTREPRENEURIAL ExPERIENCES

Source: Interview by author.
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exaMining the FinanCiaL data
There are two basic stages in evaluating the financial health of a firm: (1) a review 
of the financial statements and tax returns for the past five years (or for as many 
years as are available) and (2) an appraisal, or valuation, of the firm. The first 
stage helps determine whether the buyer and seller are in the same ballpark. In 
the second stage, the parties begin refining the terms, including the price to be 
paid for the firm.

To start, the buyer should determine the history of the business and the direction 
in which it is moving. To this end, the buyer examines financial data pertaining to the  
company’s operation. If financial statements are available for the past five years,  
the buyer can get some idea of trends for the business. As an ethical matter, the prospec-
tive buyer may be asked to sign a non-disclosure agreement whereby the buyer promises 
the seller that he or she will not reveal confidential information or violate the trust the 
seller has offered in providing the information.

The buyer should recognize that financial statements may be misleading and may 
require normalizing to yield a realistic picture of the business. For example, business 
owners sometimes understate business income in an effort to minimize taxable income. 
As well, expenses such as those for employee training or advertising may be reduced to 
abnormally low levels in an effort to make the income look good in the hopes of selling 
the business.

Other items that may need adjustment include personal expenses and wage or sal-
ary payments. For example, costs related to personal use of business vehicles frequently 
appear as a business expense and some family members receive excessive compensation 
or none at all. It can also be the case that the owners have not been paying themselves 
realistic compensation in an attempt to make the business look more profitable than it 
is. All items must be examined carefully to be sure that they relate to the business and 
are realistic.

Exhibit 4-8 shows an income statement that has been adjusted by a prospective 
buyer. Note carefully the buyer’s reasons for the adjustments that have been made. 
Naturally, many other adjustments can be made as well.

The buyer should also scrutinize the seller’s balance sheet to see whether asset 
book values are realistic. Property often appreciates in value after it is recorded 
on the books. In contrast, physical facilities, inventory, or receivables may decline 
in value, so their actual worth is less than their inflated accounting book value. 
Adjustments to recognize these changes in value are generally not made in  
the accountant’s records but should be considered by the prospective buyer. How-
ever, making adjustments to the financial statements serves as only the beginning 
point for valuing the firm.

If the business you are looking to buy is a corporation, there are two options 
with respect to the method of purchase: buying the assets of the business or buying 
the shares. Buying the shares of an existing business means buying everything—not 
only the assets, but also the liabilities and any potential problems such as possible 
lawsuits that could be filed against the business for any reason or other hidden 
liabilities. You are also inheriting any contracts the business may have with suppli-
ers, landlords, etc. Sometimes these contracts can be useful, and sometimes they 
can be a hindrance to the new owner.

non-disclosure 
agreement
an agreement in 
which the buyer 
promises the seller 
that he or she 
will not reveal 
confidential 
information or 
violate the seller’s 
trust
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BUying assets
Purchasing the assets of a business entails setting up a new corporation that then buys 
the equipment, inventory, rights to the business’ name, website, telephone lines, intel-
lectual property, etc. The original corporate entity still exists and is owned by the same 
people. The new company will have a name such as xYZ Bakery (2015) Ltd., and the 
old company generally changes its name to xYZ Holdings Ltd.

In winding up the old business, the seller keeps whatever cash was in the business, 
collects any accounts receivable, and pays off secured and unsecured creditors. The 
new business carries on the activities of the original business and must have sufficient 
working capital to sustain operations for a few months until cash flow becomes steady. 
The new business will have to make its own arrangements with suppliers, and normally 
hires the employees of the old business on the same conditions of seniority, vacation 
entitlement, and so on, as the employees had with the old company.

understand the merits 
of buying assets 
versus shares of an 
existing business.

6

original income  
Statement required adjustments

adjusted 
income  

Statement

Estimated sales $172,000 $172,000

Cost of goods sold $ 84,240 $ 84,240

Gross profit $87,760 $87,760

operating expenses:

Rent $ 20,000 Rental agreement will 
expire in six months; rent 
expected to increase 20%

$ 24,000

Salaries $ 19,860 $ 19,860

Telephone $990 990

Advertising $ 11,285 $ 11,285

Utilities $  2,580 $  2,580

Insurance $  1,200 Property is underinsured; 
adequate coverage will 
double present cost.

$  2,400

Professional services $  1,200 $  1,200

Credit card expense $  1,860 Amount of credit card 
expense is unreasonable; 
$1,400 of this amount 
should be classified as 
personal expense.

$     460

Miscellaneous $  1,250 $60,225 $   1,250 $64,025

Net income $27,535 $23,735

Exhibit 4-8 Income Statement as Adjusted by Prospective Buyer 
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There are several advantages to an asset purchase over a share purchase:

1. It is generally less expensive to purchase assets. As an example, if the selling 
company has a large amount of cash, then in a share purchase the buyer would 
be “buying” that cash, which makes little sense, and could affect the amount of 
financing required.

2. There is more flexibility in purchasing assets: Only those assets that will be 
 productive or desired by the buyer need be purchased.

3. Buying assets leaves existing liabilities and potential liabilities with the seller 
instead of transferring them to the buyer as they would be in a share purchase.

Disadvantages include the obvious public disclosure that the business has been sold, 
which may include jeopardizing customer or supplier relationships.

Regardless of the method of purchase, it is normal practice for the seller to sign a 
noncompetition agreement with the buyer, stating that for a period of time and perhaps 
within a certain geographic distance, the seller will not open a competing business. This 
is vitally important to protecting the buyer.

QUantitative Factors in vaLUing  
the BUsiness
In deciding whether to buy a company, the buyer must arrive at a fair value for the firm. 
Valuing a company is not easy or exact, even in the best of circumstances. In fact, valu-
ation is rarely stated as a single dollar value; it is generally given as a range of valuation. 
Different methods of valuation will give different values for a business. While buyers 
might prefer audited financial statements, some companies are still run out of a shoe-
box. For such companies, the buyer will have to examine federal tax returns, GST/HST 
returns, and provincial sales tax statements. It may also be helpful to scrutinize invoices 
and receipts—to customers and from suppliers—as well as the bank statements.

Although numerous techniques of valuing a company are used, they are typically 
derivations of four basic approaches: (1) asset-based valuation, (2) market-based valu-
ation, (3) earnings-based valuation, and (4) cash flow–based valuation. There are also 
“rules of thumb” methods used in some cases. The discussion of each method below is 
intended only to introduce the various methods. A more complete discussion of these 
methods can be found on the book’s website at www.longenecker6e.nelson.com

asset-Based vaLUation

The asset-based valuation approach assumes that the value of a firm can be determined 
by estimating the value of its underlying assets. Three variations of this involve esti-
mating (1) a modified-book-value approach for the assets, (2) the replacement-value 
approach of the assets, and (3) the assets’ liquidation-value approach.

The asset-based valuation approaches are not especially effective in helping a pro-
spective buyer decide what to pay for a firm. Historical costs shown on the balance sheet 
may bear little relationship to the current value of the assets; the book value of an asset 
was never intended to measure present value. Although making adjustments for this 
misapplication may be better than not recognizing the inherent weakness, it builds an 
estimate of value on a weak foundation. Also, all three asset-based techniques fail to rec-
ognize the firm as a going concern. On the other hand, they do estimate the value that 
could be realized if the business were liquidated, which is good information to have.

asset-based 
valuation 
approach
determination of the 
value of a business 
by estimating the 
value of its assets

modified-book-
value approach
determination of the 
value of a business 
by adjusting book 
value to reflect 
differences between 
the historical cost 
and the current 
value of the assets

replacement-value 
approach
determination of the 
value of a business 
based on the cost 
necessary to replace 
the firm’s assets

describe the process 
of evaluating an 
existing business.

7
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market-Based vaLUation

The market-based valuation approach relies on financial markets in estimating a firm’s 
value. This method looks at the actual market prices of firms that are similar to the 
one being valued and have been recently sold, or that are traded publicly on a stock 
exchange.

earnings-Based vaLUation

We now provide a different perspective, in which the value of a firm is not determined 
by historical or replacement costs or by market comparables, but by future returns from 
the investment. That is, the estimated value of the firm is based on its ability to produce 
future income or profits—thus the name earnings-based valuation approach.

In its simplest form, the earnings-based valuation method divides normalized earn-
ings of the company by a capitalization rate to determine the value. The earnings or 
profits of the company are “normalized” by looking at several years’ historical financial 
statements and adjusting for unusual items such as income from an insurance claim 
or unusual expenses. The capitalization rate is a measure of how much risk there is of 
those earnings to continue into the future based on the business’s ability to withstand 
economic cycles and other company-specific issues. Refer to the textbook website at 
www.longenecker6e.nelson.com for a more complete description of this method.

A variation of this method, a “rule of thumb” used by many accountants and others 
for privately owned small businesses, is to use a value of three to six times the company’s 
operating income.

cash FLow-Based vaLUation

Although not popular, a cash flow-based valuation approach in which a company is 
valued based on the amount and timing of its future cash flows, makes a lot of sense. 
The earnings-based valuation approach, while used more often in practice, presents 
a conceptual problem. It considers earnings, rather than cash flows, as the item to be 
valued. From an investor’s or owner’s perspective, the value of a firm should be based 
on future cash flows, not reported earnings—especially not a single year of earnings.

Similar to the earnings-based approach, two steps are involved in measuring the 
present value of a company’s future cash flows:

1. Estimate the firm’s future cash flows that can be expected by the investor.
2. Decide on the investor’s required rate of return.

The similarity between the two methods ends there. The method is complex and 
beyond this chapter’s mandate to introduce the methods of valuation. Further explana-
tion of the method can be found on the textbook website at www.longenecker6e.nelson 
.com.

proFessionaL heLp with vaLUation

In Canada there are professionals who can help with valuation. Similar in concept 
to a Chartered Accountant, the Canadian Institute of Chartered Business Valuators 
(www.cicbv.ca) grants the credential of Chartered Business Valuator. Chartered Business 
Valuators are well educated and trained in the use of various methods of valuation and 
should be used in valuing substantial businesses. Accountants and commercial bankers 
are also good sources of advice on valuing a business.

market-based 
valuation 
approach
determination of the 
value of a business 
based on the sale 
prices of comparable 
firms

earnings-based 
valuation 
approach
determination 
of the value of a 
business based on 
its potential future 
earnings

capitalization rate
a figure, determined 
by the riskiness of 
current earnings 
and the expected 
growth rate of future 
earnings, that is 
used to assess the 
earnings-based value 
of a business

normalized 
earnings
earnings that have 
been adjusted for 
unusual items, such 
as fire damage, 
income from an 
insurance claim, or 
unusual expenses

cash flow-
based valuation 
approach
determination of the 
value of a business 
by comparing 
the expected and 
required rates 
of return on the 
investment

liquidation-value 
approach
determination of the 
value of a business 
based on the money 
available if the firm 
were to liquidate its 
assets
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market-Based vaLUation

The market-based valuation approach relies on financial markets in estimating a firm’s 
value. This method looks at the actual market prices of firms that are similar to the 
one being valued and have been recently sold, or that are traded publicly on a stock 
exchange.

earnings-Based vaLUation

We now provide a different perspective, in which the value of a firm is not determined 
by historical or replacement costs or by market comparables, but by future returns from 
the investment. That is, the estimated value of the firm is based on its ability to produce 
future income or profits—thus the name earnings-based valuation approach.

In its simplest form, the earnings-based valuation method divides normalized earn-
ings of the company by a capitalization rate to determine the value. The earnings or 
profits of the company are “normalized” by looking at several years’ historical financial 
statements and adjusting for unusual items such as income from an insurance claim 
or unusual expenses. The capitalization rate is a measure of how much risk there is of 
those earnings to continue into the future based on the business’s ability to withstand 
economic cycles and other company-specific issues. Refer to the textbook website at 
www.longenecker6e.nelson.com for a more complete description of this method.

A variation of this method, a “rule of thumb” used by many accountants and others 
for privately owned small businesses, is to use a value of three to six times the company’s 
operating income.

cash FLow-Based vaLUation

Although not popular, a cash flow-based valuation approach in which a company is 
valued based on the amount and timing of its future cash flows, makes a lot of sense. 
The earnings-based valuation approach, while used more often in practice, presents 
a conceptual problem. It considers earnings, rather than cash flows, as the item to be 
valued. From an investor’s or owner’s perspective, the value of a firm should be based 
on future cash flows, not reported earnings—especially not a single year of earnings.

Similar to the earnings-based approach, two steps are involved in measuring the 
present value of a company’s future cash flows:

1. Estimate the firm’s future cash flows that can be expected by the investor.
2. Decide on the investor’s required rate of return.

The similarity between the two methods ends there. The method is complex and 
beyond this chapter’s mandate to introduce the methods of valuation. Further explana-
tion of the method can be found on the textbook website at www.longenecker6e.nelson 
.com.

proFessionaL heLp with vaLUation

In Canada there are professionals who can help with valuation. Similar in concept 
to a Chartered Accountant, the Canadian Institute of Chartered Business Valuators 
(www.cicbv.ca) grants the credential of Chartered Business Valuator. Chartered Business 
Valuators are well educated and trained in the use of various methods of valuation and 
should be used in valuing substantial businesses. Accountants and commercial bankers 
are also good sources of advice on valuing a business.

market-based 
valuation 
approach
determination of the 
value of a business 
based on the sale 
prices of comparable 
firms

earnings-based 
valuation 
approach
determination 
of the value of a 
business based on 
its potential future 
earnings

capitalization rate
a figure, determined 
by the riskiness of 
current earnings 
and the expected 
growth rate of future 
earnings, that is 
used to assess the 
earnings-based value 
of a business

normalized 
earnings
earnings that have 
been adjusted for 
unusual items, such 
as fire damage, 
income from an 
insurance claim, or 
unusual expenses

cash flow-
based valuation 
approach
determination of the 
value of a business 
by comparing 
the expected and 
required rates 
of return on the 
investment

nonQUantitative Factors in vaLUing a BUsiness

You should also consider a number of nonquantitative factors in evaluating an existing 
business. In particular, is it likely that the firm you are considering buying might be 
subject to change regarding any of the following? 

•	 Competition: The prospective buyer should look into the extent, intensity, and loca-
tion of competing businesses and whether the business in question is gaining or 
losing in its race with competitors.

•	 Market: The adequacy of the market to maintain all competing business units, 
including the one to be purchased, should be determined. This entails market 
research, study of census data, and personal, on-the-spot observation at each com-
petitor’s place of business.

•	 Future community development: Examples of community development planned for 
the future that could have an indirect impact on a business include changes in 
zoning ordinances already enacted but not yet in effect and change from two-way 
traffic flow to one-way traffic flow.

•	 Legal commitments: These commitments may include contingent liabilities, 
unsettled lawsuits, delinquent tax payments, missed payrolls, overdue rent or 
installment payments, and mortgages of record against any of the real property 
acquired.

•	 Union contracts: The prospective buyer should determine what type of labour agree-
ment, if any, is in force, as well as the quality of the firm’s employee relations.

•	 Buildings: The quality of the buildings housing the business, particularly any fire 
hazards involved, should be checked. In addition, the buyer should determine 
whether there are restrictions on access to the building.

•	 Product prices: The prospective owner should compare the prices of the seller’s 
products with manufacturers’ or wholesalers’ catalogues and prices of competing 
products in the locality. This is necessary to ensure full and fair pricing of goods 
whose sales are reported on the seller’s financial statements.

negotiating and cLosing the deaL

The purchase price of the business is determined by negotiation between buyer and 
seller. Although the calculated value may not be the price eventually paid for the busi-
ness, it gives the buyer an estimated value to use in negotiating price. Typically, the 
buyer tries to purchase the firm for something less than the full estimated value. Of 
course, the seller tries to get more than that value.

An important part of this negotiation is the terms of purchase. In many cases, the 
buyer is unable to pay the full price in cash and must seek extended terms. The seller 
may also be concerned about taxes on the profit from the sale. Terms may become more 
attractive to the buyer and the seller as the amount of the down payment is reduced 
and/or the length of the repayment period is extended.

Like a purchase of real estate, the purchase of a business is closed at a specific time. 
The closing may be handled by a title company or an lawyer. Preferably, the closing 
occurs under the direction of an independent third party. A buyer should never go 
through a closing without an experienced lawyer who represents only the buyer.

A number of important documents are completed during the closing. These include 
a bill of sale, certifications as to taxing and other governmental regulations, and agree-
ments pertaining to future payments and related guarantees to the seller. Also, the buyer 
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1 describe the significance of franchising in 
Canada.

•	 Franchising	is	a	formalized	arrangement	that	describes	a	
specific way of operating a small business.

•	 The potential value of any franchising arrangement 
is determined by the rights contained in the franchise 
contract.

•	 Product and trade name franchising and business-format 
franchising are the two types of franchising.

•	 Piggyback franchising, master franchisors, multiple-unit 
ownership, and area developers are special approaches 
to franchising.

•	 Different franchising systems offer various relationships 
between franchisor and franchisee.

2 identify the pros and cons of franchising.

•	 The overall attraction of franchising is its potential for a 
high rate of success.

•	 A franchise may be favoured over other alternatives 
because it offers training, financial assistance, and oper-
ating benefits.

•	 The major limitations of franchising are its costs, restric-
tions on business operations, and loss of independence.

3 discuss the process for evaluating a franchise 
opportunity and selling a franchise.

•	 The substantial investment required by most franchises 
justifies careful investigation by a potential franchisee.

•	 The most logical source of the greatest amount of infor-
mation about a franchise is the franchisor.

•	 Existing and former franchisees are good sources of 
information for evaluating a franchise.

•	 Independent third parties, such as the government and 
the Canadian Franchise Association, can be valuable 
sources of franchise information.

•	 The major benefits of becoming a franchisor are reduced 
capital requirements, increased management motivation, 
and rapid expansion.

•	 The major drawbacks to franchising are reduced con-
trol, shared profits, and increased operating support 
costs.

4 describe the legal issues related to franchising.

•	 The basic features of the relationship between the fran-
chisor and the franchisee are embodied in the franchise 
contract.

•	 A franchise contract is a complex document and should 
be referred to a lawyer for evaluation.

•	 An important feature of the franchise contract is the pro-
vision relating to termination and transfer.

•	 Five provinces, Alberta, Ontario, Prince Edward Island, 
New Brunswick, and Manitoba, have enacted fran-
chise legislation whereby the franchisor must provide 
prospective franchisees with a Franchise Disclosure 
Document.

5 List some reasons for buying an existing  
business.

•	 Buying an existing company can reduce 
uncertainties.

•	 In acquiring an existing firm, the entrepreneur can take 
advantage of the company’s ongoing operations and 
established relationships.

•	 It may be cheaper than starting a new business.

should be certain to apply for new federal and provincial tax identification numbers to 
avoid being held responsible for past obligations associated with the old numbers.

Conventional sources of financing such as bank loans are often used to finance 
part of the purchase of a business. Through the Canadian Small Business Financing 
Program, up to 90 percent of the value of the equipment, land, and buildings can be 
borrowed. The buyer needs to come up with the difference from personal sources.

Often a business is sold for a higher price than the value of the assets. This differ-
ence is known as “goodwill,” and generally cannot be financed by conventional means. 
In many such cases the seller will loan the difference between the selling price and the 
amount of conventional financing available through a “vendor take-back” loan. Essen-
tially this means the buyer simply signs a loan agreement with the seller for the amount 
and makes payments of principle and interest just as he would for a bank loan.

In addition to financing the purchase of the business the new owner will often also 
need to have a line of credit from a bank or other lender to finance working capital 
shortfalls if they occur.

L o o k i n g  B a C k
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discUssion QUestions

1. What makes franchising different from other 
forms of business? Be specific.

2. What is the difference between product and 
trade name franchising and business-format 
franchising?

3. Identify and describe at least four of the key 
terms in franchising.

4. What are the advantages and limitations of 
franchising from the viewpoints of the poten-
tial franchisee and the potential franchisor?

5. Should franchise information provided by a 
franchisor be discounted? Why or why not?

6. How is loss of control a disadvantage of fran-
chising from the franchisor’s perspective?

7. What types of restrictions on franchisee inde-
pendence might be included in a typical fran-
chise contract?

8. What problems might arise in consulting pre-
vious franchisees in the process of evaluating 
a franchise?

9. What types of franchise information could 
you expect to obtain from business periodi-
cals that you could not secure from the  
franchisor?

10. Suppose that a business available for purchase 
has shown an average net profit of $40,000 
for the past five years. During these years, the 
amount of profit fluctuated between $20,000 
and $60,000. The business is in a highly com-
petitive industry and its purchase requires 
only a small capital outlay. Thus, the barriers 
to entry are low. What are your assumptions? 
What value might you use in negotiating the 
purchase price?

•	 Another reason for buying an existing business is 
that an entrepreneur may be in an hurry to start an 
enterprise.

•	 Investigating a business requires due diligence.
•	 A buyer should seek the help of outside experts, the 

two most valuable sources of outside assistance being 
accounts and lawyers.

•	 The buyer needs to investigate why the seller is offering 
the business for sale.

•	 The financial data related to the business should always 
be examined.

6 understand the merits of buying assets versus 
shares of an existing business.

•	 Buying assets is usually less expensive than buying 
shares.

•	 Buying assets is more flexible, since the buyer can 
buy only those assets deemed valuable to the ongoing 
business.

•	 Buying assets means the liabilities and any potential 
liabilities stay with the seller.

7 describe the process of evaluating an existing 
business.

•	 Techniques to valuing a company include asset-based 
valuation, market-based valuation, earnings-based valu-
ation, and cash flow–based valuation.

•	 Nonquantitative information about the business for sale 
should also be used in determining its value.

•	 The difference between the purchase price and the 
amount of financing, including goodwill, is often 
financed by a “vendor take-back” loan.

k e Y  t e r M S

area developers, p. 80
asset-based valuation approach,  

p. 101
business brokers, p. 97
business-format franchising, p. 79
capitalization	rate,	p.	102
cash flow-based valuation  

approach, p. 103
disclosure document, p. 90
due diligence, p. 97

earnings-based valuation approach, 
p. 102

franchise, p. 78
franchise contract, p. 78
franchising, p. 78
franchisor, p. 78
liquidation-value approach, p. 102
market-based valuation approach, 

p. 102
master franchise, p. 80

master franchisor, p. 79
modified-book-value approach,  

p. 101
multiple-unit ownership, p. 80
non-disclosure agreement, p. 99
normalized	earnings,	p.	102
piggyback franchising, p. 80
product and trade name franchising, 

p. 78
replacement-value approach, p. 101
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11. Why would you purchase the assets of a busi-
ness instead of buying the shares?

12. Contrast the market-based  valuation 
approach with the earnings-based 

approach. Which is easier to apply? Which 
is more appropriate?

13. What is a “vendor take-back” loan? Why would 
a seller offer one?

yoU make the caLL

sitUation 1

While still a student in college, Adrian Johnson 
began his first business venture. He took his idea 
for a laundromat to a local bank and qualified for 
a $90,000 loan. After finding a suitable site close to 
his campus, he signed a 10-year lease and opened 
for business. During the first three days, the busi-
ness averaged over 100 customers per day. The 
attraction of Johnson’s laundromat was its unique 
atmosphere. The business was carpeted, with oak 
panelling and brass fittings. There was a snack bar 
and a big-screen television for patrons to enjoy 
while waiting for their laundry. Within a week of 
opening day, Johnson received an offer to sell his 
business at twice his investment. He rejected the 
offer because he was considering the possibility of 
franchising his business concept.

Question 1 What major considerations should 
Johnson evaluate before he decides to franchise?
Question 2 Would piggyback franchising have 
potential for this type of business?
Question 3 If Johnson does indeed franchise his 
business, what types of training and support sys-
tems would you recommend that he provide to 
franchisees?

sitUation 2

Hard times in the agricultural commodities market 
led broker Sameer Singh to consider leaving his 
independent business and looking for new oppor-
tunities. This time around, Singh was committed 
to going into business with his wife, Padma, and 
their teenage son and daughter. His goal was to 
keep the family close and reduce the stress in their 
lives. In his previous job as a broker, Singh would 
leave home early and return late, with little time 
for his wife or children. Before leaving his job, 

Singh looked at several franchise opportunities. 
One possibility that he and Padma were seriously 
considering was a custom-framing franchise that 
had been in existence for over 10 years and had 
almost 100 stores nationwide. However, the Singhs 
were concerned about their lack of experience in 
this area and also about how long it would take to 
get the business going.

Question 1 How important should their lack of 
prior experience be to the Singhs’ decision?
Question 2 What other characteristics of the fran-
chise should they investigate? What sources would 
you recommend for this information?
Question 3 Can they reasonably expect to change 
their lifestyle as owners of a franchise? Explain.

sitUation 3

One night, Charles Dunn saw an infomercial on 
television that advertised a franchise for a gourmet-
coffee store. One month later, he signed a fran-
chise agreement and paid the initial $20,000 fee. 
He quit his job and took a second mortgage on his 
home to raise the $100,000 of capital required by 
the franchisor. Dunn did no market research; he 
didn’t look at other franchises. His store was the 
first of its kind in the area, and it had no name 
recognition. Shortly after Dunn opened his doors, 
another store from the same franchisor opened a 
few kilometres away. After another year, Dunn shut 
down his business.

Question 1 What types of research should Dunn 
have conducted prior to buying the franchise?
Question 2 What kinds of training should this 
franchisor have provided to Dunn?
Question 3 What types of contractual issues should 
Dunn have considered in order to get a better 
deal?
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research online and find a franchise busi-
ness that you think might have potential. 
If you have a particular franchise in mind, 
visit that website directly. Otherwise, go 
to www.cfa.com and www.franchise.com to 
browse franchises. Write a short summary 
of why you chose that particular fran-
chise; discuss the appeal of the industry, 
the advantages or services that particular 
franchisor will be able to provide, the 
geographic area you would like to locate 
in, and what kind of return on investment 
you would like (either in dollars or a time 
frame).

3. Consider the potential for locating a hypo-
thetical new fast-food restaurant next to your 
campus. (Be as specific about the assumed 
location as you can.) Divide into two groups; 
one should support buying a franchised oper-
ation and the other should support buying 
an independent nonfranchised business. Plan 
a debate on the merits of each operation for 
the next class.

4. Does a franchise operate on your campus? 
Who is the franchisee? Interview the official 
who is responsible for that contract. Why 
did the school decide to have the outlet on 
campus?

case 4

two men and a trUck (p. 458)

Two Men and a Truck started in the early 1980s as 
a way for two brothers to make extra money while 
they were in high school. Now, over 20 years later, 
the company has grown to more than 200 loca-
tions worldwide and is the nation’s largest fran-
chised local moving company.
Note: There are no alternative cases for this chapter.

sitUation 4

Four years after starting their business, Zev and 
Lily Schmidt began to have thoughts of selling out. 
Their business, Bucket-to-Go, had been extremely 
successful, as indicated by an average 50 percent 
increase in revenue in each of its years in exis-
tence. Bucket-to-Go began when Zev turned his 
hobby of making wooden buckets into a full-time 
business. The buckets were marketed nationwide 
in gift shops and garden centres.

Sam Kline learned of the buyout opportunity 
after contacting a business broker. Kline wanted 
to retire from corporate life and thought this busi-
ness would be an excellent opportunity.

Question 1 Which valuation technique do you 
think Kline should use to value the business? 
Why?
Question 2 What accounting information should 
Kline consider? What adjustments might be 
required?
Question 3 What qualitative information should 
Kline evaluate?

experientiaL exercises

1. Interview a local owner-manager of a widely 
recognized retail franchise such as Tim 
Hortons or McDonald’s. Ask him or her to 
explain the process of obtaining the fran-
chise and the advantages of franchising over 
starting a business from scratch.

2.  Your aunt left you $200,000 and you have 
decided it’s time to take the plunge and get 
into business for yourself. You know that 
you will be able to leverage that capital for 
additional financing if necessary. You like 
the idea of a franchise business because of 
the advantages it can provide to someone 
with limited business experience. Do some 
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P a r t  2

Planning
And MArket ing new Ventures

 5 developing an effective  
Business Plan

 6 small Business Marketing, 
Product, and Pricing  
strategies

 7 distribution and Promotional 
strategies

 8 global Marketing
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DeveloPing an effective 
Business Plan

L o o k i n g  a h e a d
After studying this chapter, you 
should be able to

1 Answer the question, “What is a 
business plan?”

2 Explain the need for a business 
plan from the perspectives of the 
entrepreneur, the investor, and the 
lenders.

3 Describe what determines how much 
planning an entrepreneur and a 
management team are likely to do.

4 List practical suggestions to follow in 
researching and preparing a business 
plan, and outline the key sections of a 
business plan.

5 Offer practical advice on writing a 
business plan.

6 Identify available sources of 
assistance in preparing a business 
plan.

ChaPter 5
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i n  t h e  S P o t L i g h t

Sisters take Love of Baking to next Step
When the three sisters decided to open a store selling homemade cupcakes, there were many nay-
sayers wondering how it could be possible to make any money on the delectable delights. The owners 
of Crave Cookies and Cupcakes today have a business that is thriving and growing each year, with 
a recognizable name throughout Calgary—and [are] selling scrumptious cupcakes by the hundreds of 
thousands. Actually, the initial enterprise really started in their mother’s kitchen as the three young girls—
Carolyne McIntyre Jackson, Jodi Willoughby, and Antoinette Knight—grew up on a ranch outside of 
High River. There were always buckets of cookies in the freezer. Baking was a way of life for the family.

Now, those recipes their mom Helen McIntyre used are the ones baked at Crave.
“We always grew up with home-baked goods and had a real appreciation for quality. So we all 

went to university and kind of did our own thing for about four or five years; we were all in different 
careers,” says Willoughby. “And Carolyne and I were ready for a change. Antoinette, as well.”

The genesis for taking a passion for baking to a retail enterprise came when a cousin told 
McIntyre Jackson: “You need to sell your cookies. Your cookies are so good.” “We found this space 
(on Kensington Road) and then we started doing a business plan and we started finding all the 
cupcake shops. And we decided we were going to do cupcakes. We knew we had the recipe. We 
had this fabulous recipe … I kind of always thought if I won a million dollars I would open up my 
own bake shop … We kind of discovered it doesn’t take a million dollars, it just takes some hard 
work and some organization.”

“People thought we were crazy,” says McIntyre Jackson of when Crave opened for business. 
“They said, ‘So you’re going to pay the rent just making cupcakes?’ So, of course, we were freaked 
out. We didn’t take salaries for over a year. We had the luxury of being able to do something 
like that so we kept all the money in the business. And we really kind of grew as we needed to.”

In their business plan, they thought they might be able to hire a pastry chef in their third year. 
They hired a pastry chef after about five months. That’s how successful the baked goods had 
become to customers throughout the city. “Everything is baked from scratch every morning,” says 
Willoughby. Crave sells hundreds of thousands of goodies each year with sales increasing by 
30–40 percent in each of the last three years. “This year’s numbers we’re still up from last year and 
we didn’t think we could hardly get any busier from last year,” says McIntyre Jackson.

About two-thirds of the sales are from customers who come into the two store locations. The 
other third is from orders. Crave also has a van that makes deliveries throughout the city. Ninety 
percent of the sales are cupcakes. There are 13 regular flavours, 1 flavour of the month, and 
occasion-driven specials such as “Super Dad” cupcakes for Father’s Day. Crave also bakes and 
sells cakes and cookies, and recently introduced Gluten-free cupcakes to its product line.

In addition to the original store in Hillhurst, which it opened in September 2004, Crave [had] 
expanded to five locations in Calgary by 2010 and one each in Edmonton and Saskatoon.

www.cravecupcakes.ca

diSCuSSion QueStionS:

1. given Craves’ success was far faster and greater than their business plan forecasted, do you 
think there is any value in creating a business plan? why or why not?

2. Many entrepreneurs spend far too much time researching and writing the business plan instead 
of just getting on with launching the business. what do you think drives them to do this?

3. do you think the business plan is more or less important than the entrepreneur’s ability to execute 
the plan? why?

Sources: Mario Toneguzzi, “Highlights of Franchise Disclosure in Ontario,” Calgary Herald, October 01, 2007,  
and www.cravecupcakes.ca, accessed June 11, 2014. Material reprinted with the  

express permission of Calgary Herald, a division of Postmedia Network Inc.
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Think back to the last term paper you wrote. Did you experience the frustration of not 
knowing what to write about and difficulty in getting started? The all-too-frequent result 
of such frustration and difficulty is procrastination. Many times, students begin the writ-
ing process only when they are faced with an impending deadline.

In some ways, preparing a business plan is similar to writing a term paper. Getting 
started may be agonizing, and you may find it difficult to decide what to say, especially 
if you lack experience and aren’t sure what issues need to be addressed. Even when you 
know the issues, you may have difficulty expressing your goals and the strategies you 
plan to use for achieving those goals. But just as you learn from writing a term paper, 
you increase your understanding of a business opportunity as you write your business 
plan. Carried out correctly, the process of researching and preparing the plan will 
clarify what you want to accomplish in a new business and, equally important, what fac-
tors might determine your success or failure in the venture.

If you have felt pride on completing a term paper, you will feel exhilaration after 
writing an effective business plan, in anticipation of what may prove to be the most 
exciting—and possibly terrifying—experience of your professional career. The business 
plan—its preparation, content, and organization—will serve as the thread that weaves a 
common purpose through the following chapters.

An Overview Of The Business PlAn
A start-up business plan is a written document that sets out the basic idea underlying 
a business and related start-up considerations. For the entrepreneur starting a new 
 venture, a business plan has four basic objectives:

1. First, it identifies the nature and the context of the business opportunity—why 
does such an opportunity exist?

2. Second, it presents the approach the entrepreneur plans to take to exploit the 
opportunity.

3. Third, it identifies the factors that will most likely determine whether the venture 
will be successful.

4. Finally, it serves as a tool for raising financial capital as mentioned in the Crave 
Cookies and Cupcakes “In the Spotlight.” To obtain financing to start their venture, 
the sisters used a business plan that emphasizes the practical implementation of a 
plan for long-term success.

A business plan can be viewed as an entrepreneur’s game plan; it crystallizes the dreams 
and hopes that motivated the entrepreneur to attempt to start the business. Your business 
plan should lay out your basic idea for the venture, describe where you are now, indicate 
where you want to go, and outline how you propose to get there. Above all, your business 
plan should explain the key variables for success or failure, thereby helping you prepare for 
different situations that may occur by thinking about what could go right and what could 
go wrong. In fact, this is a business plan’s most important function. While your business 
plan will represent your vision and goals for the firm, it will rarely reflect what actually 
happens. Within the context of a start-up, there are just too many unexpected things that 
can affect the final outcome. Thus, a business plan is in large part an opportunity for an 
entrepreneur and a management team to think about the key drivers of a venture’s suc-
cess or failure. In some respects, the business plan also acts as a checklist, ensuring that the 
management team has considered all pertinent factors that affect the business.

business plan
a document that sets 
out the basic idea 
underlying a business 
and related start-up 
considerations

answer the question, 
“what is a business 
plan?”

1
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As the entrepreneur’s blueprint for creating a new venture, the business plan is, 
in essence, a bridge between an idea and reality. Without first mentally visualizing the 
desired end result, the entrepreneur is not likely to see the venture become a physical 
reality. For anything that is built—a house or a business—there is always a need for a 
written plan. The role of the business plan is to provide a clear visualization of what the 
entrepreneur intends to do.

The focus in this book is on business plans that propose the launching of a new 
business. In such plans, the entrepreneur makes projections about the marketing, opera-
tional, and financial aspects of the proposed business for the first three to five years. 
However, a business plan is not a one-time-only or single-purpose document: It should be 
a “living” plan and updated on a regular basis based on new information. It is also impor-
tant to revise the business plan in anticipation of new activities such as major expansion 
of an existing firm. For example, an entrepreneur who has started a small local business 
may propose opening additional branches or extending the business’s success in other 
ways. Or a business plan may be a response to some change in the external environment 
(such as federal or provincial laws or regulations, demographics, or industry conditions) 
that presents new opportunities. In today’s fast-changing world, revisiting the business 
plan should be done at least once per year. Therefore, writing a business plan should 
be thought of as an ongoing process and not as the means to an end product. This last 
point is very important and deserves to be repeated: Writing a business plan is primarily an 
ongoing process and only secondarily the means to an end product or outcome.

Writing or updating a business plan for an existing business is generally easier than 
doing so for a new venture, and the expected financial performance is usually more 
accurate. Existing businesses have a history to draw upon in making projections, and 
data about everything from historic costs to expected sales revenues is easily available. 
Many business owners concentrate more on reassessing the external environment than 
on internal analysis when revisiting their business plans.

The need fOr A Business PlAn
Most entrepreneurs are results oriented, and for good reason. A “can do” attitude is 
essential in starting a new business. Without it, entrepreneurs run the risk of becom-
ing paralyzed by inaction. Getting the business operational should be a high priority. 
However, entrepreneurs who use the need for action as an excuse to neglect planning 
are making a big mistake. A well-researched business plan helps focus the entrepreneur 
in identifying the optimal business opportunity, as well as secure financing for launch 
and growth.

users Of The Business PlAn

A business plan has two primary functions: (1) to provide a clearly articulated state-
ment of goals and strategies for internal use and (2) to serve as a selling document 
to be shared with outsiders. Exhibit 5-1 provides an overview of those who might have 
an interest in a business plan for a new venture. One main group of users comprises 
outsiders who are critical to the firm’s success: investors who might invest in the busi-
ness, bankers or other lenders, customers and suppliers. The other major group is the 
internal users of the business plan: the new firm’s management and its employees. Let’s 
consider the internal users first.

explain the need for 
a business plan from 
the perspectives of 
the entrepreneur, 
the investor, and the 
lenders.

2
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inTernAl users Of The Business PlAn

Any activity begun without adequate preparation tends to be haphazard. This is particu-
larly true of a complex process such as initiating a new business. Although planning is a 
mental process, it must go beyond the realm of speculation. Thinking about a proposed 
new business must become more rigorous as rough ideas crystallize and are quantified. 
A written plan is essential to ensure systematic coverage of all the important features 
of a new business. By identifying the variables that can affect the success or failure of 
the business, the business plan becomes a model that helps the entrepreneur focus on 
important issues and activities for the new venture.

Preparing a formal written plan imposes needed discipline on the entrepreneur 
and the management team. In order to prepare a written statement about marketing 
strategy, for example, the entrepreneur and the team must perform extensive market 
research. The marketing research would include an environmental analysis as well as 
the customer and competitive research discussed later in this chapter. An environmen-
tal analysis looks at high level indicators in a variety of areas. A common framework 
is a PESTEL analysis, which looks at Political, Economic, Social, Technological, Envi-
ronmental, and Legal factors that impact the country or region, the industry, and the 
business. Likewise, a study of financial needs requires a review of projected receipts 

Exhibit 5-1 
Users of Business Plans 

 Firm’s
Management

Employees

Insiders

Outsiders

Customers

Suppliers

Investors

New Venture
Business Plan

Bankers or
Other Lenders
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and expenditures, month by month. Otherwise, even a good opportunity is likely to 
fail because of negative cash flows. In short, business plan preparation forces an entre-
preneur to exercise the discipline that managers must possess if their venture is to suc-
ceed. Furthermore, because the business plan typically includes at least three years of 
financial forecasting, it may be used as a control factor. Actual sales should be compared 
to the business plan forecast to determine how promotional, costing, or purchasing 
should be modified if projections are not met.

A business plan should also be effective in selling the new venture to those within 
the company. It provides a structure for communicating the entrepreneur’s mission to 
current—and prospective—employees of the firm.

The Business PlAn And OuTsiders

By enhancing a firm’s credibility, the business plan can serve as an effective selling tool 
to use with investors and lenders, as well as prospective customers and suppliers. Suppli-
ers, for example, extend trade credit, which is often an important part of a new firm’s 
financial plan. A well-prepared business plan may be helpful in gaining a supplier’s trust 
and securing favourable credit terms. Occasionally, a business plan can improve sales 
prospects. For example, by convincing prospective customers of a firm’s potential for 
longevity, the plan may reassure those customers that the new firm is likely to be around 
to service a product or to continue as a procurement source.

Whether it’s for a new business looking for seed money, a growing business looking 
for bank financing, or even an established business with no need for added capital, a 
business plan can make all the difference between failure and success. The problem, 
experts say, is not just convincing business owners that they need a plan; it’s getting 
them to understand all that’s involved in putting one together—and the degree to 
which the quality of the plan affects the future of their organization.

When you’re starting a new venture, the business plan is just like a game plan for a 
sports team: It sets out your goals, how you intend to achieve them, and who is respon-
sible for executing each section of the plan. Of course, a lot changes when the company 
is actually launched, but a well-thought-out and -researched business plan increases the 
odds of success pretty dramatically. It ensures the entrepreneur has thought about all 
the issues involved in planning and operating a business.

Entrepreneurs don’t need a business school background to put together an effective 
business plan. Many colleges and universities have assistance programs where students, 
and sometimes even faculty members, give advice and assistance to entrepreneurs. A 
word of caution, however: traditional wisdom is that the entrepreneur needs to “own” 
the plan, and having it written by a third party runs the risk of this not happening. The 
entrepreneur needs to have a solid understanding of how the business works, and this 
means being very involved in the development of the plan. People who advise business 
owners stress the importance of solid research and a sense of realism. Some common 
business plan flaws include

•	 Overly optimistic financial projections, which send up a red flag to lenders, as do 
inadequate assessments of the competition and the market environment. Refer to 
the Magma Thermal Barriers (MTB) business plan in Appendix A and review the 
presentation of the financial projections and assessment of the competition and 
market. You will see three different sets of financial projections: expected, pes-
simistic, and optimistic. This kind of “scenario” forecasting is common in business 
plans.

BK-NEL-LONGENECKER-140433-Chp05.indd   115 29/12/14   8:09 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 2 Planning and Marketing New Ventures116

NEL

•	 Vague marketing strategies that fail to clearly state product differentiation or the 
size of the target market(s), or provide a detailed communication strategy for 
the target market create doubt of venture feasibility. The MTB plan does a good 
job of identifying the target market and the marketing strategies to enter the 
market.

•	 A poorly prepared document that looks unprofessional or lacks research 
material, which implies lack of commitment or research on the part of the 
potential entrepreneur. The MTB business plan in original form had full-colour 
photographs and graphics, plastic front and back covers and cerlox binding—it 
looked professional.

•	 Poor organization descriptions, such as limited comments on the management 
team, hazy timelines, or a vague risk assessment, which reduce the perception 
of competency. The MTB business plan has very good information on the 
management team but is very vague on the Advisory Board and Professional 
Advisors. These need to be included. On the other hand, the plan does a good job 
of risk assessment and mitigation.

When writing a business plan, prepare the financial section last, following careful 
analysis of the prospective firm’s day-to-day operations and sales and marketing strate-
gies. Almost anyone starting a business faces the task of raising financial resources to 
supplement personal savings. Unless an entrepreneur has a rich relative or friend who 
will supply funds, he or she must appeal to bankers, individual investors, or venture 
capitalists. The business plan serves as the entrepreneur’s calling card when he or she 
is approaching these sources of financing.

Both investors and lenders use the business plan to better understand the new ven-
ture, the type of product or service it offers, the nature of the market, and the qualifica-
tions of the entrepreneur and the management team. A venture capital firm or other 
sophisticated investor will not consider investing in a new business before reviewing a 
properly prepared business plan. And the plan can be extremely helpful for a new firm 
establishing a good relationship with a commercial bank.

While family, friends, and banks will refer to a “business plan,” a legal document 
called a prospectus, or offering memorandum, is frequently required for raising capital 
from venture capitalists or the general public. This document contains all the infor-
mation necessary to satisfy federal and provincial requirements for warning potential 
investors about the possible risks of the investment. But the prospectus alone is not an 
effective marketing document with which to sell a concept. An entrepreneur must first 
use the business plan to create interest in the start-up, and then follow up with a formal 
offering memorandum, perhaps several years later, when pursuing additional financing 
for large capital expansion. Typically investors or lenders who are shown a business plan 
with key competitive features are required to sign a confidentiality agreement, so that 
they cannot use the ideas or leak information. A copy of a confidentiality agreement is 
available at www.longenecker6e.nelson.com.

the inveStor’S PerSPeCtive
If you intend to use a business plan to raise capital, it is important that you understand 
the investor’s basic perspective. You must see the world as the investor sees it—that is, 
you must think as the investor thinks. For most entrepreneurs, this is more easily said 
than done, as an entrepreneur generally perceives a new venture very differently than 
an investor does. The entrepreneur characteristically focuses on the positive potential 

prospectus
a marketing 
document used to 
solicit investors’ 
monies

confidentiality 
agreement
a document used 
to ensure investors 
keep information 
confidential
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of the start-up—what will happen if everything goes right. The prospective investor, on 
the other hand, plays the role of the skeptic, thinking more about what could go wrong. 
An entrepreneur’s failure to not only understand but also appreciate this difference in 
perspectives almost certainly ensures rejection by an investor. At the most basic level, a 
prospective investor has a single goal: to maximize potential return on an investment 
through the cash flows that will be received, while minimizing personal risk exposure. 
Even venture capitalists, who are thought to be great risk takers, want to minimize their 
risk. Like any informed investor, they will look for ways to shift risk to the entrepreneur.

As noted by William Sahlman at the Harvard Business School,

What’s wrong with most business plans? The answer is relatively straightforward. 
Most waste too much ink on numbers and devote too little to the information that 
really matters to intelligent investors. As every seasoned investor knows, financial 
projections for a new company—especially detailed, month-by-month projections that 
stretch out for more than a year—are an act of imagination.

An entrepreneurial venture faces far too many unknowns to predict revenues, let 
alone profits. Moreover, few if any entrepreneurs correctly anticipate how much cap-
ital and time will be required to accomplish their objectives. Typically, they are wildly 
optimistic, padding their projections. Investors know about the padding effect and 
therefore discount the figures in business plans. These maneuvers create a vicious 
circle of inaccuracy that benefits no one.1

The skepticism voiced by William Sahlman clearly indicates that financial forecasting 
is credible only when based upon extensive market research and prepared in a logical 
and reasonable manner.

Given the fundamental differences in perspective between the investor and the 
entrepreneur, the important question becomes “How do I write a business plan that 
will capture a prospective investor’s interest?” There is no easy answer, but two things 
are certain: (1) investors have a short attention span and (2) certain features appeal to 
investors, while others are distinctly unappealing.

the inveStor’S Short attention SPan
Kenneth Blanchard and Spencer Johnson wrote a popular book about being a one-
minute manager—a manager who practises principles that can be applied quickly but 
produce significant results.2 Investors in start-up and early-stage companies are, in a 
sense, one-minute investors. Because they receive many business plans, they cannot read 
them in any detailed fashion. Venture capital companies and other private investors may 
receive literally hundreds or even thousands of business plans. Most are never read, a 
few may have the Executive Summary read, and only a very select few—as few as 5 per-
cent according to one investor, may get read in full. There are ways to attract attention, 
however: the best is to be referred to the investor through a trusted source—a banker, 
lawyer, accountant, or similarly credible sponsor who knows the venture capital com-
pany or the investor. Another way is to try to get a rare opportunity to pitch your plan 
to a Venture Forum, which exist in several cities across Canada. This is something like a 
kinder and gentler version of CBC’s Dragons’ Den television program. Conventional wis-
dom says the business plan should be as brief as possible to tell the story. It’s not written 
to show how much the entrepreneur knows but to highlight the financial opportunity 
for the investor.3 The speed with which business plans are initially reviewed requires 
that they be designed to communicate effectively and quickly to prospective investors. 
They must not sacrifice thoroughness, however, or substitute a few snappy phrases for 
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Crowd-funding the Latest trend in Financing Businesses

Have you ever had a great idea for a business but 
did not know how to get the money to get started? 
Crowd-funding may be the answer.

Crowd-funding is the process of appealing to 
the public to invest through an online portal such 
as Kickstarter.com or Indiegogo.com. On the site 
anyone can donate or invest money to entrepre-
neurs’ businesses, artists, and other creative types 
seeking to raise money for their projects. In return 
backers could receive shares in the company or 
simply a finished product or some other token of 
gratitude such as a tote bag.

This is the strategy that 26 year old Eric Migi-
covsky used to launch his new product, a smart 
watch that synced with BlackBerry, iPhone, and 
Android devices. Called Pebble, the smart watch 
displays calls, texts, and email notifications and 
allows users to control music on their phones. 
After graduating from the University of Water-
loo he tried to raise money using conventional 
sources (see Chapter 14) without success. He 
turned to Kickstarter looking to raise $100 thou-
sand U.S. with contributors promised a Pebble 
in return.

Migicovsky launched his fundraising drive on 
April 11, 2012 and within two hours had met his 
goal. The next day he was up to a million dollars 
and when he closed the campaign a month later 
nearly 69,000 people had donated a combined 
total of over $10 million, of which Kickstarter took 
a percentage.

Not every product or project is appropriate 
for crowd-funding, and the process can be fraught 
with problems, especially when spectacular “suc-
cess” such as Migicovsky experienced causes a need 

to make drastic changes to the business plan. His 
original plan to contract out the manufacturing 
of Pebble locally changed to sourcing from China 
to achieve the volume of product he needed. This 
in turn made him late to reward his contributors, 
causing some ill-will, as well as quality issues with 
the product.

The moral of the story is crowd-funding has 
had many instances of great success, but do your 
homework on it before trying it. Further, while 
crowd-funding is at present unregulated, the 
Ontario Securities Commission (OSC) engaged 
in public consultation in 2013 and regulations 
surrounding this source can be expected no later 
than 2015.

QueStionS:

 1. Do you think Migicovsky should have cut 
off accepting funds at $1 million after the 
second day or was he wise to accept the 
$10 million?

 2. What kinds of products or projects do  
you think could not be funded using 
crowd-funding?

 3. What do you think are problems the 
“crowd” might run into in funding 
companies or projects that the OSC should 
consider when coming up with regulation?

Sources: http://www.canadianbusiness.com/36-radical-
ideas-to-kick-start-canadas-economy-page-3/; and Krista 
Bulmer, “Entrepreneur Alert! Crowdfunding a Viable 
Source for Innovative Aviation Start-ups,” Wings, vol. 96, 
issue 3, May/June 2014.

ENTREPRENEURIAL ExPERIENCES

basic factual information. After all, someone will eventually read the plan carefully. To 
get that careful reading though, the plan must first gain the interest of the investor, 
and the plan must be formulated with that purpose in mind. While many factors may 
stimulate interest, some basic elements of a business plan that tend to attract or repel 
prospective investors deserve consideration. Furthermore, a plan may be tailored to fit 
the reader, with a comprehensive plan used for operational guidance, and a partial plan 
for investors or suppliers.
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the Lender’S PerSPeCtive
Entrepreneurs seeking bank financing need to customize their funding proposal 
according to the type of financing they are pursuing. Research published by Matthew 
Stark and Colin Mason of the University of Strathclyde indicates that different types of 
funders analyze business plans differently, have different funding criteria, and place 
emphasis on different kinds of information. Their research shows that the primary 
concern of the banker is the risk that the loan will not be repaid. Accordingly, the 
banker is most interested in the finances of the business in order to judge whether the 
business can service the debt, and whether assets are available from either the business 
or the entrepreneur to secure the loan in the event the business fails. The banker will 
also compare the financial information in the business plan against industry averages. 
Unlike an investor, the lender is not focused on capital gains, but rather loan repay-
ment. As such, the banker gives less consideration to the nature of the opportunity or 
the entrepreneurial team. The following is a list of banking criterion for business plan 
evaluation:

•	 The availability and quality of collateral.
•	 The strength of cash flow—the ability to cover interest and repay the loan.
•	 The competence and commitment of the founder(s); do they have the skills to 

operate the venture and have they committed time and money.
•	 The reputation of the founder(s), and their credit rating.
•	 The overall risk of the industry.4

hOw Much Business PlAn is needed?
To this point, we have presented the process of writing a business plan in either/or 
terms—either you do it or you don’t. We have done so in an effort to make a compel-
ling case for writing a plan, to persuade you that a plan is important both as a guide 
for future action and as a selling document. In making a decision regarding the extent 
of planning, an entrepreneur must deal with tradeoffs. The question then is not “Do I 
plan,” but rather how much to plan. An entrepreneur has to make some tradeoffs, as 
preparing a plan requires time and money, two resources that are always in short supply. 
Considerations to assist in making this decision include:

•	 Preferences of the management team: The amount of planning also depends on the 
management team’s personal preferences. Some management teams want to  
participate in the planning process; others do not. Lack of interest on the part of 
management is likely to lead to insufficient planning.

•	 Complexity of the business: The level of complexity of a business affects how much 
planning is appropriate.

•	 Competitive environment: If the firm will be operating in a highly competitive envi-
ronment, where it must be scrupulously managed in order to survive, a significant 
amount of planning will be needed.

•	 Level of uncertainty: Ideally, ventures facing a volatile, rapidly changing environment 
would prepare for all eventualities through extensive planning. In reality, however, 
entrepreneurs are more inclined to plan when there is less uncertainty because 
they can better anticipate future events—which is the opposite of what they should 
be thinking.5

describe what 
determines how 
much planning an 
entrepreneur and a 
management team 
are likely to do.

3
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The “lifesTyle Business” PlAn

For businesses that are going to be very small in scale where there is no real interest 
in growing beyond a certain size, a simpler, shorter business plan focusing heavily on 
marketing issues such as pricing, competition, and distribution issues is the right choice. 
It will usually have little in the way of supporting research and information. This plan 
would typically be in the range of 10–12 pages in length, perhaps with some abbrevi-
ated appendices if financial projections or other information are included. This plan 
is appropriate for sole practitioners or home-based “income-supplement” businesses. 
For example the author’s spouse has set up a Reflexology practice on her own and has 
engaged some students to assist her in focusing her marketing efforts to get to a certain 
number of customers on a weekly basis.

The full Business PlAn

If the business is more complex, requires significant investment or loans to start, or there 
are significant changes in the industry or market then a full business plan is likely required. 
A full plan includes substantial research, especially market research to allow in-depth 
analysis of critical factors that will determine success or failure of the venture, including 
the assumptions being made. A full business plan is almost always required when seeking 
investment, and would reassure a banker or other lender that the entrepreneur has thor-
oughly considered and addressed all of the questions. In fact, many business plan guides 
contain a checklist of questions to be answered in each section of a full business plan.

PrePAring A Business PlAn
Three issues are of primary concern in preparing a business plan: (1) the underly-
ing research, (2) the basic format and effectiveness of the written presentation, and  
(3) the content of the plan. However, it is also important to understand the overall 
process of researching and writing a plan. Refer to Exhibit 5-2 for a visual illustration 
of the process.

The iMPOrTAnce Of reseArch TO suPPOrT The PlAn

One of the major weaknesses of many business plans is the lack of good research upon 
which they are built. The most important kind of research is market research—provid-
ing solid evidence that a market exists for the business’s product or service, and that 
customers are likely to buy it. However, it is also important to do other kinds of research, 
including research into laws and regulations that will affect the business, trends in the 
industry, competitor information, suppliers, operations process in the industry, costs, 
insurance, etc. There are two types of information: secondary and primary.

Secondary research is the kind we do most often. It is research that comes from second-
ary sources such as books, published reports, newspaper and journal articles, statistics 
databases, and Internet sites. Secondary research is generally very good at describ-
ing markets and other aspects of the business. Think of secondary research as mainly 
answering the questions of who, what, when, and how.

Primary research is information derived directly from people: experts in the field, pro-
fessionals such as lawyers and accountants, industry contacts such as trade association 
representatives or suppliers, and, most important, potential customers. There are two 
main ways of gathering primary research: interviews and surveys.

List practical 
suggestions to follow 
in researching and 
preparing a business 
plan, and outline 
the key sections of a 
business plan.

4
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The nATure Of MArkeTing reseArch

Marketing research may be defined as the gathering, processing, reporting, and inter-
preting of market information. A small business typically conducts marketing research 
prior to start-up, and then on an ongoing basis to ensure it maintains its competitive 
position. Our discussion of marketing research will emphasize the widely used practical 
techniques that small business firms can employ, cost-effectively, as they analyze their 
target market and make other operating decisions.

A manager should always compare the costs and time requirements of marketing 
research with the expected benefits. Although marketing research can be conducted with-
out the assistance of an expert, the cost of hiring such an expert is often money well spent, 
especially if the expert’s advice helps increase revenues or cut costs. The prices for research 
services reflect the fact that marketing researchers are trained, experienced profession-
als, not unlike attorneys or architects. For example, focus groups run from about $3,000 
to $10,000 each, and a telephone survey may range anywhere from $5,000 to $25,000 or 
more, depending on the number of interviews and the length of the questionnaire.

Because such large costs represent a substantial investment for most small businesses, 
owners should ask themselves the following questions before contacting a research firm:

•	 Is the research really necessary?
•	 Will data obtained justify the expense?
•	 Can I do the research myself?

sTePs in The MArkeTing reseArch PrOcess

An understanding of research methodology helps an owner evaluate the validity of 
any research effort. Typical steps in the marketing research process are identifying the 
informational need, searching for secondary data, collecting primary data, and inter-
preting the data.

SteP 1: identiFying the inFormationaL need
The first step in marketing research is to identify and define the informational need. 
Although industry and competitive information is required to determine market 
demand, additional customer-based research is needed to fully develop the product strat-
egy. Although this step may seem too obvious to mention, the fact is that small business 
owners sometimes conduct research, including surveys, without pinpointing the specific 
information that is relevant to their venture. For example, someone contemplating a loca-
tion for a restaurant may conduct a survey to ascertain customer menu preferences and 
reasons for eating out. In fact, the more relevant information would be how often resi-
dents of the target area eat out and how far they are willing to drive to eat in a restaurant.

When the informational need has been correctly defined, a survey can be designed 
to concentrate on that specific need.

SteP 2: SearChing For SeCondary data
Information that has already been compiled is known as secondary data. Generally, 
gathering secondary data is less expensive than gathering new, or primary, data. There-
fore, a small business should exhaust available sources of secondary data before going 
further into the research process. Marketing decisions can often be made on the basis 
of secondary data. “It’s a myth that only the big guys have the wherewithal to do market 
research,” says Mary Beth Campau, assistant vice president for reference services at 

marketing 
research
the gathering, 
processing, reporting, 
and interpreting of 
market information

secondary data
market information 
that has been 
previously compiled
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Dun & Bradstreet Information Services. There is a wealth of timely information from 
a variety of sources available in public and university and college libraries throughout 
Canada, and from centres and web databases established by federal and provincial 
governments to assist small business owners. Databases commonly used for research 
typically available at libraries and universities include 

•	 Business Source Complete (Ebsco): 4,000 full-text magazines and journals  
covering business, management, economics, banking, finance, and accounting 
(this database includes country profiles)

•	 Canadian Newsstand: articles and columns from most Canadian newspapers
•	 Business and Company Resource Center (Gale): business intelligence on  

countries, consumers, and industries
•	 Global Market Information Database (Euromonitor): business intelligence on 

countries, consumers, and industries
•	 Canadian Business and Current Affairs (Proquest): 1665 full-text Canadian  

magazines and newspapers
•	 Sustainalytics: social and environmental profiles of companies in the TSx  

composite index
•	 Regional Business News (Proquest): offers 75 business newspapers, and journals 

from the United States with corporate data on over 15,000 companies
•	 Hospitality and Tourism Complete (Ebsco): scholarly research and industry data 

from 490 full-text trade and industry periodicals

Secondary data may be internal or external. Internal secondary data consists of 
information that exists within the firm. External secondary data abounds in industry 
periodicals, trade association publications, private information services, and govern-
ment publications. Particularly helpful sources of external data for the small busi-
ness starting out are federal and provincial bodies such as Statistics Canada, Industry 
Canada, and the various provincial, regional, and municipal economic development 
agencies. Industry Canada, for example, is a federal department that brings together 
responsibilities for international competitiveness and economic development, market 
and consumer policy activities, telecommunications policy and programs, and invest-
ment research and review. Industry Canada’s website makes available useful informa-
tion, including statistics on a number of industries, along with links to a wide range of 
other sites, including Aboriginal Business Canada, the Atlantic Canada Opportunities 
Agency, the Community Access Program (CAP), and Western Economic Diversification 
Canada. With the continuing growth of the Internet, sites such as these will continue to 
appear and develop, providing an expanding source of online information to comple-
ment published handbooks and bibliographies. However, much non-government-based 
electronic data is posted without verification, so it is the task of the businessperson to 
investigate the accuracy of the information before using it as the basis for action. Refer 
to Exhibit 5-3 for online sources.

SteP 3: CoLLeCting Primary data
While secondary research may provide excellent trend analysis and an insight into 
the market opportunity, a search for new information, or primary data, is crucial to 
obtaining competitive and detailed customer information. The sources of primary data 
range from local government experts, to suppliers, to experts in the marketplace, such 
as competitors. The techniques used in accumulating primary data are often classi-
fied as observational methods and questioning methods. Observational methods avoid 

primary data
new market 
information that 
is gathered by the 
firm conducting the 
research
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Exhibit 5-3 Web Sources for Secondary Research 

Although the first stop for secondary data is usually a university or the main branch of the municipal library, key 
websites offer easy access updated information. The following are the most popular Canadian reference sites:

Statistics Canada www.statcan.gc.ca

Provides demographic and industry data on local, provincial, and federal levels. Complex but comprehensive.

industry Canada www.ic.gc.ca

One of the largest websites in Canada, it offers industry analysis that can be accessed by using the SIC or 
NAICS Code.

gd Sourcing www.gdsourcing.ca

Provides excellent industry data and sources of industry data. This site also offers a primer in marketing research 
that lists 1,200 industry links.

industry Canada’s Sme Benchmarking tool sme.ic.gc.ca

A resource by the federal government. This site offers industry trends and data.

tax information for small business www.cra-arc.gc.ca

A tax guide published by Canada Revenue Agency—Publication RC4070, “Guide for Canadian Small  
Business.”

Canada Business www.businessgateway.ca

Lists the government services available to small businesses.

The following sites are worth pursuing for general as well as industry-specific information and assistance to 
entrepreneurs:

atlantic Canada opportunities agency www.acoa.ca

Canada Business: government Services for 
entrepreneurs

www.cbsc.org

Profit magazine www.profitguide.com
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interpersonal contact between respondents and the researcher, while questioning 
methods involve some type of interaction with respondents.

oBServationaL methodS Observation is probably the oldest form of research in exis-
tence. Indeed, learning by observing is quite common. Thus, it is hardly surprising that 
observation can provide useful information for small businesses. An excellent method 
of observational research has been devised by Jean Sullivan, who experiments with new 
soup ideas for her Soup Company. She arranges tastings in most of the supermarkets 
where her soups are sold and closely observes shoppers’ reactions to the samples she 
cooks for them.6

Observational methods can be economical. Furthermore, they avoid the potential 
bias that can result from a respondent’s contact with an interviewer during question-
ing. Observation—for example, counting customers going into a store—can be con-
ducted by a person or by mechanical devices, such as hidden video cameras. The cost 
of mechanical observation devices is rapidly declining, bringing them within the budget 
of many small businesses.

FoCuS grouPS Focus groups bring a number of potential or current customers together 
to discuss a specific topic or product. A moderator, possibly from a marketing research 
firm, will guide the group through a series of topics. Focus groups are used to gain 
insights into customer needs and product recognition, and are useful for both product 
development and market opportunity assessment.

Focus groups can be conducted cheaply and effectively, depending on the modera-
tor’s fee and the compensation for the participants. In some cases participants are given 
gift certificates or company products for compensation.

Canadian Council for Small Business and  
entrepreneurship

www.ccsbe.org

Canadian Federation of independent Business www.cfib.ca

Canadian innovation Centre www.innovationcentre.ca

Futurpreneur Canada (Formerly the Canadian 
youth Business Foundation)

www.futurpreneur.ca

export development Canada www.edc.ca

guerrilla marketing www.gmarketing.com
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Lululemon, referred to in “Entrepreneurial Experiences,” is an example of how a 
sportswear manufacturer and retailer fine-tunes its product line based upon country-
wide regular customer focus groups.

teSt marketing Test marketing is a very practical form of market research. An existing 
business may test the potential for a new product or service by letting customers try it 
and determining their reaction. This is very common in consumer products, where a 
manufacturer may test-market a new breakfast bar, or a new flavour of a drink. It is also 
common in the computer software industry, where a client, or a select few clients, would 
test an early version of the software to identify any problems or usage issues that need to 
be fixed prior to making the software available to the broader market.

It should be re-emphasized that good market research is always necessary in launch-
ing a new venture. However, sometimes it doesn’t answer all the questions, and test 
marketing may be required to ensure the product or service fits the target market. If the 
financial risk of launching the product or service is very high, test marketing is essential. 
If the risk is low, test marketing may be an unnecessary cost, and the product or service 
should simply be launched.

QueStioning methodS Surveys and experimentation are both examples of ques-
tioning methods that involve contact with respondents. Surveys can be conducted 
by mail, telephone, or personal interviews. Mail surveys are often used when target 
respondents are widely dispersed; however, they usually yield low response rates. Tele-
phone surveys and personal interview surveys achieve higher response rates. However, 
personal interview surveys are expensive. Moreover, individuals are often reluctant 
to grant personal interviews because they suspect that a sales pitch is forthcoming. 
Web-based survey tools such as Survey Monkey and Zoomerang have become increas-
ingly popular ways of conducting surveys. They do require the email addresses of the 
recipients, which may be difficult to obtain, but are a quick way to get a survey out and 
the results back. There is some evidence that online surveys have a better response 
rate than paper-based surveys.

A questionnaire is the basic instrument for guiding the researcher and the respon-
dent when a survey is being taken. A questionnaire should be developed carefully and 
pretested before it is used in the market. Several major considerations should be kept 
in mind in designing and testing a questionnaire:

•	 Ask questions that relate to the issue under consideration. An interesting question 
may be irrelevant. A good test of relevance is to assume an answer to each  
question and then ask yourself how would you use that information.

•	 Select the form of question that is most appropriate for the subject and the  
conditions of the survey. Open-ended and multiple-choice questions are two  
popular forms.

•	 Carefully consider the order of the questions. Asking questions in the wrong 
sequence can produce biased answers to later questions.

•	 Ask the more sensitive questions near the end of the questionnaire. Age and 
income, for example, are usually sensitive topics.

•	 Carefully select the words in each question. They should be as simple, clear, and 
objective as possible.

•	 Pretest the questionnaire by administering it to a small sample of respondents  
who are representative of the group to be surveyed.
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Focus group Puts Fitness Wear through a Workout

For workout wear, do you choose fashion over 
function, only to regret it later as your shorts hike 
up your butt at the gym? And when you’re strug-
gling to yank your sports bra over your head, do 
you prefer a pack-it-all-in, monoboob style, or a 
more feminine, lift-and-separate model? These 
and other dilemmas were discussed candidly at a 
women’s-only focus group at a Calgary Lululemon 
Athletica store.

The retailers of this insanely popular yoga-
inspired athletic wear brought in separate groups 
of men and women—athletes and loyal custom-
ers—to grill them on how well Lululemon apparel 
works in action. Their feedback is given to design-
ers looking for input on clothing lines debuting 
next fall and winter. Since Lululemon was founded 
in 1998 in Vancouver, the line has branched out 
worldwide, established a cult-like following, and 
expanded into other sports such as cycling, climb-
ing, and running.

The secret to its success? Listening to what cus-
tomers are looking for. That means holding focus 
groups like these twice a year in each city in which 
Lululemon is located, from Edmonton and San 
Francisco to Tokyo and Melbourne. Participants 
are thanked for their feedback with healthy snacks 
of sushi and mineral water and $100 gift certifi-
cates to the store. Product manager Deanne Sch-
weitzer, who oversees five designers, attends most 
of these meetings around the world. She’s found 
men and women are looking for quality, fashion, 
and a variety of cuts.

The ongoing expansion by Lululemon into 
the United States entails continued product 
development and local customer involvement. 
For example, before opening its doors in Hono-
lulu in 2007 the company recruited ambassadors 
and assembled local yoga enthusiasts for design 
meetings to gauge what Hawaii’s yoga commu-
nity wanted. After start-up the showroom man-
ager arranged a 10-member design meeting to 
continue the dialogue, which generated ideas 
such as complementary streetware and accesso-
ries that will take customers from the yoga studio 

to the supermarket without looking like they just 
came from class.

Deb Leung, a Calgary focus group participant 
who is also a fitness model and owner of In-Home 
Physiotherapy & Acupuncture, loves Lululemon’s 
signature style. She wears the company’s shorts for 
photo shoots and its pants for the gym or as casual 
wear. “I like the quality of the fabric. It moves 
with you, and the stitching is good—it doesn’t fall 
apart,” she says. But she wishes the tops would flat-
ter pear-shaped women like herself more. For now, 
the bra tops fit her too tightly in the rib cage, and 
she finds the tank tops flare out needlessly at the 
waist.

The women’s group points out other improve-
ments that need to be made: gym bags that fit into 
a standard-size locker, and more padding in sports 
bras and the crotch so additional underwear isn’t 
needed for modesty’s sake. And they’d love to 
see the addition of belts and baseball caps to the 
company’s line of accessories.

Schweitzer, along with store owners Sue and 
Russ Parker, listens attentively to the concerns. 
It takes six to eight months to incorporate any 
changes, but the responsiveness is good. Based 
on previous feedback, the company has increased 
the number of change rooms in stores, added care 
content tags to clothing, and is expanding into 
golf and cycling apparel for spring. “We’ve also 
increased our sizes for women up to a size 14, and 
we brought in both high- and low-rise pants in 
different lengths,” says Schweitzer.

QueStionS:

 1. What advantages do focus groups have 
over other forms of primary market 
research such as surveys or interviews?

 2. When is it more appropriate to use surveys 
rather than focus groups? Why?

Sources: Barbara Balfour, “One Lulu of a Design: Focus 
Group Puts Fitness Wear through a Workout,” Calgary 
Herald, Thursday, March 24, 2005; and http://www 
.starbulletin.com.

ENTREPRENEURIAL ExPERIENCES
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SteP 4: interPreting the data
After the necessary data have been gathered, they must be transformed into usable 
information. Without interpretation, large quantities of data are only facts. Methods 
of summarizing and simplifying information for users include tables, charts, and other 
graphic methods. Descriptive statistics such as the mean, mode, and median are most 
helpful during this step in the research procedure. Inexpensive personal computer 
software is now available to perform statistical calculations and generate report-quality 
graphics.

Market research is invaluable, both to entrepreneurs assessing the venture oppor-
tunity, and to small business owner/managers who collect research to modify their 
marketing mix to fit the evolving customer needs.

fOrMATTing And wriTing A Business PlAn

The quality of a completed business plan ultimately depends on the quality of the 
underlying business concept. A poorly conceived new venture idea cannot be rescued 
by good writing. A good concept may be destroyed, however, by writing that fails to 
effectively communicate.

Clear writing gives credibility to the ideas presented in a business plan; factual sup-
port must be supplied for any claims or promises made. When promising to provide 
superior service or explaining the attractiveness of the market, for example, the entre-
preneur must include strong supporting evidence. In short, the plan must be believable.

Skill in written communication is necessary to present the business concept in an 
accurate, comprehensible, and enthusiastic way. The following are practical suggestions 
specifically related to writing a business plan:

•	 Provide a table of contents and individual section tabs for easy reference.
•	 Use a word-processed 8 ½ × 11-inch format and photocopy the plan to minimize 

costs.
•	 Package the plan in a loose-leaf binder to facilitate future revisions, or bind it 

using plastic covers and cerlox or pasticoil binding. Any copy shop will advise you 
of these options. The Magma Thermal Barriers plan in Appendix A was profes-
sionally looking with a clear plastic front cover and plasticoil binding in its original 
form.

•	 To add interest and aid readers’ comprehension, use charts, graphs, diagrams, 
tabular summaries, maps, and other visual aids. The Magma Thermal Barriers 
used colour photos, graphs and other visual aids to make the plan more 
interesting to read.

•	 To ensure that the business plan is treated in a confidential manner, indicate on 
the cover and again on the title page of the plan that all information is proprietary 
and confidential. Number each copy of the plan and account for each outstanding 
copy by requiring each recipient of the plan to acknowledge receipt in writing.

•	 If your start-up is of a particularly sensitive nature because it is based on advanced 
technology, consider whether you should divulge certain information—details of a 
technological design, for example, or the highly sensitive specifics of a marketing 
strategy—even to a prospective investor. You might want to develop an in-depth 
plan for internal purposes and then use appropriate extracts from it to put 
together a highly effective document to support your funding proposal.

•	 As you complete major sections of the plan, ask carefully chosen third parties 
who have themselves raised capital successfully—including accountants, lawyers, 
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and other entrepreneurs—to give their perspectives on the quality, clarity, 
reasonableness, and thoroughness of the plan. Once the business plan is in  
close-to-final form, ask these independent reviewers for final comments before  
you reproduce and distribute the plan.7

•	 Retain all of your research including articles, competitor data and promotional 
material, traffic volume maps for retail outlets, interviews, surveys of potential 
clients, and supplier quotes.

the Content oF a BuSineSS PLan
Four interdependent factors should be given thorough consideration in deciding on 
the content of a business plan for a start-up company:

•	 The people: Biographies of the men and women starting and running the venture, 
as well as any outside parties, such as lawyers, accountants, advisors, and suppliers 
providing key services or important resources.

•	 The opportunity: A profile of the business itself—what it will sell and to whom, how 
much and how rapidly it can grow, what its financial outlook is, and who and what 
may stand in the way of its success.

•	 The context: The big picture—the regulatory environment, interest rates, demo-
graphic trends, inflation, and other factors that inevitably change but cannot be 
controlled by the entrepreneur.

•	 Risk and reward: An assessment of everything that can go wrong or right, with a dis-
cussion of how the entrepreneurial team can respond to the various challenges.8

Keep these general factors in mind as you compose the specific content of your business 
plan. Although the business plan for each new venture is unique and no single format or 
formula can guarantee success, there are guidelines a prospective entrepreneur can follow 
in preparing a plan. Most business plans exhibit considerable similarity in basic content.

Exhibit 5-4 summarizes the major sections common to most business plans, provid-
ing a bird’s-eye view of the overall content. A more detailed description of each of these 
sections as well as a sample executive summary from the business plan of a holistic retail 
store can be found on the book’s website at www.longenecker6e.nelson.com.

Section heading information Provided

Cover Page: Company names, addresses, phone numbers, website and email 
address of the venture and its owners and management  
personnel; date prepared; copy number; and contact person.

Table of Contents: Listing of the key sections of the business plan.

executive  
Summary:

One- to three-page overview of the total business plan. Written 
after the other sections are completed, it highlights their significant 
points and, ideally, creates enough excitement to motivate the 
reader to continue reading.

mission  
Statement and 
goals:

Intended strategy and business philosophy for making the vision 
happen. Clearly states start-up and operating goals.

Exhibit 5-4 Abbreviated Business Plan Outline 

(Continued)

executive 
summary
a section of the 
business plan that 
conveys a clear 
and concise overall 
picture of the 
proposed venture

mission statement
a concise written 
description of a 
firm’s philosophy

products and/or 
services plan
a section of the 
business plan that 
describes the product 
and/or service to be 
provided and explains 
the merits of the 
product and/or service
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Company  
Overview:

Explains the type of company, such as manufacturing, retail, or 
service; provides background information on the company if it 
already exists; describes the proposed form of organization—sole 
proprietorship, partnership, or corporation. This section should 
be organized as follows: company name and location; company 
objectives; nature and primary product or service of the business; 
current status (start-up, buyout, or expansion) and history (if appli-
cable); and legal form of organization.

Products and/
or Services 
Plan:

Describes the product and/or service and points out any unique 
features; explains why people will buy the product or service. This 
section should offer the following descriptions: products and/or 
services; features of the product or service providing a competitive 
advantage; available legal protection (patents, copyrights, trade-
marks); and dangers of technical or style obsolescence.

marketing 
Plan:

Shows who the firm’s customers will be and what type of competi-
tion it will face; outlines the marketing strategy and specifies the 
firm’s competitive edge. This section should offer the following 
descriptions: analysis of target market and profile of target cus-
tomer; methods of identifying and attracting customers; selling 
approach, type of sales force and distribution channels; types of 
sales promotions and advertising; and credit and pricing policies.

management 
Plan:

Identifies the key players—active investors, management team, 
and directors—citing the experience and competence they 
possess. This section should offer the following descriptions: 
management team; outside investors and/or directors and their 
qualifications; outside resource people and their qualifications; 
and a human resource plan for recruiting, training, and 
compensating employees.

operating 
Plan:

Explains the type of manufacturing or operating system to be 
used, and describes the facilities, labour, raw materials, and 
product processing requirements. This section should offer the 
following descriptions: operating or manufacturing methods; 
operating facilities (location, space, and equipment); quality-
control methods; procedures to control inventory and operations; 
sources of supply; and purchasing procedures.

Financial Plan: Specifies financial needs and contemplated sources of financing; 
presents projections of revenues, costs, and profits. This section 
should offer the following descriptions: historical financial 
statements for the last three to five years or as available; pro 
forma financial statements for three to five years, including 
income statements, balance sheets, cash flow statements, and 
cash budgets (monthly for first year and quarterly for second 
year); break-even analysis of profits and cash flows; and 
planned sources of financing. Detailed notes for the forecasting 
assumptions should be included.

appendix of 
Supporting 
documents:

Various supplementary materials and attachments to expand the 
reader’s understanding of the plan. Offers descriptions of man-
agement team biographies, any other important data that support 
the information in the business plan, and the firm’s ethics code.

marketing plan
a section of the 
business plan that 
describes the user 
benefits of the 
product or service

management plan
a section of the 
business plan that 
describes a new firm’s 
organizational structure 
and the backgrounds 
of its key players

operating plan
a section of the 
business plan that 
offers information on 
how a product will be 
produced or a service 
provided, including 
descriptions of the 
firm’s facilities, 
labour, raw materials, 
and processing 
requirements

financial plan
a section of the 
business plan that 
provides an account 
of the new firm’s 
financial needs and 
sources of financing 
as well as a projection 
of its revenues, costs, 
and profits

pro forma 
financial 
statements
financial reports 
(financial 
statements: cash flow 
forecast, balance 
sheet, and income 
statement) that 
project a firm’s 
financial condition
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WoW Factor

In 2013 Canada’s votes helped Joel Pinel win the 
BDC Young Entrepreneur Award for his “equip-
ment edge” project for his company, Moose Jaw, 
Saskatchewan–based WOW Factor Media.

Started in 2009, WOW Factor has developed 
from a small, home-based business to become the 
preferred media supplier to hundreds of businesses 
across Western Canada. While all production is 
from the centralized facility in Moose Jaw, the 
company has sales offices in Saskatoon and Regina 
as well as representatives in Calgary, Edmonton, 
and Winnipeg. With a product and service offer-
ing that ranges from traditional printing such as 
business cards and brochures to building-wraps 
and social media management, WOW Factor has 
become a one-stop shop for customers. According 
to the company, they have a very simple core value: 
their customer’s success is their success.

Using the $100,000 prize money from the 
award, Pinel invested in technology to manu-
facture directional and custom signage for new 
high-rise buildings. “There is a growing need for 
signage in Saskatchewan and Western Canada,” 
says Joel. “Adding this new expertise to our ser-
vices mean we will be able to expand our business 
and provide  clients with complementary products. 
In-house  manufacturing will give us an edge and 

help us maintain strict quality control standards, 
while decreasing turnaround times and increasing 
profits.”

Pinel says “Our clients like that we take in-
house control of projects from A to Z and always 
have their back. As a family company based in a 
town where business costs are low, we can take 
advantage of the booming economy to create 
jobs locally. This new equipment can bring us to 
a whole new level.”

QueStionS:

 1. Financing expansion through award prizes 
is a unique strategy. What do you think of 
WOW Factor’s approach to financing?

 2. What do you think of the company’s 
business model of having control of all 
aspects of production in-house versus 
outsourcing some activities?

 3. Locating in a smaller centre has the 
advantages Pinel stated above. What are 
some of the disadvantages of locating in  
a smaller centre?

Sources: http://www.bdcyoungentrepreneuraward.ca/
en/2013-winners/joel-pinel; and http://wowfactormedia.ca.

ENTREPRENEURIAL ExPERIENCES

Advice fOr wriTing A Business PlAn
See “Formatting and Writing a Business Plan” on pages 128–129. Entrepreneurs tend to 
fall prey to a number of mistakes when preparing a business plan. It is critically impor-
tant to avoid them if you want readers to give your plan serious consideration. Below are 
recommendations that will help you avoid some of the common mistakes.9

insisT On cOnfidenTiAliTy

See “Formatting and Writing a Business Plan” on pages 128–129. Prominently indicate 
that all information in the plan is proprietary and confidential. Number every copy of 
the plan and account for each outstanding copy by requiring the recipient to acknowl-
edge receipt in writing. When a start-up is based on proprietary technology, be cautious 
about divulging too much information about it. However, while you should be cau-
tious about releasing proprietary information, entrepreneurs at times become overly 

offer practical advice 
on writing a business 
plan.

5
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anxious about someone stealing their idea and using it. Certainly, this happens on rare 
occasions, but do not become fixated on the notion that someone may take your idea 
and beat you to market with it. Remember, the plan is not the key to your success; your 
execution is what will make the idea fly! If someone can “out-execute” you then perhaps 
you are not the right person to launch the venture in the first place.

PrOvide evidence Of yOur reseArch

Every claim or conclusion made in the plan must be supported by research and facts. 
Without this, the plan is simply not believable.

eMPhAsize The QuAlificATiOns Of  
The MAnAgeMenT TeAM

Investors will usually look first at the management team for relevant experience, and 
only after that will they assess the product/service and market. Without the right people 
in management, investors will not likely be interested. The qualifications of the manage-
ment team of Magma Thermal Barriers as laid out in the business plan in Appendix A 
give the reader great confidence in their ability to execute on the business plan.

AnAlyze The MArkeT ThOrOughly

Everyone has competitors. Statements like “We have no competition,” are an abuse of 
the English language! You must show where your business will fit in the market and how 
it compares to your competitors’ strengths and weaknesses.

include cOMPleTe finAnciAl sTATeMenTs—nOT TOO 
deTAiled nOr incOMPleTe

Entrepreneurs tend to err either by providing incomplete financial forecasts or by 
including page after page of boring financial forecasts. As a rule, spreadsheets of the 
pro forma financials (cash flow forecasts, pro forma income statements, and balance 
sheets) should be put in the supporting appendices and discussed in the body of the 
plan. This was done well by the authors of the Magma Thermal Barriers plan: summary 
information in the body of the plan and detailed spreadsheets as appendices. Be careful 
of being overly optimistic; it can hurt your credibility and that of your plan. In terms of 
completeness, you should provide an exhaustive list of the assumptions that underlie 
the financial information. Most importantly, make sure the numbers make sense.

dOn’T hide weAknesses—idenTify POTenTiAl fATAl flAws

A difficult aspect of writing a business plan is effectively dealing with problems or weak-
nesses—and every business has them. An entrepreneur, wanting to make a good impression, 
may become so infatuated with an opportunity that he or she cannot see potential fatal flaws.

For example, a question an entrepreneur might fail to ask is, “What is the possible 
impact of new technology, e-commerce, or changes in consumer demand on the new 
venture?” Ignoring or glossing over a negative issue can be fatal. If there are weaknesses 
in the plan investors will find them, and probably ask, “What else aren’t you telling 
me?” The best way to handle weaknesses and risks is to be open and straightforward 
and to have an action plan that effectively addresses the problem. To put it another way, 
integrity matters.
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PAy ATTenTiOn TO deTAils

1. Use good grammar. Nothing turns off a reader faster than a poorly written plan. 
Find a good editor, review, and revise, revise, revise.

2. Limit the plan to a reasonable length. The goal is not to write a long business plan, 
but a good business plan. As stated earlier, a business plan should be no longer 
than about 25 pages plus supporting appendices. In all sections, especially the 
executive summary, get to the point quickly and concisely.

3. Appearance counts. The plan should be properly bound in a three-ring binder to 
facilitate future revisions or professionally bound using cerlox or platicoil bindings 
and plastic covers. To add interest and aid readers’ comprehension, make liberal 
but effective use of visual aids such as graphs, charts, and exhibits. The Magma 
Thermal Barriers plan in Appendix A did this very well.

4. Use language the lay person can understand. Present your product/service in simple, 
understandable terms, and avoid too much industry jargon. If you must use a 
technical term, be sure to define it or provide a glossary as an appendix. Answer 
the question “why would anyone want to buy our product or service?”

The guidelines just listed are designed to help you avoid elements that are unacceptable 
to frequent readers of business plans. If you ignore these recommendations, the plan 
will detract from the opportunity itself, and you may lose the chance to capture a good 
opportunity. Ideally, you should have experienced entrepreneurs critique the business 
concept and the business plan. They know the landmines to avoid.

resOurces fOr Business PlAn PrePArATiOn
We have just presented an overview of the business plan. More extensive descriptions are 
provided in books on the subject, and computer software is available to guide you step by step 
through the preparation of a business plan. While such resources can be invaluable, we advise 
that you resist the temptation to adapt an existing business plan to your own use. Changing 
the numbers and some of the verbiage of another firm’s business plan is simply not effective.

cOMPuTer-Aided Business PlAnning

There are many business plan software packages whose basic objective is to help an entrepre-
neur think through the important issues in beginning a new company and organize his or her 
thoughts to create an effective presentation. Most of Canada’s major banks, as well as govern-
ment centres, offer clients some form of free business planning software. While the software 
has broad headings and some hints about what to put in each section, and comes complete 
with spreadsheets already set up, the output from most of these packages looks more like a 
loan application than a business plan. The danger in using these tools or any other software is 
that they make it very easy to gloss over important aspects of the plan. Using them to write the 
plan may be useful and time saving, but the tools are no substitute for the research and inves-
tigation that are the foundation of any good business plan. If you recognize their limitations, 
however, you can use business plan software packages as useful tools to facilitate the process.

One of the better software plans available includes software created by the Canada 
Business Network (http://canadabusiness.ca), a federal government agency with offices 
across Canada. Users of this book also have access to Cengage Learning’s Interactive 
Business Plan tool, another very good software package.

identify available 
sources of assistance 
in preparing a 
business plan.

6
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PrOfessiOnAl AssisTAnce in Business PlAnning

The founder of any company is most notably a doer. This type of person often lacks 
the breadth of experience and know-how, as well as the inclination, needed for plan-
ning. Consequently, she or he may need to supplement personal knowledge and skills 
by obtaining the assistance of outsiders or by adding individuals with planning skills to 
the management team.

Securing help in plan preparation does not relieve an entrepreneur of direct 
involvement. The entrepreneur must be the primary planner, as her or his basic ideas 
are essential to producing a plan that is realistic. Furthermore, eventually the plan will 
have to be interpreted for and defended to outsiders; to be effective in such a presenta-
tion, the entrepreneur must have complete familiarity with the plan.

However, after the entrepreneur has clarified the basic ideas, other individuals may 
be able to render assistance in preparing the business plan. Calling on outside help, 
such as business plan consultants, to finish and polish the plan is both appropriate and 
wise. Other outside sources of assistance include the following:

•	 Marketing specialists, who can perform market analyses and evaluate market 
acceptance of a new product.

•	 Engineering and production experts, who can perform product development, 
determine technical feasibility of products, and assist in plant layout and produc-
tion planning.

•	 Accounting firms, which can guide the development of the written plan, assist in 
making financial projections, and advise on establishing a system of financial  
control.

•	 Incubator organizations, which offer space for fledgling companies and can advise 
on structuring new businesses (incubators are discussed in detail in Chapter 15).

•	 Lawyers, who can ensure that the company has the necessary patent protection, 
review contracts, consult on liability and environmental concerns, and advise on 
the best form of organization.

the elevator Pitch

Entrepreneurs seeking financing often employ an 
“elevator pitch” to create interest. The pitch can 
be given anywhere, and is based upon the research 
and concept gathered for preparation of the busi-
ness plan. The pitch consists of a three-minute 
summary of the business that creates a clear vision 
of the venture and states the opportunity for inves-
tors. It essentially is a “door-opening” device. The 
pitch typically covers the following points:
•	 Who	is	the	target	customer
•	 What	is	the	concept—clear	statement	of	

product or service

•	 The	compelling	reason	this	venture	should	 
work; should state how the product is  
differentiated

•	 What	the	investment	opportunity	is,	and	the	
potential payout
The pitch should be practised, and entrepreneurs 

should be prepared to present on street corners, or 
anywhere the opportunity presents itself. Keep busi-
ness cards available to hand to prospective investors 
at the end of your pitch.

ENTREPRENEURIAL ExPERIENCES
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•	 Business Service Centres such as Canada Business, which provide assistance to 
start-up and growing businesses. Refer to www.canadabusiness.ca for a complete 
listing of the centres, as well as other government services.

Now that this chapter has made you more aware of the importance and fundamen-
tals of the business plan, the chapters that follow will examine more closely each of the 
plan’s components.

L o o k i n g  B a C k

1 answer the question, “What is a business plan?”

•	 A business plan identifies the nature and context of the 
business opportunity and describes why the opportunity 
exists.

•	 A business plan presents the approach the entrepreneur 
will take to exploit the opportunity.

2 explain the need for a business plan from the 
perspectives of the entrepreneur, the investor, 
and the lenders.

•	 the business plan provides a clearly articulated  
statement of the firm’s goals and strategies, helping the 
entrepreneur focus on important issues.

•	 the business plan helps identify the important variables 
that will determine the success or failure of the firm.

•	 the business plan is used as a selling document to 
outsiders.

•	 the business plan tells a prospective investor how the 
business will help achieve the investor’s personal goal—
to maximize potential return on investment through cash 
flows received from the investment, while minimizing 
personal risk exposure.

3 describe what determines how much planning 
an entrepreneur and a management team are 
likely to do.

•	 the allocation of time and money, two scarce resources, 
affects how much planning will be done.

•	 Other factors that affect the extent of planning include 
(1) the entrepreneur’s management style and ability,  
(2) management team preferences, (3) the complexity of 
the business, (4) the competitive environment, and (5) the 
level of uncertainty in the environment.

4 List practical suggestions to follow in researching 
and preparing a business plan, and outline the 
key sections of a business plan.

•	 Marketing research is the gathering, processing, 
reporting, and interpreting of marketing information.

•	 the cost of marketing research should be evaluated 
against its benefits.

•	 the steps in marketing research are identifying the infor-
mational need, searching for secondary and primary 
data, and interpreting the data.

•	 You should understand the overall process of researching 
and writing a business plan.

•	 to maximize the effectiveness of a business plan,  
(1) provide a table of contents and section tabs for easy 
reference, (2) package the plan in a loose-leaf binder to 
facilitate revisions, (3) use charts, graphs, diagrams, tab-
ular summaries, and other visual aids to create interest 
and make the presentation easy to follow, (4) consider 
withholding highly sensitive specifics, and (5) ask care-
fully chosen third parties to give their assessment of the 
quality of the plan.

•	 key sections of a business plan are the (1) title page, 
(2) table of contents, (3) executive summary, (4) mission 
statement and goals, (5) company overview, (6) products 
and/or services plan, (7) marketing plan, (8) manage-
ment plan, (9) operating plan, (10) financial plan, and 
(11) Appendix of supporting documents.

5 offer practical advice on writing a business plan.

•	 Maintain confidentiality, when appropriate.
•	 Make sure you back up every claim or conclusion with 

evidence and facts.
•	 emphasize the qualifications of the management team.
•	 know your competition.
•	 Have appropriately detailed financial forecasts.
•	 don’t hide weaknesses and identify potential fatal 

flaws.
•	 Pay attention to the details.

6 identify available sources of assistance in pre-
paring a business plan.

•	 A variety of books and computer software packages 
are available to assist in the preparation of a business 
plan.

•	 Professionals with planning expertise, such as lawyers, 
accountants, and other entrepreneurs, can provide useful 
suggestions and assistance in the preparation of a busi-
ness plan.
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discussiOn QuesTiOns

1. What benefits are associated with the prepara-
tion of a written business plan for a new  
venture? Who uses such a plan?

2. Why do entrepreneurs tend to neglect  
initial planning? Why would you personally  
be tempted to neglect it?

3. In what way might a business plan be helpful 
in recruiting key management personnel?

4. How might an entrepreneur’s perspective differ 
from an investor’s in terms of the business 
plan?

5. Why is the executive summary so important?
6. Why is a shorter business plan better than a 

longer one, especially since a lengthy plan 
could include more supporting data?

7. Describe the major sections to be included in 
a business plan?

8. What are some common mistakes that entre-
preneurs make in writing a business plan?

9. Investors are said to be more market-oriented 
than product-oriented. What does this mean? 
What is the logic behind this orientation?

yOu MAke The cAll

siTuATiOn 1

You want to start an online clothing store and need 
information about the size of the market for the mar-
keting section of your business plan. From a Google 
search, you found that Canadians spent $2 billion 
online for apparel, accessories, and footwear in 2009 
and that the forecast for their spending on these 
items is $2.4 billion in 2015. You have also researched 
publicly traded apparel companies, such as the Gap, 
to discover trends in online sales for these firms.

Question 1 Why is your research thus far inadequate 
for what you need to know?
Question 2 Do you think it will be difficult to find 
all the information you need?
Question 3 What else might you do to find the 
information you need?

siTuATiOn 2

Cecil Brown, a young journalist, is contemplating 
launching a new magazine that will feature  wildlife, 

plant life, and the beauty of nature around the 
world. Brown intends each issue to contain several 
feature articles—for example, the dangers and 
benefits of forest fires, features of Banff National 
Park, wildflowers found at high altitudes, and the 
danger of acid rain. The magazine will make exten-
sive use of colour photographs, and its articles will 
be technically accurate and interestingly written. 
Unlike Canadian Geographic, the proposed publi-
cation will avoid articles dealing with the general 
culture and confine itself to topics closely related 
to the natural world. Suppose you are a venture 
capitalist examining a business plan prepared by 
Brown.

Question 1 What are the most urgent questions 
you would want the marketing plan to answer?
Question 2 What details would you look for in the 
management plan?
Question 3 Do you think this entrepreneur would 
need to raise closer to $100,000 or $1 million in 
start-up capital? Why?
Question 4 At first glance, are you inclined to 
accept or reject the proposal? Why?

business plan, p. 112
confidentiality agreement, p. 116
executive summary, p. 129
financial plan, p. 130
management plan, p. 130

marketing plan, p. 130
marketing research, p. 122
mission statement, p. 129
operating plan, p. 130
primary data, p. 123

pro forma financial statements, p. 130
products and/or services plan,  

p. 129
prospectus, p. 116

secondary data, p. 122

k e y  t e r m S
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siTuATiOn 3

Ed Jones and John Rose decided to start a new busi-
ness to manufacture noncarbonated soft drinks. 
They believed that their location in central British 
Columbia, close to high-quality water, would give 
them a competitive edge. Although Jones and Rose 
had never worked together, Jones had 17 years of 
experience in the soft-drink industry. Rose had 
recently sold his own firm and had funds to help 
finance the venture; however, the partners needed 
to raise additional money from outside investors. 
Both men were excited about the opportunity and 
spent almost 18 months developing their business 
plan. The first paragraph of their executive sum-
mary reflected their excitement:

The “New Age” beverage market is the 
result of a spectacular boom in demand for 
drinks with nutritional value from envi-
ronmentally safe ingredients and waters 
that come from deep, clear springs free of 
chemicals and pollutants. Argon Beverage 
Corporation will produce and market a full 
line of sparkling fruit drinks, flavoured 
waters, and sports drinks that are of the 
highest quality and purity. These drinks 
have the same delicious taste appeal as 
soft drinks while using the most healthful 
fruit juices, natural sugars, and the purest 
spring water, the hallmark of the “New 
Age” drink market.

With the help of a well-developed plan, the two 
men were successful in raising the necessary cap-
ital to begin their business. They leased facilities 
and started production. However, after almost two 
years, the plan’s goals were not being met. There 
were cost overruns, and profits were not nearly up 
to expectations.

Question 1 What problems might have contributed 
to the firm’s poor performance?

Question 2 Although several problems were 
encountered in implementing the business plan, 
the primary reason for the low profits turned out 
to be embezzlement. Jones was diverting company 
resources for personal use, even taking some of 
the construction material purchased by the com-
pany and using it to build his own house. What 
could Rose have done to avoid this situation? 
What are his options after the fact?

siTuATiOn 4

In the mid-1990s Byron Osing, a PhD (Marketing) 
candidate at the University of Calgary, pitched 
a group of “angel” investors (see Chapter 14 for 
more on angels) to invest $500,000 to get his 
company, Telebackup Systems, from prelaunch to 
market.

The company was developing software to 
remotely back up personal computers over tele-
phone lines. The business concept was that tele-
phone companies would buy the software and offer 
the service to their clients for a monthly fee. At 
the time of the pitch, the business plan suggested 
revenues of over $2.25 million and profits of over 
$800,000 after three years. Osing stated in the busi-
ness plan and in the pitch that the software was 
“95 percent complete,” and the funds were needed 
to complete the software and for marketing the 
software to generate initial sales, in anticipation 
of an Initial Public Offering (or “going public) six 
months later.

Question 1 What questions do you think the angel 
investors asked Byron after his pitch?
Question 2 Are you concerned the software was 
“95 percent complete?” Why or why not?
Question 3 Do you think Byron was successful in 
getting the $500,000? Would you have invested in 
Telebackup? Why or why not?

exPerienTiAl exercises

1. Suppose that you wish to start a business to 
produce and sell a product designed to hold 
down a tablecloth on a picnic table so that 
the wind will not blow it off. Prepare a  

one-page outline of the marketing plan for 
this product. Be as specific and comprehen-
sive as possible. Prepare an “elevator pitch” 
for the product.
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2. A former chef wishes to start a business to 
supply temporary kitchen help (such as chefs, 
sauce cooks, bakers, and meat cutters) to res-
taurants in need of staff during busy periods. 
Prepare a one-page report explaining which 
section or sections of the business plan are 
most crucial to this new business and why.

3. Refer to the business plans at www.longe-
necker6e.nelson.com, as well as the sample 
plan in Appendix A. Referring to Venture 
Feasibility and Business Plan Checklist on the 

book’s website at www.longenecker6e.nelson.
com, analyze one of the plans. Using the 
criteria, determine if you think the venture 
would appeal to an investor.

4. Interview a person who has started a 
business within the past five years. Prepare 
a report describing the extent to which 
the entrepreneur engaged in preliminary 
planning and his or her views about the value 
of business plans.

cAse 5

The ulTiMATe gArAge (P. 460)

This case looks at the extensive market research 
conducted to create a marketing strategy and  
promotion mix for a new venture.

AlTernATive cAse fOr chAPTer 5

Case 11, Prestige Dance Academy, p. 472
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Small BuSineSS marketing, 
Product, and Pricing 
StrategieS

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Describe small business marketing.

2 Explain the term market and the 
different methods of segmenting 
markets.

3 Identify the components of a formal 
marketing plan.

4 Explain product strategy and related 
concepts.

5 Describe the components of a firm’s 
total product offering.

6 Describe the role of cost and demand 
factors in setting a price.

7 Apply break-even analysis and 
markup pricing.

8 Identify specific pricing strategies and 
create a price-quality grid.

ChApter 6
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Slaying the dragons
Leah and John Garrad-Cole had a very common life-changing event—the birth of their first child, 
Poppy—and it turned into a very successful business venture!

Frustrated by the lack of tasty, nutritious, and convenient snack food choices available in 
supermarkets Leah, an experienced cook, began making most of Poppy’s food at home. While 
the home-made food was ultra-healthy, sometimes it just wasn’t convenient. Leah and John wished 
there were better, ready-made options available. After much discussion they decided to launch Love 
Child Organics in 2012 to make organic, convenient, and tasty food for infants and toddlers with 
a focus on leaving out the “bad stuff” such as sodium and sugars.

Leah and John funded the initial product development, packaging, and marketing efforts them-
selves, developing a line of fruit purees in a convenient squeezable plastic package. Their first 
customer became Walmart Canada, and this came with challenges of how much each store would 
order, and when. The couple took out a second mortgage on their home to fund production and 
worked a deal with a national specialty food distributor to move any excess product into indepen-
dent and natural food stores.

Realizing they would need more money to fund growth, they auditioned for and won a spot 
on CBC TV’s Dragons’ Den and wowed the Dragons with what they had achieved, resulting in 
a commitment of $300,000 from Dragons Arlene Dickinson and David Chilton. Before that deal 
could be done, Love Child found out Walmart U.S. had agreed to carry their product. Needing 
even more money, they went back to the Dragons and did a deal for $750,000—the largest deal 
that actually closed in the eight-year history of Dragons’ Den.

According to Dragon David Chilton, “they are outstanding entrepreneurs from every perspec-
tive; great attention to detail; their branding/positioning /packaging is as good as I’ve seen.” 
Chilton is also impressed by John’s wise spending habits. “If you look at the big successes, one of 
the common denominators is the entrepreneurs are very thrifty. John by nature is very cheap—and 
I love that.”

The combination of Leah and John’s excellent product and marketing along with cash from the 
Dragons is creating a spectacular success story. As of June 2014, Love Child’s products are sold in 
almost 2,000 stores in Canada, and over 1,500 stores in the United States, including Overwaitea, 
Shoppers Drug Mart, Whole Foods, Target, and Rexall. In addition to Walmart in Canada and 
the U.S., other major Canadian supermarkets have signed on as well. Leah and John view this as 
just the beginning for Love Child. Love Child launched with six SKUs of baby food puree in early 
2013, and by mid-2014 had rapidly built out its product range to 22 SKUs, including three new 
snack product lines.

www.lovechildorganics.com

diSCuSSion QueStionS:

1. What impact do you think the unique ingredients and product packaging have made on Love 
Child’s success in the market?

2. Do you think the product should be priced at the same price-point as competitive products or at  
a premium? Why or why not?

Sources: Adapted from Jenny Lee “Dragons’ Den was Child’s Play for Whistler Couple,” The Vancouver Sun,  
January 14, 2014, p. C1; and http://www.lovechildorganics.com.
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What Is small BusIness marketIng?
Marketing was once viewed simply as activities that direct the flow of goods and services 
from producer to consumer or user. Definitions portrayed marketing as little more than 
selling. Unfortunately, some entrepreneurs still view marketing in this simplistic man-
ner. In reality, small business marketing consists of numerous activities, many of which 
occur even before a product is produced and ready for distribution and sale.

In order to portray the scope of small business marketing more accurately, we use a 
comprehensive definition. Small business marketing consists of those business activities 
that relate directly to (1) identifying a target market; (2) determining target market 
potential through a detailed analysis of the industry, competition, and potential cus-
tomers as discussed in Chapter 2; and (3) preparing, communicating, and delivering a 
bundle of satisfaction to the target market.

This task-oriented definition identifies key marketing activities essential to every small 
business (see Exhibit 6-1). Market segmentation, marketing research, and sales forecast-
ing are the activities that comprise what is commonly called market analysis. Product, 
pricing, promotion, and distribution activities combine to form the marketing mix.

marketIng PhIlosoPhIes

An individual’s personal philosophy about life influences the methods that person uses 
to achieve personal goals. For example, a person who believes that others should be 
treated with respect will not cheat or defraud another person. Likewise, a firm’s market-
ing philosophy shapes its marketing activities.

Historically, three distinct marketing philosophies—production oriented, sales 
oriented, and consumer oriented—have been dominant among small businesses. A 
production-oriented philosophy emphasizes the product as the most important part 

small business 
marketing
those business 
activities that 
identify a 
target market; 
determine that 
market’s potential; 
and prepare, 
communicate, and 
deliver a bundle of 
satisfaction to that 
market

market analysis
an evaluation 
process that 
encompasses market 
segmentation, 
marketing research, 
and sales forecasting

marketing mix
the combination 
of product, pricing, 
promotion, and 
distribution activities

describe small 
business marketing.1

Exhibit 6-1 
Small Business  
Marketing   

Market Opportunity Assessment


Industry Analysis: Opportunity Analysis


Competitive Analysis: Prepare Competitive Matrix


Customer Market Research: Primary and Secondary (discussed in Chapter 5)


Market Segmentation: Clarify Niche Opportunities


Estimating the Opportunity Based on a Sales Forecast

Creation of the Marketing Mix
Based upon research and the above analysis create the


Product Strategy


Pricing Strategy


Promotion Strategy


Distribution Strategy
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of the business. The firm concentrates on producing the product in the most efficient 
manner, even if this means slighting promotion, distribution, and other marketing 
activities. A sales-oriented philosophy de-emphasizes production efficiencies and cus-
tomer preferences in favour of making sales. Finally, a consumer-oriented philosophy 
expresses the firm’s belief that everything, including production and sales, depends on 
consumer needs. Top priority is assigned to the customer, meaning that all marketing 
efforts begin and end with the consumer.

A ConSumer orientAtion
Businesses have gradually shifted their marketing emphasis from production to sales 
and, more recently, to the consumer. The production- and sales-oriented philosophies 
may each occasionally permit short-term success, but a consumer orientation is prefer-
able. It not only recognizes production efficiency goals and professional selling but 
also adds concern for customer satisfaction. In effect, a firm that adopts a consumer 
orientation incorporates the best of each marketing philosophy. Due to competitive or 
orientation-based reasons, some small firms fail to adopt a consumer orientation even 
when the benefits seem obvious. The state of competition always affects a firm’s orienta-
tion; if there is little or no competition and if demand exceeds supply, a firm is likely 
to emphasize production efficiency. This is usually a short-term situation, however, and 
one that can lead to disaster.

In addition, some managers are simply too focused on the present. Adopting a sales- 
oriented philosophy, for example, is a short-sighted approach to marketing. Putting empha-
sis on moving merchandise often creates customer dissatisfaction, especially if high-pressure 
selling is used with little regard for customers’ needs. On the other hand, a consumer 
orientation contributes to a firm’s long-term survival by emphasizing customer satisfaction.

estImatIng market PotentIal
A small business can be successful only if an adequate market exists for its product or 
service. The sales forecast is the typical indicator of market adequacy. Forecasting is 
particularly important prior to starting a business. An entrepreneur who enters the 
marketplace without it is much like a high diver who leaves the board without checking 
the depth of the water. Many types of information from numerous sources are required 
to determine market potential. This section examines market components and the 
forecasting process.

IngredIents of a market

The term market means different things to different people. Sometimes, it refers to a 
location where buying and selling take place, as in “They went to the market.” On other 
occasions, the term is used to describe selling efforts, as when business managers say 
“We must market this product aggressively.” Still another meaning is the one we empha-
size in this chapter: A market is a group of customers or potential customers who have 
purchasing power and unsatisfied needs. Note carefully the three ingredients in this 
definition of a market.

First, a market must have buying units, or customers. These units may be individuals 
or business entities. Consumer products are sold to individuals, and industrial products 
are sold to business users. Thus, a market is more than a geographic area; it must con-
tain potential customers.

market
a group of customers 
or potential 
customers who have 
purchasing power 
and unsatisfied needs

explain the term 
market and the 
different methods of 
segmenting markets.

2
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Second, customers in a market must have purchasing power. Assessing the level of 
purchasing power in a potential market is very important. Customers who have unsatis-
fied needs but who lack money and/or credit do not constitute a viable market because 
they have nothing to offer in exchange for a product or service. In such a situation, no 
transactions can occur.

Third, a market must contain buying units with unsatisfied needs. Consumers, for 
instance, will not buy unless they are motivated to do so—and motivation can occur 
only when a customer recognizes his or her unsatisfied needs. It would be difficult, for 
example, to sell luxury urban apartments to desert nomads!

Determining market potential is the process of locating and investigating buying 
units that have both purchasing power and needs that can be satisfied with the product 
or service that is being offered.

As stated above, a market is a group of customers or potential customers who have 
purchasing power and unsatisfied needs. Although a firm’s target market could be 
defined simply as “anyone who is alive” in that market, clearly this definition is too broad 

even 9-year-olds Can Be entrepreneurs

Abi Smithson may only be 9, but that isn’t stopping 
her from developing a new product and the plan 
for a new business.

Not satisfied with conventional sandals that 
leave ugly tan lines on the wearer’s feet, she con-
ceived a summer shoe that could be customized to 
leave attractive designs as the feet tanned. Work-
ing with her dad, she wrote the business plan for 
The Love Sandal and brought her designs and the 
plan to Ryerson University’s business incubator, 
the Digital Media Zone, for assistance. There she 
was paired up with Robert Ott, chair of the Ryer-
son School of Fashion. He’s helped her flesh out 
design, market research, and branding. “I’m just 
so impressed with the idea…it’s so solid,” says Ott. 
“It’s the engineering and technical designing of 
the prototype where we need help. The creative 
part is all here. I think we haven’t seen anything 
like this in the market and that’s what makes this 
unique.” Abi’s business plan projects first year 
sales exceeding $5 million for the unique footwear 
brand along the lines of Uggs and Crocs.

Abi’s parents, also entrepreneurs, considered 
financing through a crowd-funding site, but Ott 
suggested other alternatives such as partnering 
with a shoe manufacturer or licensing Abi’s idea.

Abi’s mom Julie calls this experience a “price-
less” adjunct to Abi’s elementary school lessons. 

“Teaching Abi how to be an entrepreneur and 
how to build a business plan and how to take risks 
on an idea is something that we all grew up not 
even thinking about,” she says. “If she decides to 
be someone else’s employee one day, so be it. At 
least she’s learned the platform on how to do it 
on her own.”

Abi, whose career goals include inventor, 
singer or dancer, already has plans for potential 
earnings from The Love Sandal. “I want to go to 
private school next year and I want to get a Mac-
Book Air,” she said.

QueStionS:

 1. Do you think Abi’s product will prove to be 
a winner in the market? Why or why not?

 2. If you have an idea for a new product or ser-
vice, who would you approach for assistance 
or mentorship to develop your business?

 3. How do you think Abi should go about 
bringing her product to market? What do 
you think of Robert Ott’s ideas of part-
nering or licensing?

Source: Toronto Star, Business Section, Tuesday, February 
25, 2014, p. 1. Permission granted by Torstar Syndication 
Services.

ENTREPRENEURIAL ExPERIENCES
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to be useful. In order to divide the total market into appropriate segments, an entrepre-
neur must consider segmentation variables, which are labels that identify the particular 
dimensions that distinguish one form of market behaviour from another. Four broad 
sets of segmentation variables that represent major dimensions of a market are benefit 
variables, geographic variables, demographic variables, and psychographic variables.

Benefit VAriABLeS
The definition of a market highlights the unsatisfied needs of customers. Benefit 
 variables are related to customer needs since they are used to identify segments of a 
market based on the benefits sought by customers. For example, the toothpaste market 
has several benefit segments. The principal benefit to parents might be cavity prevention 
for their young children, while the principal benefit to teenagers might be fresh breath. 
Toothpaste is the product in both cases, but it has two different market segments.

geogrAphiC VAriABLeS
Usually used in combination with other variables to define a target market segment, 
typical geographic variables might be postal code zone; quadrant of a city; Western, 
Central, or Atlantic Canada; country “A” versus country “B”; or even rural versus urban.

Benefit and geographic variables alone are insufficient for market analysis; it is 
impossible to implement forecasting and marketing strategy without defining the mar-
ket further. Therefore, small businesses commonly use demographic variables as part 
of market segmentation. Typical demographic variables for a consumer market are age, 
marital status, gender, occupation, education level, ethnic origin, and income. For a 
business market it may be company size, purchasing budget, and industry type. Recall 
the definition of a market—customers with purchasing power and unsatisfied needs. 
Demographic variables refer to certain characteristics that describe customers and their 
purchasing power.

pSyChogrAphiC VAriABLeS
Some markets can be segmented by variables that reflect how people think and behave. 
Examples of psychographic variables are lifestyle trends such as fitness, diet, political 
orientation, and sexual orientation. These are usually used in combination with other 
variables to identify market segments.

the formal marketIng Plan
After the market analysis is completed, the small business manager is ready to write the 
formal marketing plan. Each business venture is different, and, therefore, each market-
ing plan will be unique. A manager should not feel that he or she must develop a cloned 
version of a plan created by someone else. The marketing plan should include sections 
on market analysis, the competition, and marketing strategy. This section describes 
these major elements of the formal marketing plan.

market analysIs

In the market analysis section of the marketing plan, the entrepreneur should describe 
the customers in the target market. This description of potential customers is com-
monly called a customer profile. Marketing research information, compiled from both 
secondary and primary data, can be used to construct this profile. A detailed discussion 

segmentation 
variables
the parameters 
used to distinguish 
one form of market 
behaviour from 
another

benefit variables
specific 
characteristics that 
distinguish market 
segments according 
to the benefits 
sought by customers

geographic 
variables
defining a market by 
its location, size, or 
extent

demographic 
variables
specific 
characteristics that 
describe customers 
and their purchasing 
power

psychographic 
variables
variables related to 
how people think 
and behave

identify the 
components of a 
formal marketing 
plan.

3

customer profile
a description of 
potential customers 
in a target market
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of the major benefits to customers provided by the new product or service should be 
included. Obviously, these benefits must be reasonable and consistent with statements 
in the “Products and/or Services” section of the business plan.

If a manager envisions several target markets, each segment must have a corre-
sponding customer profile. Likewise, different target markets may necessitate an equal 
number of related marketing strategies.

Another major element of market analysis is the actual sales forecast. It is usually 
desirable to include several sales forecasts covering the three sales scenarios: “most 
likely,” “pessimistic,” and “optimistic.” These scenarios provide investors and the entre-
preneurs with different forecasts on which to base their evaluations.

the ComPetItIon

Frequently, entrepreneurs ignore the reality of competition for their new ventures, 
believing that the marketplace contains no close substitutes or that their success will not 
attract other entrepreneurs. This is simply not realistic.

Existing competitors should be studied carefully, the industry leader identified, and 
the key success factors for the industry clarified. Related products or services currently 
being marketed or tested by competitors should be noted. A clear picture of the com-
petitive environment can be created through the following process:

1. Gather newspaper and periodical articles regarding trends in the industry.
2. Refer to Statistics Canada for concrete data on the size of the industry, revenues, 

the number of participants, growth trends, etc.
3. Identify leaders in the industry through conversations to determine which have 

characteristics that give them the leading edge.
4. Gather information on trends from Yellow Pages, directories, trade associations, 

the Statistics Canada report on household spending, and Dun and Bradstreet 
industry reports.

5. Research individual competitors through multiple sources: their websites, on-site visits, 
tradeshows, and a detailed review of their advertising and promotional materials.

6. Create a competitive matrix that lists the key competitive factors and the main 
players in the market (refer to Exhibit 6-2 for an example of a competitive matrix 
created by a restaurant owner analyzing the competition).

7. Identify the ideas or characteristics from the competition that would enhance the 
business. Ensure that the business has built upon the key success factors and has 
developed a competitive edge. Refer to the factors discussed in Chapter 2 that 
would contribute to a competitive advantage to clarify the key success factors.

In addition to analyzing direct competitors, it is important to think about indirect 
competitors. These are sometimes referred to as substitute products or services. For 
example, if you are in the business of selling video games then all alternative forms of 
entertainment are in direct competition for your product. That list is obviously quite 
long: everything from reading for pleasure to live theatre or concerts to conventional 
television and movies and many more.

marketIng strategy

A well-prepared market analysis and a discussion of the competition are important, both 
as part of the business plan and for ongoing success. Four areas of marketing strategy 
should be addressed:
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1. Marketing decisions that will transform the basic product or service idea into a 
total product or service (discussed earlier in this chapter).

2. Pricing decisions that will set an acceptable exchange value on the total product or 
service.

3. Promotional decisions that will communicate the necessary information to target 
markets (refer to Chapter 7).

4. Distribution decisions regarding the delivery of the product to customers (refer to 
Chapter 7).

Recall that these four areas of marketing strategy are referred to collectively as a 
firm’s marketing mix, and are often referred to as the “4 Ps” of marketing.

marketIng’s “4 Ps”
Before we explore product strategy it is important to understand the elements of a 
marketing mix—what marketers call the “4 Ps.” They are Product, Pricing, Physical Dis-
tribution, and Promotion. This chapter introduces the first two, Product and Pricing, 
while Chapter 7 introduces Physical Distribution and Promotion.

develoPIng ProduCt strategy
ProduCt strategy

Product strategy includes decisions related to the product mix. It covers choices involv-
ing branding, packaging, labelling, and other elements comprising the core component 
of the bundle of satisfaction, whether product or service.

Specifically, product strategy describes the manner in which the product compo-
nent of the marketing mix is used to achieve the objectives of a firm. A product item 
is the lowest common denominator in a product mix. It is the individual item, such 
as one brand of bar soap. A product line is the sum of the related individual product 
items. The relationship is usually defined generically. Two brands of bar soap are 
two product items in one product line. A product mix is the collection of product 
lines within a firm’s ownership and control. A firm’s product mix might consist of a 
line of bar soaps and a line of shoe polishes. Product mix consistency refers to the 
closeness, or similarity, of the product lines. The more items in a product line, the 
greater its depth. The more product lines in a product mix, the greater its breadth. 
Exhibit 6-3 shows the product lines and product mix of a company that sells a wide 
range of ear muffs.

ProduCt marketIng versus  
servICe marketIng
Traditionally, marketers have used the word product as a generic term describing both 
goods and services. However, whether goods marketing and services marketing strate-
gies are the same is questionable. As shown in Exhibit 6-4, certain characteristics—
tangibility, amount of time separating production and consumption, standardization, 
and perishability—lead to a number of differences between the two strategies. Based 
on these characteristics, for example, the marketing of a pencil fits the pure goods 
end of the scale and the marketing of a haircut fits the pure services end. The major 

product strategy
the way the product 
component of the 
marketing mix is 
used to achieve a 
firm’s objectives

product item
the lowest common 
denominator in a 
product mix—the 
individual item

product line
the sum of related 
individual product 
items

product mix
the collection of a 
firm’s total product 
lines

product mix 
consistency
the similarity of 
product lines in a 
product mix

explain product 
strategy and related 
concepts.

4
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implication of this distinction is that marketing services presents unique challenges 
that are not faced in product strategy development.

Although we recognize the benefit of examining the marketing of services as a unique 
form, space limitations require that it be subsumed under the umbrella category of prod-
uct marketing. Therefore, from this point on, a product will be considered to include the 
total bundle of satisfaction offered to customers in an exchange transaction—whether 
a service, a good, or a combination of the two. In addition to the physical product or 
core service, a product also includes complementary components, such as packaging or 
a warranty. Of course, the physical product or core service is usually the most important 
to consumers in an element in the total bundle of satisfaction. But sometimes that main 
element is perceived by customers to be similar for a variety of products. In that case, 
complementary components become the most important features of the product. For 
example, a particular brand of cake mix may be preferred by consumers not because it 
is a better mix, but because of the unique toll-free telephone number on the package 
that can be called for baking hints. Or a certain dry cleaner may be chosen over others 
because it treats customers with respect, not because it cleans clothes exceptionally well.

Exhibit 6-3 
Product Lines and 
Product Mix for an Ear 
Muff Company 

Depth
of the
Product
Lines

Breadth of the Product Mix

13 styles
Multiple colours
in each

12 styles3 styles

Ear Warmers Hats Gloves Training Apparel

• Zone base shirt
• Zone base pant
• Quantum jacket
• Catalyst shirt

Men

16 styles
Multiple colours
in each, some
with headphones

2 styles 14 styles
Multiple
colours
in each

Women

Kids 1 style

Source: http://www.180s.com.

Pure Services
MarketingCharacteristics

Pure Goods
Marketing

Tangibility

Production/
Consumption

Standardization

Perishability

Tangible
goods

Occur at
different times

More
standardization

Less
perishability

Occur at the
same time

Less
standardization

Greater
perishability

 Intangible
goods

Hybrid
Services/

Goods
Marketing

Exhibit 6-4 
Services Marketing 
versus Goods Marketing 

product
a total bundle 
of satisfaction—
including a service, 
a good, or both—
offered to consumers 
in an exchange 
transaction
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ProduCt strategy oPtIons

Failure to clearly understand product strategy options will lead to ineffectiveness and 
conflict in the marketing effort. The major product strategy alternatives of a small busi-
ness can be condensed into six categories, based on the nature of the firm’s product 
offering and the number of target markets:

1. One product/one market
2. One product/multiple markets
3. Modified product/one market
4. Modified product/multiple markets
5. Multiple products/one market
6. Multiple products/multiple markets

Each alternative represents a distinct strategy, although two or more of these strate-
gies can be pursued concurrently. A small firm, however, will usually pursue the alter-
natives in the order listed. Also, keep in mind that once any product strategy has been 
implemented, sales can be increased through certain additional growth tactics. For 
example, within any market, a small firm can try to increase sales of an existing product 
by doing any or all of the following: 

•	 Convincing nonusers in the targeted market to become customers
•	 Persuading current customers to use more of the product
•	 Alerting current customers to new uses for the product
•	 When small firms add products to their product mix, they generally select related 

products. An example would be Totem Bags, featured in “Entrepreneurial Experi-
ences,” which specializes in high fashion shoulder bags and totes. When Melissa 
Richardson adds a new product, by adding another type of unique bag, she expands 
the product line. But there are, of course, strategies that involve unrelated prod-
ucts. For example, a local dealer selling Italian sewing machines might add a line of 
microwave ovens, a generically unrelated product. A product strategy that includes a 
new product quite different from existing products can be very risky. However, this 
strategy is occasionally used by small businesses, especially when the new product fits 
existing distribution and sales systems, or requires similar marketing knowledge.

Adding a new unrelated product to the product mix to target a new market is an 
even higher-risk strategy, as a business is attempting to market an unfamiliar product 
in an unfamiliar market. However, if well planned, this approach can offer significant 
advantages. One electrical equipment service business recently added a private employ-
ment agency. If successful, this product strategy could provide a hedge against volatile 
shifts in market demand. A business that sells both snowshoes and sunblock expects that 
demand will be high in one market or the other at all times, evening out the sales curve 
and maintaining a steady cash flow throughout the year.

BusIness analysIs

Business analysis should be conducted for every new product introduced to a retail out-
let or manufacturing line. Every new product or service idea must be carefully studied 
in relation to several financial considerations. Costs and revenues are estimated and 
analyzed with techniques such as break-even analysis. Any idea failing to show that it can 
be profitable is discarded during the business analysis stage. Four key factors should be 
considered in conducting a business analysis:
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produCt’S reLAtionShip to the exiSting produCt Line
Some firms intentionally add very different products to their product mix. However, in 
most cases, any product item or product line added should be consistent with—or some-
how related to—the existing product mix. For example, a new product may be designed to 
fill a gap in a firm’s product line or in the price range of the products it currently sells. If 
the product is completely new, it should have at least a family relationship to existing prod-
ucts. Otherwise, the new product may call for drastic and costly changes in manufacturing 
methods, distribution channels, type of promotion, and/or manner of personal selling.

CoSt of deVeLopment And introduCtion
One problem in adding new products is the cost of their development and introduc-
tion. Considerable capital outlays may be necessary, including expenditures for design 
and development, market research to establish sales potential and volume potential, 

turning Scrap into Cool—and profitable

We’ve all heard of (and hopefully practice) recy-
cling. Melissa Richardson came up with a new 
product and created a company that does “upcy-
cling.” Her company takes materials from street 
pole banners and other non-biodegradable vinyl 
and nylon materials that would otherwise end up 
in a landfill and turns them into cool stuff.

The idea came to her in 2009 when she real-
ized the colourful pole banners used by the 
National Ballet of Canada to promote their events 
could be re-used—“upcycled”—into uber-high 
fashion shoulder bags and totes. The National Bal-
let liked the idea and the rest is entrepreneurship 
history. Melissa founded Totem Bags as a home-
based business in Toronto, Ontario. “I was preg-
nant with my first child,” she says. “I had no wish 
to return to the corporate world, and spend the 
days away from my family.” When combined with 
her eye for design, knack for sensing opportunity, 
and passion for green business practices, the result 
was Totem Bags.

Ironically, Richardson did have to move out 
of her basement after the first two years of mak-
ing bags. “We needed the space that a warehouse/
storefront could provide,” she says. In addition to 
the pole banners, Totem uses old truck tarpau-
lins, seatbelts salvaged from auto wreckers and 
used bicycle inner tubes to create her durable and 
unique products. Each one is hand-made—they 
cannot be mass-produced. She introduced a spe-
cial line of “Sochi 2014” bags to help Canadians  

celebrate the winter Olympics, and has done spe-
cial runs for many corporate clients including 
Maple Leaf Sports and Entertainment, Rogers 
Mobile, the Shaw Festival, and Chevrolet, in addi-
tion to the National Ballet.

This a great Canadian example of product 
innovation, turning scrap into a valuable product 
that has been well-received by both corporate cli-
ents and individual consumers.

QueStionS:

 1. Given that Richardson has already grown 
her business enough to have to move out 
of her home, it would seem she has aspira-
tions to grow it further. How “scalable” is 
this business or, put another way, how real-
istic is it to grow this business?

 2. Totem Bags relies on several alliances with 
other businesses for the supply of the raw 
materials to make the product. What do 
you think are the key success factors for get-
ting and maintaining those relationships?

 3. Do you think Richardson’s emphasis on 
sustainability or being a “green” business 
provides an advantage in the market?

Sources: “Grab Hold of Cool; Totem Bags Transforms Used 
Banners, Tarps into High-fashion Totes,” National Post, 
March 12, 2014, p. T. 12; and http://www.totembags.ca.

ENTREPRENEURIAL ExPERIENCES
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advertising and sales promotion, patents, and additional equipment. One to three years 
may pass before profits are realized on the sale of a new product.

AVAiLABLe perSonneL And fACiLitieSS
Obviously, having adequate skilled personnel and production equipment is preferable 
to having to add employees and buy equipment. Thus, introducing new products is typi-
cally more appealing if the personnel and the required equipment are already available.

Competition And mArket ACCeptAnCe
Still another factor to be considered in a business analysis is the potential competition 
facing a proposed product in its target market. Competition must not be too intense. 
Some studies, for example, suggest that new products can be introduced successfully 
only if 5 percent of the total market can be secured. The ideal solution, of course, is to 
offer a product that is sufficiently different from existing products or that is in a cost 
and price bracket where it avoids direct competition.

BuIldIng the total ProduCt offerIng
A major responsibility of marketing is to transform a basic product into a total product 
offering. Even when an idea for a unique new pen has been developed into physical 
reality in the form of the basic product, it is still not ready for the marketplace. The 
total product offering must be more than the materials moulded into the shape of the 
new pen. To be marketable, the basic product must be named, have a package, perhaps 
have a warranty, and be supported by other product components. Let’s now examine a 
few of the components of a total product offering.

BrandIng

An essential element of a total product offering is a brand. A brand is a means of iden-
tifying the product—verbally and/or symbolically. The name Canadian Tire is a brand, 
as are the golden arches of McDonald’s. Since a product’s brand name is so important 
to the image of the business and its products, considerable attention should be given 
to the selection of a name.

In general, five rules apply in naming a product:

1. Select a name that is easy to pronounce and remember. You want customers to remember 
your product. Help them do so with a name that can be spoken easily—for 
example, Two Small Men With Big Hearts (a moving service) or Nutralawn  
(a lawn fertilizer business). Ed McNally used “Big Rock” for his specialty brewery, 
knowing that ice-clear mountain water would provide a positive connotation for 
the specialty beers. The name also had a personal meaning for him, and reflected 
the name of a large rock left by the glaciers near his hometown.

2. Choose a descriptive name. A name that is suggestive of the major benefit of the product 
can be extremely helpful. As a name for a sign shop, Sign Language correctly suggests 
a desirable benefit. Blind Doctor is a creative name for a window-blind repair business. 
However, Rocky Road would be a poor name for a business selling mattresses!

3. Use a name that can have legal protection. Be careful to select a name that can be 
defended successfully. Do not risk litigation by copying someone else’s brand 
name. A new soft drink named Professor Pepper would likely be contested by the 
Dr. Pepper company.

brand
a verbal and/or 
symbolic means of 
identifying a product

describe the 
components of a firm’s 
total product offering.

5
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4. Select a name with promotional possibilities. Exceedingly long names are not, for 
example, compatible with good copy design on billboards, where space is at a pre-
mium. A competitor of the McDonald’s hamburger chain is called Pete’s, a name 
that will easily fit on any billboard.

5. Select a name that can be used on several product lines of a similar nature. Customer 
goodwill is often lost when a name doesn’t fit a new line. The name Just Brakes is 
excellent for an auto service shop that repairs brakes—unless the shop later plans 
to expand into muffler repair.

Trademark and service mark are legal terms indicating the exclusive right to use 
a brand. Once an entrepreneur has found a name or symbol that is unique, easy to 
remember, and related to the product or service, an attorney who specializes in trade-
marks and service marks should be hired to run a name or symbol search and then to 
register the trade name or symbol.

PaCkagIng

Packaging is another important part of the total product offering. In addition to pro-
tecting the basic product, packaging is a significant tool for increasing the value of the 
total product.

Gen-x siblings Manjit and Ravinder Minhas, profiled later in this chapter, under-
stand the importance of both labelling and branding. The pair created Mountain Crest 
Classic Lager, a preservative-free authentic lager, to go head to head with the major 
breweries. The local brew has high spirits, with 5.6 percent alcohol, but a low price, 
approximately $5.50 per six-pack. The label shows a clear mountain stream, and clearly 
reflects the name and product quality. Consider for a moment some of the products 
you purchase. How many do you buy mainly because of a preference for package design 
and/or colour? Innovative packaging is frequently the deciding factor for consumers. If 
a product is otherwise very similar to competitive products, its package may create the 
distinctive impression that makes the sale. For example, biodegradable packaging or 
reusable containers may distinguish a firm from its competition.

laBellIng

Another part of the total product is its label. Labelling serves several important pur-
poses for manufacturers, who apply most labels. One of its purposes is to show the 
brand, particularly when branding the basic product would be undesirable. For exam-
ple, a furniture brand is typically shown on a label and not on the basic product. On 
some products, brand visibility is highly desirable; Roots sweatshirts would probably not 
sell as well with the name label only inside the clothing. A label is also an important 
informative tool for consumers. It often includes information on product care and use, 
and may even provide information on how to dispose of the product.

Laws concerning labelling requirements should be reviewed carefully. Be innovative 
in your labelling information, and consider including information that goes beyond the 
specified minimum legal requirements.

WArrAntieS
A warranty is simply a promise, written or unwritten, that a product will do certain 
things or meet certain standards. All sellers make an implied warranty that the 
seller’s title to the product is good. A retailer that deals in goods of a particular 

trademark
an identifying feature 
used to distinguish 
a manufacturer’s 
product

service mark
a legal term 
indicating the 
exclusive right to use 
a brand to identify a 
service

warranty
a promise that a 
product will perform 
at a certain level 
or meet certain 
standards
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kind makes the additional implied warranty that those goods are fit for the ordi-
nary purposes for which they are sold. A written warranty on a product is not always 
necessary. In fact, many firms operate without written warranties, as they are con-
cerned that a written warranty will serve only to confuse customers or make them 
suspicious. 

The federal Consumer Protection Act is the overriding legislation governing warranties 
in Canada; however, most provinces have supplementary legislation covering various 
aspects of warranties. Some of the most notable aspects of the act cover terminology, 
including the use of the terms full, limited, express, and implied. In order for a product to 
get a full warranty designation, the warranty must state certain minimum standards such 
as replacement or full refund after reasonable attempts at repair.

Warranties not meeting all the minimum standards must carry the limited warranty 
designation.

Warranties are important for products that are innovative, relatively expensive, pur-
chased infrequently, relatively complex to repair, and positioned as high-quality goods. 
A business should consider the following factors in rating the merits of a proposed 
warranty policy: 

•	 Cost
•	 Service capability
•	 Competitive practices
•	 Customer perceptions
•	 Legal implications

A successful product offering will consist of a concept that has a comprehensive 
package that includes the core features to meet the needs of the consumer, and addi-
tional secondary features that ensure an overall enhanced consumer experience.

BusIness markets

There are many differences between purchasing by organizations and consumer pur-
chasing. Both the market research process, and the product design process, must be 
modified to reflect the differences. The nature of business buying is varied and could 
include 

•	 Companies that consume, such as manufacturers
•	 Government agencies—local, provincial, and federal
•	 Service institutions such as hospitals, schools, and medical clinics
•	 Resellers such as wholesalers or brokers

Business marketing typically has shorter distribution channels, and places a greater 
emphasis on personal selling. Some of the business marketing characteristics that 
should be considered when creating the marketing mix are as follows: 

•	 Greater reliance on promotion: Trade shows are commonly used to increase exposure 
to a wider range of industrial buyers.

•	 Shorter distribution channels: The manufacturer-to-user relationship is much closer, 
and may not entail any intermediaries. Consequently the buyer–seller relationship 
relies upon a salesforce to create awareness and close deals.

•	 Greater web integration: Website support, and even ordering tied directly to daily 
production, is used by many business to provide comprehensive integrated service 
to key business clients.
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CreatIng a PrICIng strategy
Because a product or service must be priced before it can be sold, deciding on pricing 
is a necessary task in small business marketing. The price of a product or service speci-
fies what the seller requires for transferring ownership or use of that product or service. 
Often, the seller must extend credit to make the product or service more competitive. 
Credit involves an agreement between buyer and seller that payment for a product or 
service will be received at some later date.

Pricing and credit decisions are vital, because they affect both revenue and cash 
flow. Care must always be exercised in making such decisions, because customers dislike 
price increases and restrictive credit policies.

settIng a PrICe

In setting a price, the seller decides the most appropriate price for a product. Setting 
a price would be easy if it weren’t so important to do it systematically. Because total 
sales revenue depends on just two components—sales volume and price—even a small 
change in price can drastically influence revenue. Consider the following situations 
(where, to emphasize the point, we assume no change in demand):

SituAtion A

 Quantity Sold × Price per Unit = Gross Revenue
 250,000 × $3.00 = $750,000

SituAtion B

 Quantity Sold × Price per Unit = Gross Revenue
 250,000 × $2.80 = $700,000

The price per unit in Situation B is only $0.20 lower than that in Situation A. How-
ever, the total reduction in revenue is $50,000! Clearly, a small business can lose signifi-
cant revenues if a price is set too low.

Pricing is also important because it indirectly affects sales quantity. In the above 
example, quantity sold was assumed to be independent of price—and it very well may 
be for a change in price from $3.00 to $2.80. However, a larger decrease or increase 
might substantially affect the quantity sold. Pricing, therefore, has a dual influence on 
total sales revenue. It is important directly as one part of the gross revenue equation and 
indirectly through its impact on quantity demanded.

Before beginning a more detailed analysis of pricing, we should note that services 
are more difficult to price than products because of the intangible nature of services. 
Estimating the cost of providing a service and the demand for that service can be prob-
lematic at best. Thus, the discussions in this chapter focus on product pricing.

Cost determInatIon for PrICIng

For a business to be successful, its pricing must cover total cost plus some profit margin. 
Pricing, therefore, must be based on an understanding of the basic behaviour of costs. 
As illustrated in Exhibit 6-5 total cost includes three components. The first is the cost 
of goods offered for sale. An appliance retailer, for example, must include in the sell-
ing price the cost of the appliance and related freight charges. The second component 

price
a specification 
of what a seller 
requires in exchange 
for transferring 
ownership or use of a 
product or service

credit
an agreement 
between a buyer and 
seller that provides 
for a delayed 
payment for a 
product or service

describe the role of 
cost and demand 
factors in setting a 
price.

6

total cost
the sum of cost of 
goods sold, selling 
expenses, and 
overhead costs
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is the selling cost, which includes the direct cost of the salesperson’s time (salary plus 
commissions), as well as the cost of other selling activities such as advertising and sales 
promotion. The third component is the overhead cost applicable to the given product. 
Included in this cost are warehouse storage, office supplies, utilities, taxes, and salaries. 
All of these cost classifications must be incorporated into the pricing process.

Costs behave differently as the quantity produced or sold increases or decreases. 
Total variable costs are those that increase in total as the quantity of product increases. 
Material costs and sales commissions are typical variable costs incurred as a product 
is made and sold. Total fixed costs are those that remain constant at different levels 
of quantity sold. For example, advertising campaign expenditures, factory equipment 
costs, and salaries of office personnel are fixed costs.

An understanding of the behaviour of different kinds of costs can help a seller 
minimize pricing mistakes. Although fixed and variable costs do not behave in the same 
way, small businesses often treat them identically. An approach called average pricing 
exemplifies this dangerous practice. With average pricing, you divide the total cost 
over a previous period by the quantity sold in that period to arrive at an average cost, 
which is then used to set the current price. For example, consider the cost structure 
of a firm selling 25,000 units of a product in 2013 at a sales price of $8.00 each (see 
Exhibit 6-6). The average unit cost at the sales volume of 25,000 units is $5.00 (that is, 
$125,000/25,000). The $3.00 markup provides a satisfactory profit at this sales volume 
(25,000 × $3 = $75,000).

total variable 
costs
costs that vary 
with the quantity 
produced or sold

total fixed costs
costs that remain 
constant as the 
quantity produced or 
sold varies

average pricing
an approach in 
which total cost for 
a given period is 
divided by quantity 
sold in that period to 
set a price

Exhibit 6-5 
The Three Components 
of Total Cost Used in 
Determining Pricing 

Total Cost

Example costs:
Cost of item
Freight charges

Example costs:
Salesperson´s
time
Advertising

Example costs: 
Storage
Salaries
Taxes

Cost of Goods
Offered Selling Cost Overhead Cost++

Sales revenue (25,000 units @ $8) $200,000

Total costs:

 Fixed costs $75,000

 Variable costs ($2 per unit)  50,000

 125,000

Gross margin $ 75,000

Average cost = 
$125,000

= $5
25,000

Exhibit 6-6 
Cost Structure of a 
Hypothetical Firm, 2013 
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However, consider the impact on profit if sales in 2014 reach only 10,000 units 
and the selling price has been set at the same $3.00 markup, based on 2013’s average 
cost (see Exhibit 6-7). At the lower sales volume (10,000 units), the average unit cost 
increases to $9.50 (that is, 95,000/10,000). This increase is, of course, attributable to the 
need to spread the constant fixed cost over fewer units. The business has lost money. 
Average pricing overlooks the reality of higher average costs at lower sales levels.

Under certain circumstances, pricing at less than total cost can be used as a special 
short-term strategy. Suppose some fixed costs are ongoing even if part of the produc-
tion facility is idle. In this situation, pricing should cover all marginal or incremental 
costs—that is, those costs incurred specifically to get additional business. In the long 
run, however, all costs must be covered.

aPPlyIng a PrICIng system
Break-even analysIs

Break-even analysis involves comparing alternative cost and revenue estimates in order 
to determine the acceptability of each price. A comprehensive break-even analysis has 
two phases: (1) examining revenue–cost relationships and (2) incorporating actual sales 
forecasts into the analysis. Break-even analysis is typically presented by means of formu-
las or graphs; this discussion uses a graphic presentation.

examInIng Cost and revenue relatIonshIPs

The objective of the first phase of break-even analysis is to determine the quantity at 
which the product, at an assumed price, will generate enough revenue to start earning 
a profit. Exhibit 6-8a presents a simple break-even chart reflecting this comparison. 
Total fixed costs are represented by a horizontal section at the bottom of the graph, 
indicating that they do not change with the volume of production. The section for total 
variable costs is a triangle that slants upward, depicting the direct relationship of total 
variable costs to output. The entire area between the upward-slanting total cost line and 
the horizontal base line thus represents the combination of fixed and variable costs. 
The distance between the sales and total cost lines gives the profit or loss position of the 
company at any level of sales. The point of intersection of these two lines is called the 
break-even point, because sales revenue equals total cost at this sales volume.

break-even point
sales volume at 
which total sales 
revenue equals total 
costs

Sales revenue (10,000 units @ $8) $ 80,000

Total costs:

 Fixed costs $75,000

 Variable costs ($2 per unit)  20,000

  95,000

Gross margin $(15,000)

Average cost =
$95,000

=$9.50
10,000

Exhibit 6-7 
Cost Structure of a 
Hypothetical Firm, 2014 

Apply break-even 
analysis and markup 
pricing.

7
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To evaluate other break-even points, additional sales lines for other prices can be plot-
ted on the chart. On the flexible break-even chart shown in Exhibit 6-8b, the assumed 
higher price of $18 yields a more steeply sloped sales line, resulting in an earlier break-
even point. Similarly, the lower price of $7 produces a flatter revenue line, delaying the 
break-even point. Additional sales lines could be plotted to evaluate other proposed prices.

Because it shows the profit area growing larger and larger to the right, the break-even 
chart implies that quantity sold can increase continually. This assumption is unrealistic 
and should be clarified by modifying the break-even analysis with demand information.

Break-even CalCulatIon

Break-Even Point (in units) =  
Total Fixed Costs

 Per-Unit Contribution to Fixed Costs

 
=

   Total Fixed Costs
 Price per Unit − Variable Costs Per Unit

and

Break-Even Point (in dollars) =  
 Total Fixed Costs

 (1 − 
 Variable Cost per Unit ) Selling Price per Unit

To put these equations in short form, let BP = the break-even point, TFC = the total 
fixed costs, VC = variable costs per unit, and P = price per unit. Then,

BP (units) = 
  TFC

 P − VC

BP ($) = 

(   
TFC

  
1 −

 VC ) P

Exhibit 6-8 
Break-Even Graphs for 
Pricing 
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exAmpLe
Your company will make and sell gift baskets from a retail location. Annual fixed costs 
(rent, phone, Internet, accounting fees, insurance, etc.) are $40,000. You sell the gift 
baskets for $25 each, and the variable costs per basket (your cost for the basket, con-
tents, and wages of the person who puts them together for you) are $14.00. What is your 
break-even point in units and dollars?

BP units = 
  TFC 

= 
40,000 

= 3,636.36 (rounded up to  3,637)
 P − VC 25 − 14 
 gift baskets you must sell each year to break even (not lose money)

BP ($) = 
  TFC  

=
  40,000 

= 
40,000 

= 
40,000

 1 − VC  1 − 14 1 − .56 .44
 P 25
 = $90,909.09  of revenues you must earn to break even

Proof: 3,637 units × $25.00 = $90,925 (difference due to rounding)

If you can’t calculate the per unit costs, you have to use total revenues and cost of 
goods sold from the income statement to calculate break-even in dollars.

InCorPoratIng sales foreCasts

The indirect impact of price on quantity sold complicates pricing decisions. Demand 
for a product typically decreases as price increases. However, in certain cases, price may 
influence demand in the opposite direction, resulting in increased demand for a product 
at higher prices. Therefore, estimated demand for a product at various prices, as deter-
mined through marketing research, should be incorporated into the break-even analysis.

An adjusted break-even chart that incorporates estimated demand is developed by 
using the initial break-even data and adding a demand curve. A schedule showing the 
estimated number of units demanded and total revenue at three prices is shown in 
Exhibit 6-9, along with a break-even chart on which a demand curve is plotted from 

) )( (

Exhibit 6-9 
A Break-Even Graph 
Adjusted for Estimated 
Demand 

Units

Costs and
Revenue ($)

Sales
(Price = $12)

Sales (Price = $7)

Sales
(Price = $18)

Total Cost

Sales Curve from
Demand Schedule

Pro
fit

Demand
(Units)

90
60
15

Revenue
($)
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720
270

Price
($)

   7
12
18
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these data. This graph allows a more realistic profit area to be identified. The break-
even point for a unit price of $18 corresponds to a quantity sold that appears impos-
sible to reach at the assumed price, leaving $7 and $12 as feasible prices. Clearly, the 
preferred price is $12. The potential for profit at this price is indicated by the shaded 
area in the graph.

A more complete discussion of methods of forecasting sales (revenue) can be found 
in Chapter 7.

markuP PrICIng

Up to this point, we have made no distinction between pricing by manufacturers and 
pricing by intermediaries such as wholesalers and retailers, since break-even concepts 
apply to all small businesses, regardless of their position in the distribution channel. 
Now, however, we briefly present some of the pricing formulas used by wholesalers 
and retailers. In the retailing industry, where businesses often carry many different 
products, markup pricing has emerged as a manageable pricing system. With this cost-
plus approach to pricing, retailers are able to price hundreds of products much more 
quickly than they could using individual break-even analyses. In calculating the selling 
price for a particular item, a retailer adds a markup percentage (sometimes referred to 
as a markup rate) to cover the following: 

•	 Operating expenses
•	 Subsequent price reductions—for example, markdowns and employee discounts
•	 Desired profit

It is important to have a clear understanding of markup pricing computations. 
Markups may be expressed as a percentage of either the selling price or the cost. For 
example, if an item costs $6 and sells for $10, the markup of $4 represents a 40 percent 
markup on the selling price:

 $4 (markup)  
× 100

$10(selling price)

or  66
2
3

 percent of the cost:

$4 (markup)  
× 100.  Two simple formulas are commonly used per markup calculations:

   $6 (cost)

    Markup     
× 100 = Markup expressed as a percentage of selling price    

Selling Price 

Markup  
× 100 = Markup expressed as a percentage of cost

   Cost

To convert markup as a percentage of selling price to markup as a percentage of 
cost, use the following formula:

Markup as a percentage of selling price 
− Markup as a percentage of selling price × 100

 100%
  = Markup as a percentage of cost
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To convert the other way, use this formula:

Markup as a percentage of cost 
− Markup as a percentage of cost × 100

 100%
  = Markup as a percentage of selling price

seleCtIng a PrICIng strategy
Although techniques such as break-even analysis yield a good idea of a feasible price 
for a specific product, their seemingly precise nature is potentially misleading. Such 
analyses are only one kind of tool for pricing and should not by themselves determine 
the final price. Price determination must also include consideration of market charac-
teristics and the firm’s current marketing strategy. Pricing strategies that reflect these 
additional considerations include penetration pricing, skimming pricing, follow-the-
leader pricing, variable pricing, flexible pricing, bundling, price lining, and what the 
market will bear.1

PenetratIon PrICIng

A firm that uses a penetration pricing strategy prices a product or service at less than its 
normal, long-range market price in order to gain more rapid market acceptance or to 
increase existing market share. This strategy can sometimes discourage new competitors 
from entering a market niche if they mistakenly view the penetration price as a long-range 
price. Obviously, a firm that uses this strategy sacrifices some profit margin to achieve 
market penetration. Mountain Crest is an example of a firm that has grown dramatically 
during the past five years by pursuing an aggressive penetration pricing strategy.

skImmIng PrICIng

A skimming price strategy sets prices for products or services at high levels for a 
limited period of time before reducing prices to lower, more competitive levels. This 
strategy assumes that certain customers will pay a higher price because they view a 
product or service as a prestige item. Use of a skimming price is most practical when 
there is little threat of short-term competition or when start-up costs must be recov-
ered rapidly.

folloW-the-leader PrICIng

A follow-the-leader pricing strategy uses a particular competitor as a model in setting 
a price for a product or service. The probable reaction of competitors is a critical fac-
tor in determining whether to cut prices below a prevailing level. A small business in 
competition with larger firms is seldom in a position to consider itself the price leader. 
If competitors view a small firm’s pricing as relatively unimportant, they may permit 
a price differential to exist. On the other hand, some competitors may view a smaller 
price-cutter as a direct threat and counter with reductions of their own. In such a case, 
the use of a follow-the-leader pricing strategy accomplishes very little.

Prestige pricing entails setting a high price to convey an image of high quality 
or uniqueness. Its influence varies from market to market and product to product. 
Because higher-income markets are less sensitive to price variations than lower-income 
ones, prestige pricing typically works better in these markets. Products sold in markets 

penetration 
pricing strategy
a marketing 
approach that sets 
lower than normal 
prices to hasten 
market acceptance of 
a product or service, 
or to increase market 
share

skimming price 
strategy
a marketing 
approach that sets 
very high prices for a 
limited period before 
reducing them to 
more competitive 
levels

follow-the-leader 
pricing strategy
a marketing 
approach that uses a 
particular competitor 
as a model in setting 
prices

identify specific 
pricing strategies and 
create a price-quality 
grid.

8

prestige pricing
setting a high price 
to convey an image 
of high quality or 
uniqueness
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with low levels of product knowledge are good candidates for prestige pricing. When 
 customers know very little about product characteristics, they often use price as an 
indicator of quality. An example of pricing based on competitive advantage is found 
in the microwave popcorn market. In this market niche, customers are willing to pay a 
premium price for the convenience of microwave packaging—up to six times the price 
of conventional popcorn.2

Crafting Success: minhas Craft Brewery

Just more than a decade ago, flat sales and a heavy 
debt load forced Huber Brewing into Chapter 11 
bankruptcy protection. Today, the oldest brewery 
in Wisconsin, known for its prominent role in the 
U.S. beer industry, is the tenth-largest in the world, 
and ships throughout the U.S. and overseas to 
countries that include Japan and Korea.

The brother and sister team of Ravinder and 
Manjit Minhas launched Mountain Crest Liquors 
Inc. as 18 and 19 year old petroleum engineer-
ing students at the University of Calgary with 
their signature product, Mountain Crest Lager. 
Mountain Crest hired Huber in 2003 to brew 
its beer. By contracting out production, the 
Minhases saved money. Within a few years, they 
decided to buy the Monroe brewery to ensure 
a long-term production source. In September 
2006 Mountain Crest announced its  impending 
purchase of the brewery, and some of the Huber 
 Brewing brands, including Huber, Rhinelander, 
and Wisconsin Club. The price was not  disclosed, 
but the cost of building a similar  brewery 
would have been just less than $100 million,  
Manjit said.

Under new ownership, the relabelled Minhas 
Craft Brewery has undergone $2 million in 
improvements, including a new warehouse, addi-
tional production equipment, and a revamped tap 
room that opened in September. The brewery is 
launching new products, including iEnergy, an 
energy drink, and Lazy Mutt, including a gluten-
free version, aimed at the craft beer market.

Minhas Craft Brewery also does contract 
brewing. Much of the brewery’s production still 
is devoted to Mountain Crest beer and other low-
cost brands. The company is now the fifth-largest 
player in the Canadian market.

The Minhases started Mountain Crest Liquors 
when Manjit saw an opportunity to import 
 inexpensive spirits into Canada. A few years later, 
they entered the beer business with a similar low-
cost model. After hiring a brewmaster to create 
formulas for Mountain Crest and other brands, 
the Minhases began searching for a brewery. 
Rebuffed by Canadian brewers, who didn’t want 
to help a competitor, they hired Huber. Mountain 
Crest Brewing ran local TV ads protesting high 
beer prices, and the Minhases also played up the 
David vs. Goliath theme in their highly publicized 
clashes with Molson and Labatt. Mountain Crest 
Brewing, with annual revenue of $120 million, 
has irritated its competitors. Molson sued in 2002, 
claiming the label for the Mountain Crest brand 
copied the label for its Molson Pilsner brand. The 
dispute was settled out of court.

Today the company has diverse operations that 
include a micro-brewery in Calgary, the plant in 
Wisconsin, a restaurant, a retail store, as well as a 
growing line of products.

QueStionS:

 1. What do you think are the dangers a 
smaller company faces competing against 
much larger competitors?

 2. Evaluate the Minhas’ growth strategy for 
their company. What would you do next if 
you were in their shoes?

Sources: McClatchy-Tribune “Crafting Success: Duo 
Hops to Service in Old Brewery,” October 20, 2007, at 
http://gazettextra.com/news/2007/oct/20/crafting-
success-duo-hops-service-old-brewery, and http//www 
.minhasbrewery.com.

ENTREPRENEURIAL ExPERIENCES
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varIaBle PrICIng

Some businesses use a variable pricing strategy to offer price concessions to certain cus-
tomers, even though they may advertise a uniform price. Concessions are made for vari-
ous reasons, including a customer’s knowledge and bargaining strength. In some fields 
of business, therefore, firms make two-part pricing decisions: they both set a standard 
list price and offer a range of price concessions to particular buyers.

flexIBle PrICIng

Instead of using total cost as the basis for their pricing decisions, firms with a flexible 
pricing strategy take into consideration special market conditions and the pricing prac-
tices of competitors. The following example illustrates this point:

The owner of a high-speed ferry service always charged $10 for a round-trip ticket 
between any two destinations. But the ferry was losing money due to low ridership 
during off-peak hours. The owner decided to differentiate her prices depending on 
the time of day, the type of rider, and the competing modes of transportation in each 
of the ferry’s destinations, such as cars, buses, and commuter trains.

She raised her round-trip price to an average of $12 during commuter and 
weekend hours—the ferry’s busiest times. … For frequent users who couldn’t afford 
the higher rate, she sold monthly passes that resulted in a round-trip price of less 
than $10. Off-peak riders, however, tended to view the ferry as simply a conve-
nient way to get from one place to another. Thus, the owner lowered the price to an 
average of $8 during off-peak hours. As a result, ridership and revenues rose consid-
erably and an annual loss became an annual profit.3

odd-even

Odd numbers are more effective than rounded-off numbers because they make the 
price appear to be lower—even though the difference is only a penny. For example, a 
product is usually priced at $24.99 instead of $25.00.

unIt PrICIng

A unit pricing strategy allows a comparison where a product may be sold in different 
sizes. For example, laundry detergent may be sold in 2 kg, 5 kg, and 8.4 kg packages. 
Without unit pricing it is difficult for consumers to easily see which package represents 
the best value.

loss leaders

Loss leaders are products offered at or slightly below cost to attract people into a store. 
An example would be an electronics retailer advertising a limited number of a popular 
device at a very low price. The retailer knows that a large number of customers drawn 
to the store, even the lucky customers who get the device at the special price, are likely 
to purchase other merchandise, making up for the loss of profit on the special offer.

BundlIng

A bundling strategy involves offering several products for one combined price. 
 Commonly used in the spa or software/hardware industries, the strategy is useful for 

variable pricing 
strategy
a marketing 
approach that sets 
more than one price 
for a good or service 
in order to offer 
price concessions to 
certain customers

flexible pricing 
strategy
a marketing 
approach that offers 
different prices to 
reflect differences in 
customer demand
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moving higher volumes. For example, a spa may combine a facial, manicure, pedicure, 
and massage session to create a “Mother’s Day Special” package. Bundling is a useful 
pricing strategy when 

•	 There are economics of scale in either production or distribution.
•	 Customers appreciate a simplified purchase decision, for example a “Valentine’s 

Day” package.
•	 The marginal costs of bundling are low.
•	 High-volume, high-margin products are being sold.

PrICe lInIng

A price-lining strategy determines several distinct prices at which similar items of retail 
merchandise are offered for sale. For example, men’s suits (of differing quality) might 
be sold at $250, $450, and $800. The inventory level of the different lines depends on 
the income level and buying desires of a store’s customers. A price-lining strategy has 
the advantage of simplifying choice for the customer and reducing the necessary mini-
mum inventory.

What the market WIll Bear

Charging what the market will bear means charging as high a price as possible before 
customers begin to resist by either complaining or deciding not to buy. This is normally 
possible only in situations where no or little competition exists for a product or service, 
meaning that the customer has no or few alternatives for the product or service. This 
strategy often leads to competitors coming into the market sooner or later, resulting in 
a change of pricing strategy.

fInal notes on PrICe strategIes

The relative competitive position of products or services can be depicted using a price-
quality grid, which indicates which items may be “overpriced” or “underpriced” relative to 
their quality and the competition. The grid requires an assessment of the relative quality 
of direct competitors. See Exhibit 6-10 for an example of a price quality grid for Yoga 
and Pilates studios. Note that the studios were evaluated for quality using the following 
criteria: range of classes available, quality of instruction, atmosphere, ease of location 
for customers, availability of parking, specialty classes provided, ease of registration, and 
overall service. Price was based upon the drop-in rate for one class, but could also have 
been evaluated upon a monthly rate.

It should be noted that companies or products that want to be perceived as offer-
ing “value” should be on line with the competition, or to the right of the “value” line. 
Products higher, or to the left of the “value line,” would be perceived as charging too 
much relative to their quality.

Another way to look at value is through the value equation of Value = Benefits/Price. 
Basic mathematics tells us that the only two ways to increase value (in the customer’s 
eyes) are to either reduce price or increase benefits. As discussed earlier, low price is 
not usually a long-term sustainable competitive advantage, so businesses need to focus 
on increasing benefits customers receive from their product or service.

In some situations, local and federal laws must also be considered in setting prices. 
For example, the federal Competition Act generally prohibits price fixing. Most federal 
pricing legislation is intended to benefit small firms as well as consumers by keeping 

price-lining 
strategy
a marketing 
approach that sets 
a range of several 
distinct merchandise 
price levels

what the market 
will bear
a high-price strategy 
sometimes used in 
situations where no 
or little competition 
exists

price-quality grid
a grid that displays 
the relative positions 
of competitive 
products and the 
value they deliver
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large businesses from conspiring to set prices that stifle competition. When a small busi-
ness markets a line of products, some of which may compete with each other, pricing 
decisions must take into account the effects of a single product price on the rest of the 
line. For example, the introduction of a cheese-flavoured chip will likely affect sales of 
an existing flavoured chip. Pricing can become extremely complex in these situations.
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Exhibit 6-10 
Price-Quality Grid for a 
Yoga and Pilates Studio 

1 describe small business marketing.

•	 Small business marketing consists of numerous activities, 
including market analysis and determining the marketing mix.

•	 Three distinct marketing philosophies are the  production-, 
sales-, and consumer-oriented philosophies.

•	 A small business should adopt a consumer orientation to 
marketing.

2 explain the term market and the different 
methods of segmenting markets.

•	 A market is a group of customers or potential customers 
who have purchasing power and unsatisfied needs.

•	 Markets usually have to be segmented based on differences 
or “segmentation variables.” Variable categories include 
benefit, geographic, demographic, and psychographic.

3 identify the components of a formal marketing plan.

•	 The marketing plan should include sections on market 
analysis, the competition, and marketing strategy.

•	 The market analysis should include a customer profile.
•	 Four areas of marketing strategy that should be dis-

cussed in the marketing plan are decisions affecting the 
total product or service, pricing decisions, promotional 
decisions, and distribution decisions.

4 explain product strategy and related concepts.

•	 Product strategy describes how a product is used to 
achieve a firm’s goals.

•	 There are six major product strategy alternatives; they 
are based on the nature of the firm’s product offering 
and the number of target markets.

5 describe the components of a firm’s total product 
offering.

•	 The name is a critical component of a product; it should 
be easy to pronounce and remember, descriptive, eli-
gible for legal protection, full of promotional possibilities, 
and suitable for use on several products.

L o o k i n g  B A C k

BK-NEL-LONGENECKER-140433-Chp06.indd   165 12/30/14   8:15 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 2 Planning and Marketing New Ventures166

NEL

dIsCussIon QuestIons

1. What is the scope of small business mar-
keting? Has it always been as broad as it is 
now? Why or why not?

2. What are the obstacles to adopting a con-
sumer orientation in a small firm?

3. Why is it so important to understand the 
target market?

4. What types of variables are used for market 
segmentation? Would a small firm use the 
same variables as a large business? Why or 
why not?

5. Briefly describe each of the components of a 
formal marketing plan.

6. Describe a competitive matrix. Why is it used 
when developing a product strategy?

7. If a firm has fixed costs of $100,000 and vari-
able costs per unit of $1, what is the break-
even point in units, assuming a selling price 
of $5 per unit?

8. What is the difference between a penetra-
tion pricing strategy and a skimming price 
strategy? Under what circumstances would 
each be used?

9. If a small business has conducted its break-
even analysis properly and finds break-even 
volume at a price of $10 to be 10,000 units, 

•	 Packaging is a significant tool for increasing total 
product value.

•	 A label is an important informative tool, providing 
instructions on product use, care, and disposal.

•	 A warranty can be valuable for achieving customer 
satisfaction.

6 describe the role of cost and demand factors in 
setting a price.

•	 The revenue of a firm is a direct reflection of two compo-
nents: sales volume and price.

•	 When setting a price, a firm should examine the rela-
tionship of price and quality demanded.

7 Apply break-even analysis and markup pricing.

•	 Analyzing costs and revenue under different price 
assumptions identifies the break-even point: the quantity 
sold so that total costs equal total revenue.

•	 Markup pricing is a generalized cost-plus system of 
pricing used by intermediaries with many products.

8 identify specific pricing strategies and create a 
price-quality grid.

•	 Penetration pricing and skimming pricing are short-term 
strategies used when new products are first introduced 
into the market.

•	 Follow-the-leader, variable, and flexible pricing are spe-
cial strategies that reflect the nature of the competition’s 
pricing and concessions to customers.

•	 A price-lining strategy simplifies choices for customers by 
offering a range of several distinct prices.

•	 Provincial and federal laws must be considered in setting 
prices, as well as any impact that a price may have on 
other product-line items.

•	 A price-quality grid can be created to illustrate the relative 
competitive position of your product to your competitors.

k e y  t e r m S

average pricing, p. 156
benefit variables, p. 145
brand, p. 152
break-even point, p. 157
credit, p. 155
customer profile, p. 145
demographic variables, p. 145
flexible pricing strategy, p. 163
follow-the-leader pricing strategy,  

p. 161
geographic variables, p. 145
market, p. 143
market analysis, p. 142

marketing mix, p. 142
penetration pricing strategy,  

p. 161
prestige pricing, p. 161
price, p. 155
price-lining strategy, p. 164
price-quality grid, p. 164
product, p. 149
product item, p. 148
product line, p. 148
product mix, p. 148
product mix consistency, p. 148
product strategy, p. 148

psychographic variables, p. 145
segmentation variables, p. 145
service mark, p. 153
skimming price strategy, p. 161
small business marketing, p. 142
total cost, p. 155
total fixed costs, p. 156
total variable costs, p. 156
trademark, p. 153
variable pricing strategy, p. 163
warranty, p. 153
what the market will bear, p. 164
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sItuatIon 3

Who hasn’t heard of the energy drink Red Bull? It 
established a position as the 900-pound gorilla in 
the growing energy drink market, the best-seller 
in its product category. But Monster energy drink 
(an entrepreneurial rival that is now bottled by the 
Coca-Cola Company) has challenged Red Bull and 
its place at the top. In fact, Beverage Digest reports 
that Monster has gained the edge, selling more 
volume in 2008 than Red Bull. Monster reaches 
its core market of males aged 18–32 by flooding 
retailers with giant (16 ounce/448 mL) cans of its 
various energy drink offerings, in essence super-
sizing the much smaller cans sold by Red Bull. Its 
aggressive image, striking packaging, and over-
sized cans have helped Monster expand its posi-
tion in the growing energy drink market.

Question 1 How can good packaging help a 
product?
Question 2 Why is labelling an important part of 
the packaging for energy drinks like Monster?

Sources: Kenneth Hein, “Monster Goes Small While Amp 
Goes Big,” Brandweek, April 14, 2009, http://www.brandweek 
.com/bw/content_display/news-and-features/packaged-
goods/e3i6266a3e7e491921c7fc1807ad26b877b?pn=1; and 
Roben Farzad, “Who’s Afraid of the Shorts? Not Monster,” 
BusinessWeek, November 28, 2006, p. 40.

sItuatIon 4

Paul Bowlin owns and operates a tree removal, 
pruning, and spraying business in a metropolitan 
area with a population of approximately 200,000. 
The business has grown to the point where Bowlin 
uses one and sometimes two crews, with four or 
five employees on each crew. Pricing has always 
been an important tool in gaining business, but 
Bowlin realizes that there are ways to entice cus-
tomers other than quoting the lowest price. For 
example, he provides careful cleanup of branches 
and leaves, takes out stumps below ground level, 
and waits until a customer is completely satis-
fied before taking payment. At the same time, he 
realizes his bids for tree removal jobs must cover 
his costs. In this industry, Bowlin faces intense 
price competition from operators with more 

should it price its product at $10? Why or  
why not?

10. What is a price-quality grid, and why would 
preparing one help in selecting a price?

you make the Call

sItuatIon 1

Carson Smith is an employee of a small family-
owned manufacturing plant located in his home-
town of Halifax. One day, while waiting to see 
someone at a competitor’s business, he noticed 
a memo tacked to a bulletin board and read it. 
The memo described a forthcoming promotional 
campaign and details of a new pricing strategy. 
Upon leaving the plant, Smith returned to his 
office and informed management of the details 
of the memo.

Question 1 Is this a legitimate form of marketing 
research? Why or why not?
Question 2 Do you consider Smith’s behaviour to 
constitute spying?
Question 3 What would you have done in his  
situation?

sItuatIon 2

An Chun is a 31-year-old who wants to start her own 
company. Chun has no previous business expe-
rience but has an idea for marketing an animal-
grooming service, using an approach similar to 
that used for pizza delivery. When a customer calls, 
she will arrive in a van in less than 30 minutes and 
provide the grooming service. Many of her friends 
think the idea has promise but dismiss her efforts 
to seriously discuss the venture. However, Chun 
is not discouraged; she plans to purchase the van 
and the necessary grooming equipment.

Question 1 What target market or markets can you 
identify for Chun? How could she forecast sales 
for her service in each market?
Question 2 What advantage does her business 
have over existing grooming businesses?
Question 3 How would a competitive matrix be 
useful when determining her product mix?
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 sophisticated wood-processing equipment, such as 
chip grinders. Therefore, he is always open to sug-
gestions about pricing strategy.

Question 1 What types of costs should Bowlin 
evaluate when he is determining his break-even 
point?

Question 2 What pricing strategies could Bowlin 
adopt to further his long-term success in this 
market?
Question 3 How can the high quality of Bowlin’s 
work be used to justify somewhat higher price 
quotes?

exPerIentIal exerCIses

1. Prepare a price-quality grid by referring to 
three or four fast-food outlets at your col-
lege or university. Use the grid to determine 
if any of the outlets are not providing a 
good value, and which is providing the best 
value.

2. Interview a small business owner regarding 
his or her pricing strategy. Prepare a report 
on your findings.

3. Visit a local retail store and observe brand 
names, package designs, labels, and warran-
ties. Choose good and bad examples of each, 
and report back to the class.

4. Consider your most recent meaningful pur-
chase. Compare the decision-making pro-
cess you used to the four stages of decision 
making presented in this chapter. Report your 
conclusions.

Case 6

naPIer enterPrIses (P. 462)

The makers of the Sportzline of vehicle camping 
tents turn to market research to help them increase 
sales in the Canadian consumer market.

alternatIve Cases for ChaPter 6 

Case 2, Dillon’s Small Batch Distillers, p. 452
Case 8, iYellow Wine Club, p. 465
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Promotional strategies

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Explain the role of distribution in 
marketing.

2 Describe the major considerations in 
structuring a distribution system.

3 Describe the communication process 
and the factors determining a 
promotional mix.

4 Identify advertising options for a small 
business.

5 Discuss the use of sales promotion 
tools and describe personal selling 
activities.

6 Discuss methods of determining the 
appropriate level of promotional 
expenditure.

ChApter 7
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i n  t h e  S p o t L i g h t

Steam Whistle Brewing
The Steam Whistle story began in the spring of 1998 when three friends were on a canoe trip in 
the Ontario heartland. Greg Taylor, Cam Heaps, and Greg Cromwell had been colleagues at one 
of Canada’s premier microbreweries in the late 1980s and 1990s before it was bought out by a 
national brewer and closed down. As they sat around the campfire, the self-named “three Fired 
Guys” dreamed of running their own brewery. They wanted to make a pilsner that would compete 
with the best in the world.

They wrote a plan, attracted investors, started their brewery, and have since won numerous 
brewing and other awards, including 2010 “Canada’s 10 Most Admired Corporate Cultures,” 
“Canada’s Top Employers for Young People,” “Canada’s Greenest Employers,” and in 2013 the 
Ontario Craft Brewers Centre of Excellence Award. Steam Whistle is a success not only because 
of the quality of its beer, but also due to its creative promotions. The company uses vintage trucks, 
such as a 1949 International Stake Truck painted bright green and sporting shiny chrome wheels, 
and a 1957 Chevy pickup that has been fully restored and painted metallic blue. The branding of 
the brewery is based upon the sounds of steam rushing from factory whistles, signalling the end of 
a workday and time for personal reward. The whistles were icons of a golden era of prosperity, 
when things were built to last and the marketing of goods relied on a relationship of trust between 
manufacturers who produced quality goods and their consumers. The beer folks at Steam Whistle 
use unique vehicles to reflect their unique character and quality craftsmanship. With customers 
across the country, and awards such as being named one of the 50 Best Managed Companies in 
Canada for the sixth successive year in 2014, Steam Whistle is an example of a great start-up that 
has grown into a true Canadian success story.

The Steam Whistle team believe in being more than just a manufacturer. They also believe in 
contributing to the social fabric of the community. Steam Whistle Brewing sponsors literally hun-
dreds of charitable, cultural, and community organizations and events each year.

The Steam Whistle team has found their niche.
www.steamwhistle.ca

diSCuSSion QueStionS:

1. Do you think Steam Whistle’s unconventional promotion methods are effective? Why or why not?
2. What role do you think charitable donations (a form of CSR or Corporate Social Responsibility) 

have in supporting the promotion of Steam Whistle’s products?

Source: http://www.steamwhistle.ca.
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Chapter 6 introduced you to the first two of marketing’s “4 Ps,” Product and Pricing. This 
chapter introduces you to the other second two, Physical Distribution and Promotion.

The old adage “Build a better mousetrap and the world will beat a path to your 
door” highlights the importance of innovation in building a successful marketing pro-
gram but ignores the roles of other vital marketing activities. Promotion, for example, is 
essential for informing customers about any new, improved “mousetrap” and how they 
can get to the “door.” It is important to understand that each of the 4 “Ps” of marketing 
are inter-related and marketing decisions must be consistent across them.

Steam Whistle has created a competitive advantage through its premier product in 
conjunction with an effective promotional strategy.

Promotion consists of marketing communications that inform consumers about a 
firm’s product and persuade them to use it. Small businesses use promotion in varying 
degrees, with most firms using a mixture of promotional strategies. The promotional 
techniques discussed in this chapter are personal selling, advertising, and using sales 
promotional tools.

The Role of DisTRibuTion AcTiviTies in 
MARkeTing
Entrepreneurs frequently consider distribution to be less glamorous than other mar-
keting activities such as packaging, name selection, and promotion. Nevertheless, an 
effective distribution system is just as important to a small firm as a unique package, a 
clever name, or a creative promotional campaign. Prior to formalizing a distribution 
plan, a small business manager should understand and appreciate certain underlying 
principles of distribution, which apply to both domestic and international distribution.

DisTRibuTion DefineD

In marketing, distribution encompasses both the physical movement of products and 
the establishment of intermediary (middleman) relationships to guide and support 
such product movement. The activities involved in the physical movement form a spe-
cial field called physical distribution, or logistics. The intermediary relationships are 
called channels of distribution.

Distribution is essential for both tangible and intangible goods. Since distribution 
activities are more visible for tangible goods (products), our discussion will focus on 
them. Most intangible goods (services) are delivered directly to the user. An income tax 
preparer and a barber, for example, serve clients directly. However, marketing a per-
son’s labour can involve channel intermediaries, as when, for example, an employment 
agency is used to provide temporary employees for an employer.

FunCtionS oF intermediArieS
Intermediaries exist to carry out necessary marketing functions and can often per-
form these functions better than the producer or the user of a product. Let’s con-
sider a producer of fruitcakes as an example illustrating the need for intermediaries. 
This producer can perform its own distribution functions—such as delivery—if the 
geographic market is extremely small, if customers’ needs are highly specialized, and 
if risk levels are low. However, intermediaries may be a more efficient means of dis-
tribution if, for example, customers are widely dispersed or a need exists for special 
packaging and storage. Of course, many types of small firms, such as retail stores, also 

promotion
marketing 
communications that 
inform and persuade 
consumers

distribution
physically moving 
products and 
establishing 
intermediary 
channels to support 
such movement

physical 
distribution 
(logistics)
the activities 
involved in the 
physical movement 
of products

channel of 
distribution
a system of 
intermediaries that 
distribute a product

explain the role 
of distribution in 
marketing.
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function as intermediaries. Four main functions of intermediaries are breaking bulk, 
assorting, providing information, and shifting risks.

BreAking BuLk Few individual customers demand quantities that are equal to the 
amounts manufacturers produce. Therefore, channel activities known as breaking bulk 
take the larger quantities produced and prepare them for individual customers. Whole-
salers and retailers purchase large quantities from manufacturers, store these invento-
ries, and then break bulk (sell them to customers in the quantities they desire).

ASSorting Customers’ needs are diverse, requiring many different products. Interme-
diaries facilitate shopping for a wide variety of goods through the assorting process. 
Assorting consists of bringing together homogeneous lines of goods into a heteroge-
neous assortment. For example, a small business that produces a special golf club can 
benefit from an intermediary that carries many other golf-related products and sells to 
retail pro shops. It is much more convenient for a pro shop manager to buy from one 
supplier than from dozens of individual producers.

providing inFormAtion One of the major benefits of using an intermediary is infor-
mation. Intermediaries can provide a producer with helpful data on market size and 
pricing considerations, as well as information about other channel members. Interme-
diaries may even provide credit to final purchasers.

ShiFting riSkS By using intermediaries called merchant middlemen, who take title to the 
goods they distribute, a small firm can often share or totally shift business risks. Other 
intermediaries, such as agents and brokers, do not take title to the goods.

e-CommerCe And diStriBution Today most companies manage their distribution channels 
using the Internet for accepting orders from customers, tracking shipments, confirming 
receipt of goods and for getting paid. Functions that were largely manual processes 20 years 
ago have now become fully automated through the use of secure, online portals.

typeS oF ChAnneLS oF diStriBution
A channel of distribution can be either direct or indirect. In a direct channel of distribu-
tion, there are no intermediaries; the product goes directly from producer to user. In 
an indirect channel of distribution, there may be one or more intermediaries between 
producer and user.

Exhibit 7-1 depicts the various options available for structuring a channel of distri-
bution. Door-to-door retailing and web-based marketing are familiar forms of the direct 
channel system for distributing consumer goods. A growing trend in the past decade 
has been the growth of home parties to sell a wide range of consumer goods. The Pam-
pered Chef offers high-end kitchen tools at in-home parties hosted by its independent 
kitchen consultants. A similar distribution system is used by Usborne Books Company, 
a supplier of educational children’s books that has dramatically expanded, by offering 
home-based consultants commissions of 20–27 percent of sales in addition to “free” 
products. Refer to www.pamperedchef.com and www.usbornebooks.com. The remain-
ing channels shown in Exhibit 7-1 are indirect channels involving one, two, or three 
levels of intermediaries. As a final consumer, you are naturally familiar with retailers. 
Likewise, industrial purchasers are equally familiar with industrial distributors. Chan-
nels with two or three stages of intermediaries are probably the most typical channels 
used by small firms that have large geographic markets. Note that a small firm may use 
more than one channel of distribution—a practice called dual distribution.
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Firms that successfully employ a single distribution channel may switch to dual dis-
tribution if an additional channel will improve overall profitability. For example, Rayne 
Longboards symbolizes a standard manufacturer retail distribution by selling through 
retail outlets in North America and Europe. However, the company pursues multiple 
channels of distribution by also selling over the Internet. Refer to “Entrepreneurial 
Experiences.” Many retailers have addressed the need for faster and easier-to-access 
shopping by offering online ordering of their products and services.

Direct Channel Indirect Channels

Producer

Consumers or
Industrial User

Agent/Broker
Channel

ProducerProducerProducer

Agents or
Brokers

WholesalersWholesalers

Retailers or
Industrial

Distributor

Retailers or
Industrial

Distributor

Retailers or
Industrial

Distributor

Consumers or
Industrial User

Consumers or
Industrial User

Consumers or
Industrial User

Retailer
Channel

Wholesaler
Channel

Exhibit 7-1  
Alternative Channels of 
Distribution 

effective distribution

Rayne Longboards is an exporting success story. 
Although owner Graham Buksa launched the 
Vancouver–based manufacturing venture in April 
2004, his dream began in 2002 with a new long-
board (a longboard is a skateboard used for trans-
portation, cruising, and downhill racing) design 
sketch on a scrap of paper. Buksa had planned 

to make a single longboard, but soon discovered 
software and machinery that would enable him to 
professionally prototype longboards.

In 2003, after making a number of skate-
boards, Buksa decided he loved doing it. He 
ordered wood, quit his job, and spent two months 
making 65 longboards. After enjoying a reasonably 

ENTREPRENEURIAL ExPERIENCES
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sTRucTuRing A DisTRibuTion sysTeM
A firm that is starting from scratch and wants to shape its own distribution system needs 
to give attention to several important considerations.

builDing A chAnnel of DisTRibuTion

There are three main factors in building a channel of distribution: costs, coverage, and 
control.

CoStS
Business managers should not think that a direct channel is inherently less expensive 
than an indirect channel just because there are no intermediaries. A small firm may well 
be in a situation in which the least expensive channel is indirect. For example, a firm 
producing handmade dolls will probably not own trucks and warehouses for distribut-
ing its product directly to customers but will rely on established intermediaries because 
of the lesser total cost of distribution. Small firms should also look at distribution costs 
as an investment—spending money in order to make money. They should ask them-
selves whether the money they “invest” in intermediaries (by selling the product to them 
at a reduced price) would get the job done if they used direct distribution.

CoverAge
Small firms often use indirect channels of distribution to increase market coverage. Let’s 
consider a small manufacturer whose salesforce can make 10 contacts a week. This direct 
channel provides 10 contacts a week with the final users of the product. Now consider an 
indirect channel involving 10 industrial distributors, each making 10 contacts a week with the 
final users of the product. With this indirect channel, and no increase in the salesforce, the 
small manufacturer is able to expose its product to 100 final users a week.

ControL
A third consideration in choosing a distribution channel is control. A direct channel of 
distribution provides more control. For example, Bernard Callebaut retains tight control 
over the manufacturing and distribution of his internationally recognized chocolates.  

successful summer and receiving great industry 
reviews in the United States, he prepared a busi-
ness plan and pursued his dream.

Rayne Longboards began by selling through 
11 shops in Alberta and B.C. in 2004. Today 
the company has over 100 distribution dealers 
worldwide.

Buksa says his original business has led to 
other opportunities, such as a series of wheels. 
The company’s long-term goals are to develop 
longboards using sustainable materials and to 
expand into ski and snowboard technology. For 
information about Rayne Longboards, go to www.
raynelongboards.com.

QueStionS:

 1. Do you think Graham Buksa’s experience 
in creating his business is typical or atyp-
ical of how entrepreneurs find opportuni-
ties? Why or why not?

 2. Buksa embarked on a global distribution 
strategy before he had fully exploited the 
Canadian market. Do you think this is a 
good idea for young Canadian companies? 
Why or why not?

Source: http://www.raynelongboards.com.

describe the major 
considerations 
in structuring a 
distribution system.

2
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The chocolates are created at a modern facility then shipped to retailers  
across North America. Control is maintained through a detailed distributorship 
agreement, as well as the use of mystery shoppers who ensure that product display  
and service complies with the Bernard Callebaut operating standards. Refer to www 
.bernardcallebaut.com for more information. With an indirect channel, a product  
may not be marketed as intended. As such, a small firm must select intermediaries 
that provide the desired support.

The scope of physicAl DisTRibuTion

In addition to the intermediary relationships that make up a channel, there must also 
be a system of physical distribution. The main component of physical distribution is 
transportation. Additional components are storage, materials handling, delivery terms, 
and inventory management. The following sections briefly examine all these topics 
except inventory management, which is discussed in Chapter 12.

trAnSportAtion
The major decision regarding transportation concerns what mode to use. Available 
modes of transportation are traditionally classified as airplanes, trucks, railroads, pipe-
lines, and waterways. Each mode has unique advantages and disadvantages. The choice 
of a specific mode of transportation is based on several criteria: relative cost, transit 
time, reliability, capability, accessibility, and traceability.1

Transportation intermediaries are legally classified as common carriers, contract 
carriers, and private carriers. Common carriers, which are available for hire to the gen-
eral public, and contract carriers, which engage in individual contracts with shippers, 
are subject to regulation by federal and/or provincial agencies. Shippers that own their 
means of transport are called private carriers.

StorAge
Lack of space is a problem common to many small businesses. When a channel system 
uses merchant middlemen or wholesalers, for example, title to the goods is transferred, 
as is responsibility for the storage function. On other occasions, the small business must 
plan for its own warehousing. If a firm is too small to own a private warehouse, it can 
rent space in public warehouses. If storage requirements are simple and do not involve 
much special handling equipment, a public warehouse can provide economical storage.

mAteriALS hAndLing
A product is worth little if it is in the right place at the right time but is damaged. There-
fore, a physical distribution system must arrange for materials-handling methods and 
equipment. Forklifts as well as special containers and packaging are part of a materials-
handling system.

deLivery termS
A small but important part of a physical distribution system is the terms of delivery. Deliv-
ery terms specify which party is responsible for several aspects of physical distribution:

•	 Paying the freight costs
•	 Selecting the carriers
•	 Bearing the risk of damage in transit
•	 Selecting the modes of transport

common carriers
transportation 
intermediaries 
available for hire to 
the general public

contract carriers
transportation 
intermediaries 
that contract with 
individual shippers

private carriers
shippers that own 
their means of 
transport
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The simplest delivery term and the one most advantageous to a small business as 
seller is FOB (free on board) origin, freight collect. These terms shift all the responsibil-
ity for freight costs to the buyer. Title to the goods and risk of loss also pass to the buyer 
at the time the goods are shipped.

ChALLengeS in getting diStriBution
For many new ventures and small businesses, the challenges involved in getting distri-
bution are many. The task of getting retailers to carry new products can be daunting. 
A small, local manufacturer may have to convince a number of local retailers to carry 
its product, and is often in a weak bargaining position, resulting in unfavourable terms 
such as selling on a consignment basis, where the manufacturer gets paid only when 
the product is sold.

Gaining access to a broader market involves finding distributors or dealers willing to 
carry your product. This leaves much of the marketing process in their hands, and the 
success of the manufacturer is very dependent on how much effort the intermediary 
puts into trying to sell the product down the distribution channel. The chapter-opening 
story of Steam Whistle illustrates that it can be successfully done if your product has 
sufficient market appeal. It also illustrates the need to look at multiple channels of  
distribution in order to be successful.

The coMMunicATion pRocess in pRoMoTion
Promotion is based on communication. In fact, promotion is worthless unless it effec-
tively communicates a firm’s message. Therefore, let’s begin by looking at the connec-
tion between the communication process and promotional strategy.

Communication is a process with identifiable components. The challenge is twofold:  
(1) to create the promotions that will be most effective in creating awareness and motivation 
to buy in the target market, and (2) creating a cost-effective promotion program. Most small 
businesses cannot afford the sophisticated and expensive marketing campaigns pursued by 
large companies. The communication process is most effective when it integrates key mar-
keting goals, such a cohesive promotion mix and a follow-up evaluation of the promotions 
to determine their effectiveness. Most small businesses fail at determining the effectiveness 
of their promotion efforts. This can be as simple as asking customers how they heard about 
the company. This can be done in a physical location by staff, on the telephone or a question 
on a website ordering page. Data tracked this way can be analysed to adjust the promotion 
efforts to make more efficient use of the business’ promotional budget. Refer to Exhibit 7-2 
for an overview of the communications process.

A promotional mix involves a combination of the various promotional methods—
personal selling, advertising, and using promotional tools. The composition is deter-
mined by four major factors. The first factor is the geographical nature of the market 
to be reached. A widely dispersed market generally requires mass coverage through 
advertising, in contrast to the more costly individual contacts of personal selling. On the 
other hand, if the market is local, with a relatively small number of customers, personal 
selling is more feasible.

The second factor is the firm’s target customers. Shotgun promotion, which “hits” 
potential customers and nonpotential customers alike, is expensive. An advertising 
program can be fine-tuned to some extent through consumer analysis, and the media 
can provide helpful profiles of their audiences. But first a small business has to carefully 
determine its target market.

promotional mix
a blend of selling, 
advertising, and 
promotional tools 
aimed at a target 
market

describe the 
communication 
process and the 
factors determining  
a promotional mix.
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The third factor that influences the promotional mix is the product’s characteristics. 
If a product is of high unit value, such as a mobile home, personal selling will be a vital 
ingredient in the mix. Personal selling is also an effective method for promoting highly 
technical products, such as automobiles or street-sweeping machinery. On the other 
hand, advertising is more effective for a relatively inexpensive item, such as razor blades.

The fourth consideration in developing a promotional mix is budget. For example, 
the high total cost of the optimum promotional mix, which could include expensive 
television advertising, may necessitate substitution of a less expensive alternative. The 
small business owner should identify the promotional mix that will reach the target 
market, then allocate the budget accordingly.

ADveRTising pRAcTices foR sMAll fiRMs
A vital part of small business promotion, advertising is the impersonal presentation of an 
idea that is identified with a business sponsor. This idea is projected through mass media, 
including television, radio, magazines, newspapers, billboards, and increasingly, online.

The numbers don’t lie: advertising in traditional media is on the decline while 
online and mobile marketing and advertising is growing at double-digit rates. According  

advertising
the impersonal 
presentation of 
a business idea 
through mass media

identify advertising 
options for a small 
business.

4

The Communication Process

Product
Strategy

Distribution
Strategy

Pricing
Strategy

Communication
Strategy

Business Plan

• Establish goals: sales, market share, number of customers
• Establish budget: refer to industry standard, breakdown 

monthly; what will it cost to reach your customer
• Select promotion mix: personal sales, advertising, 

Internet, promotion, public relations
• Evaluate effectiveness: compare actual performance 

against goals; modify promotion mix, and budget as 
necessary

Target Market
Analysis

Competitive
Analysis

Marketing Plan

Target Market
Analysis

Exhibit 7-2  
Overview of the  
Communication Process 

BK-NEL-LONGENECKER-140433-Chp07.indd   178 29/12/14   8:11 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 7 Distribution and Promotional Strategies 179

NEL

The third factor that influences the promotional mix is the product’s characteristics. 
If a product is of high unit value, such as a mobile home, personal selling will be a vital 
ingredient in the mix. Personal selling is also an effective method for promoting highly 
technical products, such as automobiles or street-sweeping machinery. On the other 
hand, advertising is more effective for a relatively inexpensive item, such as razor blades.

The fourth consideration in developing a promotional mix is budget. For example, 
the high total cost of the optimum promotional mix, which could include expensive 
television advertising, may necessitate substitution of a less expensive alternative. The 
small business owner should identify the promotional mix that will reach the target 
market, then allocate the budget accordingly.

ADveRTising pRAcTices foR sMAll fiRMs
A vital part of small business promotion, advertising is the impersonal presentation of an 
idea that is identified with a business sponsor. This idea is projected through mass media, 
including television, radio, magazines, newspapers, billboards, and increasingly, online.

The numbers don’t lie: advertising in traditional media is on the decline while 
online and mobile marketing and advertising is growing at double-digit rates. According  

advertising
the impersonal 
presentation of 
a business idea 
through mass media

to the Interactive Advertising Bureau (IAB) Canada, online and mobile advertising rev-
enue in Canada exceeded $3.1 billion in 2012, up 15 percent from 2011 and is expected 
to grow at over 15 percent annually for the next several years.2 It now represents over 
25 percent of major media advertising expenditures.

While Exhibit 7-3 shows percentage changes, it does not tell us the share of expen-
ditures on Canadian Media. Exhibit 7-4 shows the percentage share of total media 
spending by medium.

ADveRTising objecTives

Regardless of the medium, all advertising starts with a set of objectives that guide the 
decisions that must be made.

As its primary goal, advertising seeks to sell by informing, persuading, and reminding 
customers of the existence or superiority of a firm’s product or service. To be success-
ful, it must rest on a foundation of product quality and efficient service; advertising can 
bring no more than temporary success to an inferior product. It must always be viewed 
as a complement to a good product and never as a replacement for a bad product.

The business owner must avoid creating false expectations with advertising, as such 
expectations can effectively reduce customer satisfaction. Advertising can accentu-
ate a trend in the sale of an item or product line, but it seldom has the power to 

Exhibit 7-3  
Canadian Media  
Expenditures 2010-2014 
Percentage Change 

Canadian Media Expenditures 2008–2010—Percent Change

Shrinking

TV 5.5%

Radio 4.5%

Newspapers –1.7%

General Magazines –5.4%

Direct Mail –4.7%

*Online includes Internet display, Internet classified, paid search, mobile, games, and
other interactive media.

Business Magazines 0%

Growing

Online 38%

Source: Data from Canadian Marketing Association, Marketing Facts 2014, p. 62.
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reverse a trend. It must, consequently, be able to reflect changes in customer needs and 
preferences.

At times, advertising may seem to be a waste of money. It is expensive and adds 
little utility to the product. But the primary alternative to advertising is personal selling, 
which is often more expensive and time consuming.

Types of ADveRTising

The two basic types of advertising are product advertising and institutional advertising. 
Product advertising is designed to make potential customers aware of a particular prod-
uct or service and their need for it. Institutional advertising, on the other hand, conveys 
information about the business itself. It is intended to keep the public conscious of the 
company and enhance its image.

The majority of small business advertising is of the product type. Small retailers’ 
advertisements stress products almost exclusively—weekend specials in a supermarket, 
for example. It is important to note, however, that the same advertisement can convey 
both product and institutional themes. Furthermore, a firm may stress its product in 
online advertisements, while using institutional advertising in the Yellow Pages. Deci-
sions regarding the type of advertising to be used should be based on the nature of the 
business, industry practice, available media, and the objectives of the firm.

The five foRMs of MeDiA

According to the consulting firm McKinsey & Company there are three traditional 
forms of advertising media: paid, owned, and earned. Recently, two new forms of adver-
tising have emerged: sold and hijacked.

Traditional paid media include television, radio, newspaper, magazine, Web banner 
advertisements, and so on. The advertiser pays for the space and controls the message 
it is sending out to consumers. With owned media, the company uses its own chan-
nels to advertise through catalogues, websites, email broadcast, Facebook pages, and 
its own retail stores. Earned media is where consumers create or share the company’s 
media. Examples would be keyword searches on search engines, forwarding popular  

product 
advertising
the presentation 
of a business idea 
designed to make 
potential customers 
aware of a specific 
product or service 
and their need for it

institutional 
advertising
the presentation of 
information about 
a particular firm, 
designed to enhance 
the firm’s image

commercials or posting them to YouTube, consumer ratings and reviews, and rankings 
on community sites.

Sold media involves inviting other marketers to place content on a company’s owned 
media. Two examples of this are an e-commerce website that sells advertising space on 
its site, and a consumer marketer creating an online community of users and offering 
advertising space for sale to its members.

Hijacked media is a relatively new phenomenon where a company’s advertising 
campaign is “taken hostage” by consumers who oppose it. This is done in several ways, 
including using Facebook and Twitter to rally opposition and even making parodies of 
the company’s advertisements and distributing them through social media or posting 
them on YouTube.3

Many companies today monitor what the public is saying about them on social 
media sites and may try to manage the online conversation to put their company in the 
most positive light. One example is the ongoing Facebook conversation among consum-
ers who dislike the long waiting lines at many Tim Hortons’ locations. The company is 
very aware of it but so far has found no solution to the ill will being created. In fact, the 
company may simply be ignoring the ill will; some believe standing in the line at Tim’s 
is a part of the experience!

fRequency of ADveRTising

Determining how often to advertise is an important and highly complex issue for a 
small business. Obviously, advertising should be done regularly, and attempts to stimu-
late interest in a firm’s products or services should be part of an ongoing promotional 
program. One-shot advertisements that are not part of a well-planned promotional 
effort lose much of their effectiveness in a short period. Some noncontinuous, or sea-
sonal, advertising may be justified, such as advertising to prepare consumers for accep-
tance of a new product or a Boxing Day sale.

The MessAge

Most small businesses rely on others’ expertise to create their promotional messages. 
Fortunately, there are several sources for this specialized assistance: advertising agen-
cies, suppliers, trade associations, and advertising media.

Advertising agencies can provide the following services:

•	 Furnish design, artwork, and copy for specific advertisements and/or commercials
•	 Evaluate and recommend the advertising media with the greatest “pulling power”
•	 Evaluate the effectiveness of different advertising appeals
•	 Advise on sales promotions and merchandise displays
•	 Conduct market sampling studies to evaluate product acceptance or determine 

the sales potential of a specific geographic area
•	 Provide mailing lists

Since advertising agencies generally charge fees for their services, an entrepreneur 
must ensure that the return from those services will be greater than the fees paid. Qual-
ity advertising assistance can best be provided by a competent agency. Of course, with 
the high level of technology currently available, creating print advertising in-house is 
becoming increasingly common among small firms.

Other outside sources may assist in formulating and carrying out promotional 
 programs. Suppliers often furnish display aids and even entire advertising programs to 

paid media
television, radio, 
newspaper, magazine, 
and other media 
where a business 
may place a paid 
advertisement

owned media
a business’ own 
controlled channels 
such as catalogues, 
websites, e-mail 
broadcasts, Facebook 
pages, and retail 
stores

earned media
media where 
consumers create or 
share the business’ 
media such as 
keyword searches 
on search engines, 
posting video 
to YouTube and 
consumer ratings or 
reviews

sold media
inviting other 
marketers to place 
content on a 
business’ website or 
creation of online 
communities of users 
offering advertising 
space for sale to its 
members

hijacked media
using social media 
to oppose a business’ 
advertising campaign 
or other actions

Exhibit 7-4  
Total Share of Media 
Spending by Medium, 
2013 

General
Magazines

4.1%

Business
Magazines

3.5%

TV
24.9%

Radio
11%

Newspapers
12.7%

Online
(including
mobile)
20.3%

Other
15.1%

Direct
Mail
8.4%

Source: Data from Canadian Marketing Association, Marketing Facts 2014, p. 65.
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commercials or posting them to YouTube, consumer ratings and reviews, and rankings 
on community sites.

Sold media involves inviting other marketers to place content on a company’s owned 
media. Two examples of this are an e-commerce website that sells advertising space on 
its site, and a consumer marketer creating an online community of users and offering 
advertising space for sale to its members.

Hijacked media is a relatively new phenomenon where a company’s advertising 
campaign is “taken hostage” by consumers who oppose it. This is done in several ways, 
including using Facebook and Twitter to rally opposition and even making parodies of 
the company’s advertisements and distributing them through social media or posting 
them on YouTube.3

Many companies today monitor what the public is saying about them on social 
media sites and may try to manage the online conversation to put their company in the 
most positive light. One example is the ongoing Facebook conversation among consum-
ers who dislike the long waiting lines at many Tim Hortons’ locations. The company is 
very aware of it but so far has found no solution to the ill will being created. In fact, the 
company may simply be ignoring the ill will; some believe standing in the line at Tim’s 
is a part of the experience!

fRequency of ADveRTising

Determining how often to advertise is an important and highly complex issue for a 
small business. Obviously, advertising should be done regularly, and attempts to stimu-
late interest in a firm’s products or services should be part of an ongoing promotional 
program. One-shot advertisements that are not part of a well-planned promotional 
effort lose much of their effectiveness in a short period. Some noncontinuous, or sea-
sonal, advertising may be justified, such as advertising to prepare consumers for accep-
tance of a new product or a Boxing Day sale.

The MessAge

Most small businesses rely on others’ expertise to create their promotional messages. 
Fortunately, there are several sources for this specialized assistance: advertising agen-
cies, suppliers, trade associations, and advertising media.

Advertising agencies can provide the following services:

•	 Furnish design, artwork, and copy for specific advertisements and/or commercials
•	 Evaluate and recommend the advertising media with the greatest “pulling power”
•	 Evaluate the effectiveness of different advertising appeals
•	 Advise on sales promotions and merchandise displays
•	 Conduct market sampling studies to evaluate product acceptance or determine 

the sales potential of a specific geographic area
•	 Provide mailing lists

Since advertising agencies generally charge fees for their services, an entrepreneur 
must ensure that the return from those services will be greater than the fees paid. Qual-
ity advertising assistance can best be provided by a competent agency. Of course, with 
the high level of technology currently available, creating print advertising in-house is 
becoming increasingly common among small firms.

Other outside sources may assist in formulating and carrying out promotional 
 programs. Suppliers often furnish display aids and even entire advertising programs to 

paid media
television, radio, 
newspaper, magazine, 
and other media 
where a business 
may place a paid 
advertisement

owned media
a business’ own 
controlled channels 
such as catalogues, 
websites, e-mail 
broadcasts, Facebook 
pages, and retail 
stores

earned media
media where 
consumers create or 
share the business’ 
media such as 
keyword searches 
on search engines, 
posting video 
to YouTube and 
consumer ratings or 
reviews

sold media
inviting other 
marketers to place 
content on a 
business’ website or 
creation of online 
communities of users 
offering advertising 
space for sale to its 
members
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using social media 
to oppose a business’ 
advertising campaign 
or other actions
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their dealers. Trade associations are also active in this area. In addition, the advertising 
media can provide some of the same services offered by an ad agency.

TRADiTionAl ADveRTising MeDiA

Most small firms restrict their advertising, either geographically or by customer 
type. Advertising media should reach—but not overreach—a firm’s present or 
desired target market. From among the many media available, a small business 
entrepreneur must choose those that will provide the greatest return for the adver-
tising dollar.

The most appropriate combination of advertising media depends on the type of 
business and its current circumstances. A real estate sales firm, for example, may rely 
almost exclusively on classified advertisements in the local newspaper, its own online 
listings sites, and online listings sites owned by real estate associations such as MLS (mul-
tiple listing service), supplemented by institutional advertising in the Yellow Pages. A 
transfer-and-storage firm may use a combination of radio, billboard, website, and Yellow 
Pages advertising to reach individuals planning to move household furniture. A small 
toy manufacturer may use television advertisements and participation in trade fairs. 
A local retail store may concentrate on display advertisements in the local newspaper. 
The selection of media should be based on not only tradition but also a careful evalu-
ation of the various ways that are available to cover a firm’s particular market. Refer 
to “Entrepreneurial Experiences.” One relatively new and very effective way of using 
outdoor advertising is using “vehicle wraps,” plastic film printed with a company’s adver-
tising information. Wraps can be very colourful to attract attention, and by being on a 
vehicle in motion they do not lose effectiveness, as a billboard will over time. Accord-
ing to Derek Creavalle of Toronto’s Perfectwraps.com, wraps can cost from $1,000 to 
nearly $3,000 depending on the amount of the vehicle that is covered and the size of 
the vehicle.4

Costs of traditional advertising media vary widely according to the medium 
used. Television is the most expensive and the amount charged will depend on 
the audience reached. For example, the cost of a single 30-second advertisement 
during a high-profile, widely viewed event such as the 2014 Sochi Winter Olympics 
was nearly $100,000, and that doesn’t include the cost to create the ad! Of course, 
advertising on a local television program in a small market would be much less 
expensive. According to Susan Beck, Media Director of Calgary’s Mediactive, a 
media planning, administration and buying firm, a 30-second advertisement on the 
evening news in a midsized Canadian city runs about $1,400, again not including 
the costs to create the commercial.5 Approximate costs for other forms of media 
can be found in Exhibit 7-5.

Exhibit 7-5 Advantages and Disadvantages of Traditional Advertising Media 

medium Advantages disadvantages

Newspapers Geographic selectivity and flexibility; short-
term advertiser commitments; news value 
and immediacy; year-round readership; 
high individual market coverage; co-op and 
local tie-in availability; short lead time

Little demographic selectivity; limited colour 
capabilities; low pass-along rate; may be  
expensive
Costs: $1,500 for a 5 × 5 ad; $5,100 half 
page; $10,000 full page
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Clicks for Chicks—e-Commerce and Social networking

After the 90s bubble burst, the Web was a danger-
ous place to invest. Now online money making is 
on the rise again and from Facebook to YouTube, 
savvy entrepreneurs know that the next big thing 
could just be a click away. Alex and Ali de Bold 
recognized the explosive potential in social net-
working and created ChickAdvisor.com in late 

2006. Modelled after tripadvisor.com, ChickAdvi-
sor lets women from all over the country log on to 
rate and find out what others think about different 
products and services—from local restaurants to 
the best new boutiques, lipstick to liposuction.

The idea came suddenly when Ali was plan-
ning their 2005 wedding. She was trying to find 

ENTREPRENEURIAL ExPERIENCES

medium Advantages disadvantages

Magazines Good reproduction, especially for colour; 
demographic selectivity; regional selectivity; 
local market selectivity; relatively long 
advertising life; high pass-along rate

Long-term advertiser commitments; slow audi-
ence buildup; limited demonstration capabilities; 
lack of urgency; long lead time
Costs: $5,000 full page in a local magazine; 
over $25,000 full page in a national magazine

Radio Low cost; immediacy of message; can be 
scheduled on short notice; relatively no sea-
sonal change in audience; highly portable; 
short-term advertiser commitments; entertain-
ment carryover

No visual treatment; short advertising life of 
message; high frequency required to generate 
comprehension and retention; distractions from 
background sound; commercial clutter
Costs: $70– $110 per spot

Television Ability to reach a wide, diverse audience; 
low cost per thousand; creative oppor-
tunities for demonstration; immediacy of 
messages; entertainment carryover; demo-
graphic selectivity with cable stations

Short life of messages; some consumer skepti-
cism about claims; high campaign cost; little 
demographic selectivity with network stations; 
long-term advertiser commitments; long lead 
times required for production; commercial clutter
Costs: see “Traditional Advertising Media”  
on page 190

Outdoor Repetition; moderate cost; flexibility; geo-
graphic selectivity

Short message; lack of media demographic 
selectivity; high “noise” level distracting audi-
ence
Costs: a billboard in a prominent location 
$3,000 for four weeks

Internet 
(including 
social media)

Fastest-growing medium; ability to reach 
a narrow target audience; relatively short 
lead time required for creating web-based 
advertising; moderate cost

Difficult to measure ad effectiveness and return 
on investment; ad exposure relies on click-
through from banner ads; not all consumers 
have access to the Internet.
Costs: variable depending on method—see 
“Online Advertising” on page 184

Sources: From LAMB/HAIR/MCDANIEL. Marketing, 9E. © 2008 South-Western, a part of Cengage Learning, Inc. Reproduced 
by permission. And an interview with Susan Beck, Media Director, Mediactive, February 15, 2011.

(Continued)
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A good way to build a media mix is to talk with representatives from each medium 
to determine if their audience fits the target market. Advertising firms are required to 
identify the demographics of their audience and the frequency with which the audience 
reads, watches, or listens to the medium. The Media Information Network, and CARD 
online, provide advertising rates and information for hundreds of advertising venues 
at www.cardonline.ca. The entrepreneur should learn about the weaknesses and the 
strengths of each medium, carefully considering both the cost and the level of effective-
ness for his or her particular client base. Exhibit 7-5 summarizes important facts about 
several traditional advertising media. Study this information carefully, noting the par-
ticular advantages and disadvantages of each medium.

online ADveRTising

The Internet has provided an entirely new way for small firms to advertise. With colour 
graphics, two-way information exchanges, streaming video, and 24-hour availability, 
online advertising is challenging traditional media for promotional dollars. Online 
advertising allows advertisers to reach large numbers of global buyers in a timely man-
ner, at less expense, and with more impact than many alternative forms of advertising. 
Canadians in particular are digitally connected; with an estimated 24 million users 
in 2014, representing 68 percent of the Canadian population, making Canadians the 
world leaders in online connectivity.6

Advertisers of all types have flocked to the Internet, hoping to take advantage of 
its ability to reach large numbers of customers and potential customers at a lower 
cost than traditional advertising methods. However, online marketing has led to 
a number of shifts in how marketing and advertising activities happen. The most 
important shift is the one from “consumers as viewers” to “consumers as partici-
pants.” Search engines have enabled consumers to access much more information 
and make many more comparisons between companies and products than they 
previously could. Social media enables consumers to have conversations about their 
experiences with a company or product, including product reviews and service 
ratings. A summary of these key shifts in marketing can be seen in Exhibit 7-6. 
Most large businesses have a presence on the Web, and most small firms are using 
Internet technology. The basic methods of Web advertising are (1) banner ads and 

the perfect salon for the perfect hairdo on her spe-
cial day, but couldn’t find any Canadian reviews 
online. Then Alex brought up the idea of build-
ing their own website with service ratings to fill 
the gap.

Ali and Alex began doing research on possible 
competitors. They found that other websites were 
very generic and not specifically for women.

ChickAdvisor combines social networking 
and e-commerce, focusing on beauty, shopping, 
wellness, and restaurants. Users can rate  products 
and services, or join ChickChat and share stories 
about romantic marriage proposals. Over one 
million women in North America use the site to 
view the over 60,000 product reviews, and the site 

boasts over three million “social connections” 
made by its members. The company was ranked 
as one of Canada’s Top 100 Start-ups in 2012 by 
techvibes.com.

QueStionS:

 1. Do you trust ratings on online ratings 
sites? Why or why not?

 2. What do you think will be “the next big 
thing” in online or social media marketing?

Sources: http://www.cbc.ca/news/fortunehunters/
hunters/2008/01 ali_and alex_de_bold.php; http://
www.chickadvisor.com; and http://www.techvibes.com.
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pop-ups, (2) direct email promotion, (3) sponsorships and linkages, (4) a corporate 
website, and the use of social media sites such as Flickr, Pinterest, LinkedIn, Face-
book, Twitter, and YouTube.

BAnner AdS And pop-upS
Banner ads are advertisements that appear across a web page, most often as moving 
rectangular strips. In contrast, pop-up ads burst open on web pages but do not move. 
When viewers respond by clicking on an ad, they are automatically linked to the site 
providing the product or sales activity. Both banner and pop-up ads can be placed on 
search engine sites or on related web pages.

These types of Web advertising are often carried out through an affiliate program. In an 
affiliate program, a website carries a banner ad or a link for another company in exchange 
for a commission on any sales generated by the traffic sent to the sponsoring website. Affili-
ate programs have become quite popular among Web retailers, with one of the most lucra-
tive being eBay’s program. A primary reason for its success is the sheer volume of visitors to 
eBay’s website every day. The millions of items for sale at any given time on eBay provide 
ample advertising opportunities for affiliates. eBay pays an affiliate a commission not only on 
sales generated by the users it sends, but also on each already-registered eBay user it sends 
back to eBay and on each bid and qualified “Buy It Now” transaction.

These commissions have allowed many affiliates to profit handsomely from their 
relationship with eBay. The top 50 of the approximately 10,000 affiliates in the eBay 
program generate more than $1 million annually in commissions. Affiliates can choose 
from an array of eBay banners, buttons, and logos to feature on their websites. A cookie 
identifying the affiliate is attached to anyone sent to eBay. Affiliates can also add real-
time listings to their sites. For example, if your website reviews automobiles, it can pro-
vide up-to-date listings of the vehicles for sale on eBay.7

Price comparison pop-ups are an effective way to lure surfers from competitive 
websites. Here’s how they work: When a shopper who is browsing in an online store 
clicks on a specific product, comparison-shopping software generates a pop-up ad that 
features links to other vendors selling the same item at a lower price. This software 
works much the same way as a bargain-hunting website like Shopping.com, but it offers 

banner ads
advertisements that 
appear across a web 
page, most often as 
moving rectangular 
strips

pop-up ads
advertisements 
that burst open on 
computer screens

From traditional marketing to online marketing

1 Consumers as Viewers Consumers as Participants

2 Impressions/Frequency Involvement/Interaction

3 Broadcast Media Addressable Channels

4 Schedule-Driven Time-Shifted (Anytime)

5 Marketer-Led Consumer-Initiated

6 Push Marketing Opt-In and Share Marketing

7 Managed Public Relations Consumer Digital Influence

8 Post-Campaign Tracking Real-Time Measurement of Results

Sources: Adapted from Digimarketing: The Essential Guide to New Media & Digital Marketing by Wertime, 
Ken, and Fenwick, Ian, 9780470822319; Copyright 2008 by John Wiley & Sons. Reprinted with  
permission of John Wiley & Sons, Asia.

Exhibit 7-6  
Key Shifts in Marketing 
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competitive prices wherever consumers shop on the Web. Comparison-shopping soft-
ware has helped Steve Hafner, founder of the travel website Kayak.com, to compete with 
online giants such as Expedia and Travelocity. Buying keywords on Google and putting 
banner ads on travel websites were not working for Hafner, but as soon as he started his 
comparison-shopping ads, he could see the results. The ads generated a click-through 
rate of 8 to 10 percent, compared with 1 percent for his search engine ads. The icing on 
the cake was that shoppers who clicked on the new ads were 50 percent more likely to 
book a trip than those arriving at the website via banner ads or search engines.8

direCt emAiL promotion
Email promotion, in which electronic mail is used to deliver a firm’s message, provides 
a low-cost way to pinpoint customers and achieve response rates higher than those for 
banner ads. However, as more and more businesses use email for this purpose, customer 
inboxes are becoming cluttered. And users are reluctant to open some email messages, 
fearing they may contain computer viruses.

Despite their limitations, email promotions can be very effective. Larry and Charlene 
Woodward own an independent bookstore. When new books are published, Dogwise sends 
personalized emails to people who have previously purchased books on similar subjects. 
“Customers love it, and we sell lots of books every time we send a batch of emails,” says Larry. 
Before using email to promote new books, the company sent postcards to its customers.9 
Obstacles to email promotion have risen, as the volume of unsolicited emails (better known 
as spam) has turned many customers against this type of advertising.

SponSorShipS And LinkAgeS
In Web sponsorship, a firm pays to be part of another organization’s web page. When 
the web page includes a click-on link to the paying firm’s site, a linkage has been estab-
lished. Research shows that a significant number of online purchases originate from 
online links. Unfortunately for many firms that choose to advertise through Web spon-
sorship, blocking software from such companies as Web-Washer can be used to prevent 
ads from appearing on a viewer’s web page.10

CorporAte And e-CommerCe WeBSiteS
It is expected in today’s world that a business of any size will have at least some form of 
online presence. Many companies choose to have a basic corporate website that pro-
vides information to consumers about information such as location, dealer location, 
hours of operation, products or services, and so on. Many businesses go further than 
this and use their websites for online or “e-commerce,” selling and supporting products 
online. This fourth form of Web advertising involves a more serious commitment by 
a small firm—launching an e-commerce website. Numerous decisions must be made 
prior to launching a site. Three critical start-up tasks are related to the promotional 
success of a corporate website: (1) creating and registering a site name, (2) building a 
user-friendly site, and (3) promoting the site.

Creating and registering a site: The Domain Name System (DNS) allows users to find their 
way around the Internet. Selecting the best domain name for a corporate website is an 
important promotional decision and, contrary to general opinion, plenty of website names 
remain available. Domain names can have up to 63 characters preceding the domain desig-
nation. The three most popular domain designations are .com, .net, and .org.11

Since a domain name gives a small business its online identity, it’s desirable to select 
a descriptive and appealing name. Obviously, some of the shorter, more creative names 

email promotion
advertising delivered 
by means of 
electronic mail

Web sponsorship
a type of advertising 
in which a firm pays 
another organization 
for the right to 
be part of that 
organization’s web 
page

linkage
a type of advertising 
agreement in which 
one firm pays 
another to include 
a click-on link on 
its site
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have already been taken. But, like real estate, website names can be bought and sold. In 
2014 sites such as Whiskey.com sold for $3.6 million while others such as Desperados.
com sold for $33,500.12

Once a desired name has been selected, it should be checked for availability and 
then registered. The Internet Corporation for Assigned Names and Numbers (ICANN) 
is a nonprofit corporation currently overseeing the global Internet. ICANN, however, 
does not register names; this must be done through a domain registration firm. Several 
domain registrars allow a search of the Internet to see if a proposed name is already 
taken.

Building a user-friendly website: First impressions are important, and high-quality Web 
design gives a small e-commerce business the opportunity to make a good first impres-
sion on each visitor. The technical aspects of developing a website are beyond the scope 
of this chapter. Fortunately, there are many technical specialists available to help design 
and build a site. It is possible for anyone with some knowledge of the Java programming 
language to design a simple website, but in order to get the best benefit from the site, 
professional Web designers should be hired. The range of costs to develop a site can 
range from $10,000 to hundreds of thousands of dollars for high-profile, high-traffic 
sites. There are many reasons that websites fail to retain customers. One of the most 
frequent problems is slow downloading. Online shoppers are a fickle bunch, and the 
slightest inconvenience sends them away. If your business is conducting a considerable 
amount of online business, a slow website translates into lost sales revenue. Lost revenue 
can be direct—missed sales if you’re selling online—or indirect—loss of customer trust 
if you’re providing web-based solutions to clients. The more important a website is to 
your business, the less you can afford to have it perform slowly or, worse, experience 
downtime.13

Believe it or not, studies show that first-time visitors to your website spend as little 
as 10 seconds there before deciding whether or not to stay. Web entrepreneurs cannot 
afford to squander any of these precious seconds with slow downloads. Whenever pos-
sible, reduce the number and size of files on your web pages. The more files a page 
contains and the larger they are, the longer it will take to load.14

Promoting the website: How do customers learn about a website? You have to tell them—
and there are many ways to do this. A Web address can be promoted both to existing 
customers and prospects by including the URL on print promotions, business cards, let-
terhead, and packaging. Special direct mail and radio campaigns can also be designed 
for this purpose. Additionally, a website can be promoted by placing banner advertise-
ments on other websites, where a quick click will send users to the advertised site. Driving 
traffic to the website is a critically important aspect of all of a firm’s promotion activities.

The advantage of banner advertisements is that they are placed in front of thou-
sands of visitors to other websites. Payment for banner advertising is usually based on 
the number of people who actually click on the banner.

Probably the most direct approach to website promotion is ensuring that the 
site is listed on Internet search engines. Search engines are Internet databases 
that allow users to find websites based on keywords included in the site’s pages. If 
a popular search engine does not list a firm’s website, many potential visitors will 
undoubtedly miss it. Registering a site with a search engine is free. However, to get 
a position at or near the top of a search listing, you may have to pay. Search engine 
optimization (SEO) is the process of increasing the volume and quality of traffic to 
a particular website. The sooner your small business is presented in search engine 
results (i.e., the higher it ranks), the more visitors it will attract. An important goal 
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is to make your website as search engine–friendly as possible. Exhibit 7-7 highlights 
the various techniques used to drive traffic to a company’s website. Obviously, your 
website should include keywords that someone looking for that particular subject 
might use. Many businesses try to get to the top of a search engine’s results by 
designing their websites to match a particular search engine’s ranking index. There 
are several ways of submitting a website to search engines. A description of submis-
sion options appears in Exhibit 7-7.

1. Paid Keyword adS
Also known as “pay-per-click” or PPC, or as “search engine marketing,” advertisers 
can pay search engine providers to have their ad come up on the right side or top 
of the natural list of sites in response to keyword searches. This form of advertising 
can be very expensive. While there is no upfront cost beyond creation of the com-
pany’s website, the cost per “click” can run from 50 cents to up to two dollars. With 
a large number of clicks those cents can add up fast, which means the advertiser’s 
budget may be overspent. The most popular PPC platforms are Google AdWords, 
Facebook, and Business.com.

2. Natural raNKiNgS
The technique known as “search engine optimization,” or SEO, is a method of 
having a company’s website come up on the first page of a search-engine search. 
This is done through two methods: embedding keywords in all of the pages of a 
company’s website and linking campaigns.

Keywords related to the company’s name are very useful if the company has a 
strong brand. Usually the website ranks well for these. Specific keywords, even if 
generic, are often quite valuable because they are further down the user’s search 
path. For example, “flowers” gets the user too much information; “Toronto flowers” 
is much better. “Toronto Valentine flowers” is better still; it is easier to rank well 
because it is three words instead of one or two. Some examples of effective key-
words and their corresponding company are:
Business laptops www.dell.com
Taxes www.hrblock.ca
Window bars www.goodbarsecurity.com
Business cheques www.chequeprint.ca
Alberta travel www.travelalberta.com
Dry cleaning software www.cleansuite.com

It should be noted that the search engine being used will affect the effectiveness of 
keyword ranking. In the list above, for example, “business cheques” will work better 
on google.ca than on google.com, but will come up on both. However, if an Amer-
ican user types in “business checks,” the spelling used for a cheque in the United 
States, the Canadian site does not come up on google.com.

Linking campaigns are driven by sites that have links to your site or by posting 
press releases or “blogs” to which people can reply back to your site. A “blog” 
is an online log or commentary about a subject. The name is a shortened form of 
“weblog.” In a linking campaign, the quality of the site on which you have links 
makes a significant difference to the effectiveness of the campaign. Some good 
places to link to/from are business directory sites and authoritative articles on others’ 
sites that link back to yours. Bookmarking, issuing press releases with links to your 
site, and regular blogs that link back to your site are other effective methods.

Exhibit 7-7  
Online Marketing  
Strategies 
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3. oNliNe NewSletterS
Company newsletters emailed to a distribution list are an effective way of driving 
traffic to a company’s website. The newsletter should always have content of interest 
to the recipient and contain a link back to the site. Many companies issue unsolicited 
newsletters, which can be considered a form of spam and can create a negative 
reaction in the intended audience. Most responsible online marketers make signing 
up for a newsletter an option, and always have a way to unsubscribe if a recipient 
decides he or she no longer wants to receive the newsletter.

4. oNliNe PreSS releaSeS
A press release has historically been a company-issued announcement to media out-
lets such as newspapers, radio stations, TV stations, and magazines. Press releases 
are used to announce significant events such as launching a new product or service, 
opening a new location, or making a donation or some other philanthropic activity. 
Online press releases can be done through sites such as PR Web (www.prweb.com) 
to reach a far wider audience directly. Where traditional media have the option 
to broadcast your information or not, the online press release is automatic. There 
should always be a link back to the company’s website, and keywords used to direct 
the reader to other information on the company’s site.

5. Social Media MarKetiNg
Social media sites such as Facebook, Twitter, and YouTube, to name the most 
popular ones, are becoming an increasingly important part of a company’s online 
marketing strategy. Many corporate websites have Twitter and Facebook feeds for 
customers or potential customers to use to contact the company.

Social media sites are also used by customers to talk about their positive or nega-
tive experiences with the company. For the company participating in, or at least 
listening in on, the electronic conversation it is a very valuable and important way of 
getting feedback and responding to any negative conversation. One example of a 
company doing this is WestJet. A customer can “tweet” a customer service complaint 
and receive a quick response and investigation.

In addition to being in on the electronic conversation, companies can create 
excitement and activity on social media sites by posting blogs, video, photos, 
reviews, comments, and so on. Many companies have their own Facebook pages 
and invite comment and feedback.

While direct advertising on social media sites was not part of their initial offering, 
some have begun to allow advertisers, and it can be a very effective advertising 
method. Facebook, for example allows advertisers to have their ad appear only 
to clients whose Facebook profile matches parameters set by the advertiser. This 
ensures the advertiser is reaching its target customer and reduces the cost compared 
to more general online advertising.

Source: Adapted from a presentation by Jeff Nelson, president of Anduro Marketing, Calgary, 
Alberta, February 13, 2014.

sAles pRoMoTion foR sMAll fiRMs
Sales promotion serves as an inducement to buy a certain product while typically offer-
ing value to prospective customers. Generally, sales promotion includes any promotional 
technique, other than personal selling or advertising, which stimulates the purchase of 
a particular good or service.

discuss the use of 
sales promotion 
tools and describe 
personal selling 
activities.

5
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Sales promotion should seldom comprise all the promotional efforts of a small 
business. Typically, it should be used in combination with personal selling and 
advertising. Popular sales promotional tools include specialties, contests, premi-
ums, trade show exhibits, point-of-purchase displays, free merchandise, sampling, 
and coupons.

speciAlTies

The most widely used specialty item is a calendar. Other popular specialty items are 
pens, mouse pads, coffee mugs, and ball caps. Almost anything can be used as a specialty 
promotion, as long as each item is imprinted with the firm’s name or other identifying 
slogan. In Alberta, many firms servicing the oil and gas industry distribute belt buckles 
or ball caps with their company logo during the Calgary Stampede.

The distinguishing characteristic of specialties is their enduring nature and tan-
gible value. Specialties are referred to as the “lasting medium.” As functional prod-
ucts, they are worth something to recipients. Specialties can be used to promote a 
product directly or to create goodwill for a firm. Specialties are excellent reminders 
of a firm’s existence.

Finally, specialties are personal. They are distributed directly to the customer in a 
personal way, they can be used personally, and they have a personal message. A small 
business needs to retain its personal image, and entrepreneurs often use specialties to 
achieve this objective. More information on specialties is available on the website of the 
Promotional Products Association International at www.ppai.org.

IKEA’s “Human Coupons” promotional campaign won the national PROMO! Award 
because of its targeted success. Attracting customers to a new store opening can be dif-
ficult even for a well-known brand like IKEA. When the company opened a new, larger 
store in Richmond, B.C., IKEA set an objective of 35 percent more sales and 50 percent 
more visitors versus the most recent store opening of similar size and market. They 
turned to an innovative twist on a traditional promotion: the human coupon.

IKEA hired 20 local actors whose images were displayed on custom billboards for 
two weeks. The human coupons then walked the streets of Greater Vancouver to speak 
to curious onlookers. They also hid around the city for people to find via clues released 
on Twitter. Five times a day for a week the hidden Human Coupons would tweet a clue 
to their location near an iconic landmark (hotel, statue, etc.) and wait for the city to 
come running. One of the top radio stations also broadcast their location.

The results? Opening day visitors exceeded the goal by over 42 percent. When 
compared to a same-store opening in a similar market (Ottawa), there was a 46 percent 
increase in sales and 13 percent increase in visitors. The promotion was a success due 
to the personal connection IKEA was able to make with customers while giving them a 
real coupon to redeem at the store opening.

TRADe show exhibiTs

Advertising often cannot substitute for trial experiences with a product, and a cus-
tomer’s place of business is not always the best environment for product demonstra-
tions. Trade show exhibits allow potential customers to get hands-on experience with 
a product.

Trade show exhibits are of particular value to manufacturers. The greatest benefit 
of these exhibits is the potential cost savings over personal selling. Trade show groups 
claim that the cost of an exhibit is less than one-quarter the cost of sales calls. Many 

sales promotion
an inclusive term 
for any promotional 
techniques that 
are neither 
personal selling nor 
advertising
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small manufacturers agree that exhibits are more cost-effective than advertising. The 
businessknowhow.com website offers some helpful tips regarding trade shows:

•	 Create moving billboards: Smart exhibitors try to capture attendees’ attention all over 
the trade show and the trade show city—not just at their booth. Give booth visitors 
handouts that amount to moving billboards. The most popular is a tote bag with 
your company name and logo that is then carried around the show. Also try spon-
soring bus boards and cab boards that cruise the city during the trade show.

•	 Make the booth interactive: Games, contests, tests of skill, trivia challenges, and other 
interactive activities are effective ways of getting people into your booth. Make 
sure the prizes are worth winning; otherwise, the encounter may create a lasting 
negative impression.

•	 Qualify leads immediately: Ask all booth visitors to fill out a qualification card that 
includes questions on their interest in your product. If they stopped by the booth 
out of curiosity or simply to enter a draw, that’s fine. You just don’t want to waste 
time following up on those who have no real interest in your product.

•	 Create a presence on the show floor: While this may be easier said than done, standing 
out in the crowd is a must. Some exhibitors hire celebrities, while others run 
exciting games, or offer samples or prizes. Whatever technique you decide to use, 
work hard at being extraordinary.

•	 Plan ahead: Just showing up isn’t enough. Use the trade show as an opportunity 
to spend time with particularly important customers or prospects. This means 
planning well in advance to have the customer or prospect meet you at the booth 
for a special presentation or demonstration. Since major trade shows attract a 
large number of interested prospects, book as many meetings and make as many 
contacts as possible. Also make sure your personnel are well trained to be able to 
deal with the public. Some observations of things to avoid seen at recent trade 
shows include not dressing properly, not speaking the language of the country 
well enough to be understood or to understand questions, talking to each other 
instead of to people passing the booth, and sitting at the back of the booth waiting 
to be approached.

•	 Recruit customers: Make sure your marketing staff and salespeople don’t stand 
around the booth talking to each other. Get them out in the aisles. Have them 
roam the convention hall passing out tote bags, buttons, or other premiums. Have 
them bring people to the booth for a serious demonstration.*

The cost of being in a trade show varies with the prominence of the show. Small, 
regional or niche-focused shows may charge exhibitors as little as $1,500 to $2,500; large 
shows with heavy traffic could cost as much as $100,000. In addition, the exhibitor will 
need a booth display, which can cost from $5,000 to over $50,000, although the booth 
can be used for numerous shows. In addition, the exhibitor has to plan for additional 
advertising expenses and the cost of the giveaways at the show. Other costs include 
travel, meals, and accommodation. Trade show promotion is not inexpensive, but can 
be a cost-effective way of reaching a large number of potential customers.

One common mistake exhibitors make is failing to follow up on leads generated at 
the show. This is a tremendous waste of the money spent to be in the show. Every lead 
requires a follow-up telephone call or personal visit.

*Adapted from Janet Attard, “Trade Show Dos and Don’ts,” http://www.businessknowhow.com/tips/
tradesho.htm.
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The locations and dates of both Canadian and international trade shows are 
available through industry associations.

loyAlTy pRogRAMs

Many Canadian retailers such as drugstores, grocery stores, and airlines offer loyalty 
programs. For example, in the Petro-Canada program, points accumulated with gas pur-
chases are redeemable on feature items. Canadian Tire is another example of a long-
running program. “Canadian Tire money” is rewarded for purchases, to be redeemed 
during the next shopping trip to Canadian Tire. Refer to Exhibit 7-8 for the relative 
effectiveness of various promotional tools.

when To use sAles pRoMoTion

A small firm can use sales promotion to accomplish various objectives. For example, small 
manufacturers can use it to stimulate channel members—retailers and wholesalers— 
to market their product. Wholesalers can use sales promotion to induce retailers to buy 
inventories earlier than they normally would, and retailers, with similar promotional 
tools, may be able to persuade customers to make a purchase.

StrAtegiC ALLiAnCeS And SALeS promotion
Joining with another firm to promote products is a form of a strategic alliance. For 
example, if a local dry cleaner and a nearby independent tailor had similar customers, 
they might share the cost of a coupon program, increasing the visibility of both firms 
without taking away each other’s business. Small firms, however, are traditionally very 
independent and only recently have begun to recognize the benefits of cross-promotion.

puBLiC reLAtionS
Public relations refers to a range of activities that may influence the attitudes and aware-
ness of the general public as well as potential customers. Whereas advertising is paid, 
publicity, one aspect of public relations, is controlled by the media and is not paid for. 
Publicity is particularly important to retailers because of its high visibility. Publicity can 
be used to promote both a product and a firm’s image; it is a vital part of public rela-
tions for the small business. A good publicity program requires regular contact with the 
news media.

tools

getting  
Customer 

to try new 
product

increase  
Seasonal 

Sales

increase  
effectiveness  

of Advertising

encourage 
repeat  

purchases

gather  
information 

about  
Customer

Trade shows X X

Coupon X X X X

Mail-in refunds X X X X

Contests X X X X X

Loyalty programs X

Exhibit 7-8 Promotional Tools 
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trade Shows Work

Trade and consumer shows offer tremendous 
opportunity to find ideas, make sales, network, 
and scope out competition. One Vancouver entre-
preneur spent his weekends going to local trade 
shows looking for his idea and then used them 
extensively for getting the word out about his new 
product, a line of specialty fudges.

With a long career in grocery baking, Don 
Easton was “looking for something nobody else 
was doing.” He found his idea while on vacation in 
Southern California. Doing his homework (mar-
ket and competitive research) when he returned, 
Easton found no one in Western Canada produc-
ing the specialty fudge line he envisioned.

Launching Checkers Premium Fudge in 2011 
with start-up costs of around $200,000, Easton 
decided a slow and deliberate approach would 
work best. He hit fairs, trade shows, and festivals to 
gain exposure and build brand awareness, at the 
same time experimenting with some new flavours. 
Their first show was the “Eat Vancouver” show at 
BC Place. The Vancouver Sun rated the Checkers 
booth as one of the top eight reasons to come to 
the show, drawing thousands of visitors to try the 
product.

The early exposure through trade shows and 
other public events has led to deals with Safeway, 
Save-On Foods, local specialty shops, and just 
recently with Hudson News through their chain of 

airport shops. The company now ships to retailers 
across the country.

Checkers produces about 2,000 kg of gluten-
free fudge per week in 45 different flavours. The 
company has added other products such as cara-
mel apples, chocolate almond bark, chocolate-
dipped licorice, and is in the process of adding 
popcorn to its line.

According to Eaton, “Everyone has a favourite 
fudge story and we hope to be the ones helping 
shape the new stories. As long as we continue to 
be successful and love what we’re doing, the future 
looks very sweet.”

QueStionS:

 1. Do you think trade shows are a good 
source of ideas for new businesses? Why or 
why not?

 2. Do you think trade shows are a good way 
for new businesses to get their product or 
service noticed? Why or why not?

 3. What kinds of products or services might 
be more successful when marketed 
through trade shows?

Sources: Gord Kurenoff, “Nudging Fudge Into the Main-
stream,” The Vancouver Sun, April 29, 2014, p. C2; and 
http://www.checkerspf.com.

ENTREPRENEURIAL ExPERIENCES

Although publicity is considered to be free advertising, this type of promotion is not 
always free. Examples of publicity efforts that entail some expense include involvement 
with athletic programs and sponsorship of local sports teams. While the benefits are 
difficult to measure, publicity is nevertheless important to a small business and should 
be considered.

A high-tech spin on publicity can be found in the phenomenon of social shopping 
websites. A social shopping website results from the merging of a search engine, such 
as Google, with a social networking element, such as MySpace. Although the power 
of Google can’t be contested, Google can’t tell shoppers what is cool or what their 
friends or other consumers recommend. Social shopping websites such as Crowdstorm, 
Kaboodle, StyleChic, and ThisNext do just that. A search on a typical search engine 
yields the most prominent brands and retailers on its first few pages. A similar search 
on a social shopping site, such as the ChickAdvisor site featured earlier, displays a wider 
array of smaller and arguably “cooler” brands. It also includes the recommendations of 

publicity
information about a 
firm and its products 
or services that 
appears as a news 
item, free of charge
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the site’s most fashion-conscious and influential users. Marketing on such sites must be 
done carefully, as they are geared toward consumers, not marketers. A forward-thinking 
entrepreneur, however, can post his or her own favourite products on such sites and 
potentially influence other users’ buying decisions.

peRsonAl selling in sMAll fiRMs
Many products require personal selling—promotion delivered in a one-on-one environ-
ment. Personal selling includes the activities of both the inside salespeople of retail, 
wholesale, and service establishments and the outside sales representatives who call on 
business customers and final consumers. It is important to understand that personal sell-
ing is a subset of the overall marketing function. Exhibit 7–9 illustrates the differences.

The iMpoRTAnce of pRoDucT knowleDge

Effective selling is built on a foundation of product knowledge. If a salesperson is well 
acquainted with a product’s advantages, uses, and limitations, she or he can educate 
customers by successfully answering their questions and countering their objections. 
Most customers expect a salesperson to provide knowledgeable answers—whether the 
product is a camera, a coat, an automobile, paint, a machine tool, or office equipment. 
Customers are seldom experts on the products they buy; however, they can immediately 
sense a salesperson’s knowledge or ignorance. Personal selling degenerates into mere 
order taking when a salesperson lacks product knowledge, and is usually not effective.

The sAles pResenTATion

The heart of personal selling is the sales presentation to a prospective customer. At 
this crucial point, an order is either secured or lost. A preliminary step leading to an 
effective sales presentation is prospecting, a systematic process of continually looking 
for new customers.15

uSing proSpeCting teChniQueS
One of the most efficient prospecting techniques is obtaining personal referrals. Such 
referrals come from friends, customers, and other businesses. Initial contact with a 
potential customer is greatly facilitated when the salesperson is able to say, “You were 
referred to me by …”

personal selling
a sales presentation 
delivered in a one-
on-one manner

prospecting
a systematic process 
of continually 
looking for new 
customers

marketing: Strategy,  
Communication, and Analysis

Selling: Where the rubber  
hits the road

Planning the Marketing Mix Networking

Managing the “4 Ps” Prospecting and Qualifying Leads

Industry, Market, Competitive,  
Prospect Research

Getting Orders

Promotion Forecasting Orders

Customer Service Managing Accounts

Product Support Managing Territories and Distribution Channels

Exhibit 7-9  
Marketing versus Selling 
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Another source of prospects is impersonal referrals from media publications, public  
records, and directories. Newspapers and magazines, particularly trade magazines, 
often identify prospects by reporting on new companies and new products. Engagement 
announcements in a newspaper can serve as impersonal referrals for a local bridal shop. 
Public records of property transactions and building permits can be impersonal refer-
rals for, say, a garbage pick-up service, which might find prospective customers among 
those planning to build houses or apartment buildings.

Prospects can also be identified without referrals through marketer-initiated contacts. 
Telephone calls or mail surveys, for example, isolate prospects. In a market survey con-
ducted to identify prospects for a small business, an author of this book used a mail ques-
tionnaire. The questionnaire, which asked technical questions about a service, concluded 
with the following statement: “If you would be interested in a service of this nature, please 
check the appropriate space below and your name will be added to the mailing list.”

Finally, prospects can be identified by recording customer-initiated contacts. Inquiries 
by a potential customer that do not lead to a sale can still create a “hot prospect.” Small 
furniture stores often require their salespeople to create a card for each person visit-
ing the store. These prospects are then systematically contacted over the telephone. 
Records of these contacts are updated periodically.

the importAnCe oF netWorking
Prospects are not just identified by the techniques noted above. Networking is an impor-
tant source of new prospects and is carried out in a variety of ways, both at planned 
events such as meetings, conferences, and tradeshows as well as spontaneous opportuni-
ties such as cocktail parties or awards celebration.

Good networkers are always ready to answer a question about what they do with a 
succinct “elevator message”—a 30 to 45 second description of who they work for, what 
the company does, what markets it serves, and their own role in the business. They are 
also good listeners when giving the other person an opportunity to tell about what they 
do. It’s important to carry an ample supply of business cards to give out to people.

prACtiSing the SALeS preSentAtion
Practising always improves a salesperson’s success rate; after all, “practice makes per-
fect.” Prior to making a sales presentation, a salesperson should give his or her presenta-
tion in front of a spouse, a mirror, or a recording device.

The salesperson should be aware of possible customer objections to the product 
and be prepared to handle them. Most objections can be categorized as relating to  
(1) price, (2) product, (3) timing, (4) source, (5) service, or (6) need. Although there 
is no substitute for actual selling experience, salespeople find training helpful in learn-
ing how to deal with customers’ objections. The first two responses are appropriate 
when a potential buyer states an objection that is factually untrue; the remaining sug-
gestions can be used when a buyer raises a valid objection. 

•	 Direct denial: Deny the prospect’s objection and give facts to back up the denial.
•	 Indirect denial: Express concern about the prospect’s objection and follow with a denial.
•	 Boomerang technique: Turn the valid objection into a valid reason to buy.
•	 Compensation method: Admit to agreeing with the objection and then proceed to 

show compensating advantages.
•	 Pass-up method: Acknowledge the concern expressed by the prospect and then 

move on.
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mAking the SALeS preSentAtion
Salespeople must adapt their sales approach to customers’ needs. A “canned” sales talk 
will not succeed with most buyers. For example, a person selling personal computers 
must demonstrate the capacity of the equipment to fill a customer’s particular needs. 
Similarly, a boat salesperson must understand the special interests of particular custom-
ers and “speak their language.” Every sales objection must be answered explicitly and 
adequately.

Successful selling involves a number of psychological elements. Personal enthusi-
asm, friendliness, and persistence are required. Approximately 20 percent of all sales-
people secure as much as 80 percent of all sales because they bring these elements to 
the task of selling.

Some salespeople have special sales techniques that they use with success. One auto-
mobile salesperson, for example, offered free driving lessons to people who had never 
taken a driver’s training course or who needed a few more lessons before they felt confi-
dent enough to take the required driving tests. When such customers were ready to take 
the driving tests, this salesperson would accompany them to the examination grounds 
to provide moral support. Needless to say, these special efforts were greatly appreciated 
by new drivers who were in the market for cars.

How you handle objections during a sales presentation is also critical. Following are 
some examples of how Dann Ilicic of Wow! A Branding Company, responds to potential 
roadblocks to a successful sales presentation.16

1. “We can’t afford your price.” Dann’s response: We present three price options in 
our proposals. If they still say we’re too expensive, that means we haven’t dem-
onstrated the value of what we’re doing. Nothing’s expensive if it provides you a 
return greater than the cost.

2. “You guys are too small.” Dann’s response: “Those guys are too big. You’re a small 
piece of business to them; to us, you’d be huge.”

3. “We can’t do it now. Come back in a year.” Dann’s response: I ask, “What would it take 
for you to make a decision right now?” If it’s “We don’t have the money, “I say, “Okay, 
what if you could pay us in six months?” You can tell if they’re just hedging.*

cosT conTRol in peRsonAl selling

Both economical and wasteful methods exist for achieving the same volume of sales. For 
example, routing travelling salespeople economically and making appointments prior 
to arrival can conserve time and transportation expenses. The cost of an outside sales 
call on a customer is likely to be considerable—perhaps hundreds of dollars—so effi-
cient scheduling is crucial. Moreover, a salesperson for a manufacturing firm, say, can 
contribute to cost economy by stressing products whose increased sales would give the 
factory a more balanced production run. Similarly, a salesperson can increase profits by 
emphasizing high-margin products.

cusToMeR gooDwill AnD RelATionship selling

A salesperson must look beyond the immediate sale to building customer goodwill and 
creating satisfied customers who will patronize the company in the future. Relation-
ship selling is enhanced when a salesperson displays a good appearance, has a pleasant  

*Stephanie Clifford, “Putting the Performance in Sales Performance,” Inc., February 2007, pp. 87–95.
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personality, and uses professional etiquette in all contacts with customers. A salesperson 
can also build goodwill by understanding the customer’s point of view. Courtesy, atten-
tion to details, and genuine friendliness will help gain the customer’s acceptance.

The coMpensATion pRogRAM foR sAlespeople

Salespeople are compensated in two ways for their efforts—financially and nonfinancially. 
A good compensation program allows its participants to work for both forms of reward, 
while recognizing that salespeople’s goals may be different from entrepreneurs’ goals.

nonFinAnCiAL reWArdS
Personal recognition and the satisfaction of reaching a sales quota are examples of 
nonfinancial rewards recognized by salespeople. Small retail businesses sometimes post 
the photograph of the top salesperson of the week or the month for all to see. Engraved 
plaques are also given as a more permanent record of sales achievements.

FinAnCiAL reWArdS
Typically, financial compensation is the more critical factor for salespeople. Two basic 
plans used for financial compensation are commissions and straight salary. Each plan 
has specific advantages and limitations for the small firm.

Most small businesses would prefer to use commissions as compensation, because 
such an approach is simple and directly related to productivity. Usually, a certain per-
centage of the sales generated by the salesperson will be allocated to her or his com-
mission. A commission plan thereby incorporates a strong incentive into the selling 
activities—no sale, no commission! Also, with this type of plan, there is less drain on the 
firm’s cash flow until a sale is made. Billy Ross, who owns a recreational vehicle (RV) 
dealership, replaced a weekly salary plan for his salespeople with a compensation plan 
that is more motivational. Salespeople earn cash (up to a certain maximum amount) for 
each customer whose information is captured for a marketing database, plus a generous 
20 percent commission on any RVs sold.17

The straight salary form of compensation provides salespeople with more security 
because their level of compensation is ensured, regardless of sales made. However, 
working for a straight salary can potentially reduce a salesperson’s motivation.

Combining the two forms of compensation creates the most attractive plan for a 
small business. It is a common practice to structure combination plans so that salary 
represents the larger part of compensation for a new salesperson. As the salesperson 
gains experience, the ratio is adjusted to provide more money from commissions and 
less from salary.

pRoMoTionAl spenDing
Unfortunately, no mathematical formula can answer the question “How much should 
a small business spend on promotion?” There are, however, helpful commonsense 
approaches to budgeting funds for small business promotion:

•	 Allocating a percentage of sales
•	 Deciding how much can be spared
•	 Spending as much as the competition does
•	 Determining what it will take to do the job

discuss methods 
of determining the 
appropriate level 
of promotional 
expenditure.

6
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AllocATing A peRcenTAge of sAles

A simple method of determining how much to budget for promotion is to earmark 
promotional dollars based on a percentage of sales. A firm’s own past experiences 
should be evaluated to establish a promotion-to-sales ratio. If 2 percent of sales, for 
example, has historically been spent on promotion, the firm should budget 2 percent 
of forecasted sales for promotion. Secondary data on industry averages can be used for 
comparison. One source that reports what firms are doing with their advertising dol-
lars is Advertising Age. The Financial Performance Indicators (FPI), published by Statistics 
Canada, are available at most campus libraries, and large public libraries. The FPI pro-
vide a breakdown of expenses as a percentage of sales, and are compiled into several 
categories including firms with sales of $25 million and less and those with sales of  
$5 million and less. The SME Benchmarking Tool, available online at www.sme.ic.gc.ca 
provides financial and employment data on 600 small business sectors. A quick look at 
a number of different industries using their NAICS code shows the percentage of sales 
revenue spent on advertising and promotion typically is between 1 and 3.5 percent.

A major shortcoming of this method is an inherent tendency to spend more on promo-
tion when sales are increasing and less when they are declining. If promotion stimulates sales, 
then reducing promotional spending when sales are down can be disastrous. New firms, or 
those moving to a new location, should also increase their budget as a percentage of sales.

DeciDing how Much cAn be spAReD

Another piecemeal approach to promotional budgeting widely used by small firms is 
to spend whatever is left over when all other activities have been funded. The decision 
about promotional spending might be made only when a media representative sells an 
owner on a special deal that the business can afford. Such an approach to promotional 
spending should be avoided because it ignores promotional goals.

spenDing As Much As The coMpeTiTion Does

Sometimes a small firm builds a promotional budget based on that of the competition. 
If the business can duplicate the promotional mix of close competitors, it will at least 
be reaching the same customers and be spending as much as the competition. Obvi-
ously, if a competitor is a large business, this approach is not feasible. However, this 
approach can be used to react to short-run promotional tactics by small competitors. 
Unfortunately, it results in the copying of competitors’ mistakes as well as their suc-
cesses, although it may enable a firm to remain competitive.

DeTeRMining whAT iT will TAke To Do The job

The preferred approach to estimating promotional expenditures is to decide what it will 
take to do the job. This method requires a comprehensive analysis of the market and 
the promotional alternatives. If reasonably accurate estimates are used, the amount that 
needs to be spent can be determined.

The best way for a small business to estimate promotional costs incorporates all four 
approaches, as represented by Exhibit 7-10. Start with an estimate of what it will take to 
do the job, and then compare this amount with a predetermined percentage of fore-
casted sales. Next, estimate what can be spared before examining what the competition 
is spending. Finally, make a decision regarding how much money the firm will budget 
for promotional purposes.
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Exhibit 7-10  
Four-Step Method for Determining a Promotional Budget 

Estimating
What It Will
Take to do

the Job

Comparison Process

Decision

Promotional Budget

Comparing This to a
Predetermined
Percentage of

Forecasted Sales

Estimating What Can
Be Spared Before

Examining What the
Competition Is Spending

Making a
Decision

L o o k i n g  B A C k

1 explain the role of distribution in marketing.

•	 Distribution encompasses both the physical movement 
of products and the establishment of intermediary 
relationships to guide the movement of products from 
producer to user.

•	 Four main functions of channel intermediaries are 
breaking bulk, assorting, providing information, and 
shifting risks.

•	 A distribution channel can be either direct or indirect. 
Some firms may successfully employ more than one 
channel of distribution.

2 describe the major considerations in structuring 
a distribution system.

•	 Costs, coverage, and control are the three main consid-
erations in building a channel of distribution.

•	 Transportation, storage, materials handling, delivery 
terms, and inventory management are the main com-
ponents of a physical distribution system.

3 describe the communication process and the 
factors determining a promotional mix.

•	 Every communication involves a source, a message, a 
channel, and a receiver.

•	 A promotional mix is a blend of personal and nonper-
sonal communication techniques.

•	 A promotional mix is influenced by three important 
factors: the geographical nature of the market, target 
customers, and the product’s characteristics.

4 identify advertising options for a small  
business.

•	 Traditional advertising media include television, radio, 
magazines, newspapers, and billboards or outdoor 
advertising.

•	 Product advertising is designed to promote a product 
or service, while institutional advertising conveys an 
idea regarding the business itself.

•	 A small firm must decide how often to advertise, where 
to advertise, and what the message will be.

•	 Online advertising generally takes the form of banner 
ads, pop-ups, email campaigns, sponsorships, and 
links to a firm’s website.

•	 Increasingly, firms are using strategies to ensure their 
site comes up on the first page of a search engine 
result. This is done through paid advertising  
(pay-per-click), embedding keywords into the  
company’s website, and linking campaigns. This  
process is called Search Engine Optimization.

•	 Many companies are using social media links such as 
Facebook, Twitter, and YouTube for marketing purposes, 
including to monitor what is being said online about 
their company and its products and services.

5 discuss the use of sales promotion tools and 
describe personal selling activities.

•	 Sales promotion includes all promotional techniques 
other than personal selling and advertising.

•	 Typically, sales promotional tools should be used along 
with advertising and personal selling.
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•	 Widely used sales promotional tools are specialties, 
contests, premiums, trade show exhibits,  
point-of-purchase displays, free merchandise,  
sampling, and coupons.

•	 A sales presentation is a process involving prospecting, 
practising the presentation, and then making the 
presentation.

•	 Salespeople are compensated for their efforts in two 
ways—financially and nonfinancially.

•	 The two basic plans for financial compensation are 
commissions and straight salary, but the most attractive 
plan for a small firm combines the two.

6 discuss methods of determining the appropriate 
level of promotional expenditure.

•	 Earmarking promotional dollars based on a percentage of 
sales is a simple method for determining expenditures.

•	 Spending only what can be spared is a widely used 
approach to promotional budgeting.

•	 Spending as much as the competition does is a way to 
react to short-term promotional tactics of competitors.

•	 The preferred approach to determining promotional 
expenditures is to decide what it will take to do the job, 
while factoring in elements used in the other methods.

k e y  t e r m S

advertising, p. 179
agents and brokers, p. 173
assorting, p. 173
banner ads, p. 185
breaking bulk, p. 173
channel of distribution, p. 172
common carriers, p. 176
contract carriers, p. 176
direct channel, p. 173
distribution, p. 172
dual distribution, p. 173

earned media, p. 181
email promotion, p. 186
hijacked media, p. 181
indirect channel, p. 173
institutional advertising, p. 180
linkage, p. 186
merchant middlemen, p. 173
owned media, p. 180
paid media, p. 180
personal selling, p. 194
physical distribution (logistics), p. 172

pop-up ads, p. 185
private carriers, p. 176
product advertising, p. 180
promotion, p. 172
promotional mix, p. 177
prospecting, p. 194
publicity, p. 193
sales promotion, p. 190
sold media, p. 181
Web sponsorship, p. 186

Discussion quesTions

1. How does physical distribution differ from 
channels of distribution?

2. Why do small firms need to consider indirect 
channels of distribution for their products? Why 
involve intermediaries in distribution at all?

3. What are the major considerations in struc-
turing a channel of distribution?

4. What are the major components of a physical 
distribution system?

5. What are your comments on the statement 
“Channel intermediaries are not necessary and 
only increase the final price of a product”?

6. What are the advantages and disadvantages of 
different approaches to budgeting funds for 
promotion?

7. What system of prospecting could be used by 
a small camera store? Incorporate all the tech-
niques presented in this chapter.

8. Why are a salesperson’s techniques for han-
dling objections so important to a successful 
sales presentation?

9. Assume you have the opportunity to “sell” 
your course instructor on the idea of elimi-
nating final examinations. Which objec-
tions do you expect to hear from your 
instructor? How will you handle each  
objection, using some of the techniques  
on page 196?

10. What are some nonfinancial rewards that 
could be offered to salespeople?

11. What are the advantages and disadvantages of 
compensating salespeople by salary? By com-
missions? What do you think is an acceptable 
compromise?

12. What are the four basic approaches to adver-
tising on the Internet?

13. How can the concept of a strategic alliance be 
used in promotional strategy?

14. How do specialties differ from trade show 
exhibits and publicity? Be specific.
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you MAke The cAll

siTuATion 1

The driving force behind Cannon Arp’s new 
business was several bad experiences with his 
car—two speeding tickets and four minor fender-
benders. Consequently, his insurance rates more 
than doubled, which resulted in Arp’s idea to 
design and sell a bumper sticker that read “To 
Report Bad Driving, Call My Parents at …” With 
a $200 investment, Arp printed 15,000 of the 
stickers, which contain space to write in the 
appropriate telephone number. He is now plan-
ning a promotion to support his strategy of dis-
tribution through auto parts stores.

Question 1 What role, if any, should personal  
selling have in Arp’s total promotional plan?
Question 2 Arp is considering advertising in maga-
zines. What do you think about this medium for 
promoting his product?
Question 3 How might publicity be useful for  
selling Arp’s stickers? Be specific.

siTuATion 2

Cheree Moore owns and operates a small business 
that supplies delicatessens with bulk containers of 
ready-made salads. When displayed in cases, the 
salads appear to have been freshly prepared at the 
delicatessen. Moore wants additional promotional 
exposure for her products and is considering using 
her fleet of trucks as rolling billboards. If the strategy 
is successful, she may even attempt to lease space on 
other trucks. Moore is concerned about the cost-
effectiveness of the idea and whether the public  
will even notice the advertisements. She  
also wonders whether the image of her salad prod-
ucts might be hurt by this advertising medium.

Question 1 What suggestions can you offer that 
would help Moore make this decision?
Question 2 How could Moore go about determin-
ing the cost-effectiveness of this strategy?
Question 3 What additional factors should Moore 
evaluate before advertising on trucks?

expeRienTiAl exeRcises

1. Interview two different types of local retail 
merchants to determine how the merchan-
dise in their stores was distributed to them. 
Determine whether the retail outlets have 
expanded their distribution capabilities by 
selling online. Contrast the channels of distri-
bution and report your findings.

2. Visit a local small retailer and observe its mar-
keting efforts—salesperson style, store atmo-
sphere, and warranty policies, for example. 
Report your observations to the class, and 
make recommendations for improving these 
efforts to increase customer satisfaction.

3. For several days, make notes on your own 
shopping experiences. Summarize what you 
consider to be the best customer service you 
received.

4. Visit a local retail store and observe brand 
names, package designs, labels, and warran-
ties. Choose good and bad examples of each, 
and report back to the class.

5. Interview the owners of one or more small busi-
nesses to determine how they develop their pro-
motional budget. Classify the owners’ methods 
into one or more of the approaches described 
in this chapter. Has the firm clearly tied its pro-
motional activities to its targeted customers? Is 
every aspect of its promotional campaign effec-
tive? Report your findings to the class.

6. Plan a sales presentation. With a classmate 
role-playing a potential buyer, make the pre-
sentation in class. Ask the other students to 
critique your technique.

7. Create an ad for your favourite retail outlet. 
Select the media that would best fit its target 
market.

8. Find three ads competing for the same target 
market and analyze their relative effective-
ness. Identify which media would be most 
effective in reaching the target market.

9. Evaluate the effectiveness of a public relations 
campaign of a local company.
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10. Interview a company that has attended a trade 
show in your area. Ask how much the total cost 
to be in the show was, how many qualified leads 
they acquired, how much sales revenue they did 

at the show, and how they planned to follow-up 
after the show. Do the math to determine the 
cost per sales order or cost per lead. Do you 
think the results were worth the cost?

cAse 7

RoDgeRs chevRoleT (p. 464)

This case illustrates how one entrepreneur utilized 
customer service management to build a strong 
customer base, focusing not only on the customer 
but also on employee satisfaction.

AlTeRnATive cAses foR chApTeR 7

Case 1, Dori’s Diamonds, p. 449
Case 2, Dillon’s Small Batch Distillers, p. 452
Case 5, The Ultimate Garage, p. 460
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Global MarketinGChapter 8

L o o k i n g  a h e a d

After studying this chapter, you 
should be able to

1 Discuss global marketing and the 
potential of small firms as global 
enterprises.

2 Explain the challenges that global 
enterprises face.

3 Describe the initial steps of a global 
marketing effort.

4 Recognize the sources of assistance 
available to support international 
business efforts.

204

Courtesy of Iridian Spectral Technologies

BK-NEL-LONGENECKER-140433-Chp08.indd   204 30/12/14   7:34 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



205NEL

i n  t h e  S p o t L i g h t

export Success in 3-d
The next time you head to the cinema for a 3D blockbuster, it’s possible the action will be brought 
to you in part by Iridian Spectral Technologies Ltd. The Ottawa-based firm has done brisk business 
making optical filters for the telecommunications and biomedical industries since 1998, but the 
firm has almost tripled its annual revenue over the past two years due primarily to its more recent 
foray into 3D cinema technology. And one more thing: Iridian’s ability to win the trust of the highly 
demanding foreign firms that were responsible for more than 99 percent of the company’s over 
$20 million in sales.

Looking beyond Canada’s borders was necessary from the outset simply to secure Iridian’s 
survival, says president George Laframboise. “There is not much of an optical industry in Canada,” 
he says. Since the decline of the telecom industry in 2000, Laframboise says, more and more 
telecommunications manufacturing—for which Iridian produces components—has moved to U.S.-
owned plants in Asia. This trend has pushed Iridian to export its technology, not only to American 
fibre-optic cable makers operating in China but, increasingly, to the Chinese-owned firms that 
have sprung up over the past decade. Iridian’s export and growth strategies have always been 
inextricably linked, being based on identifying hot new markets for its technology, such as 3D 
entertainment. Today, half of Iridian’s revenue comes from 3D glasses and projector parts for a U.S. 
company that distributes the products to theatres around the world.

But, as any Hollywood starlet can tell you, getting into show business isn’t easy. “We went from 
showing samples to having to produce hundreds of thousands of 3D glasses within a few months,” 
says Laframboise. This required Iridian to call in favours to source manufacturing equipment and 
large quantities of input materials on short notice. Having good relationships with those in your 
supply chain is essential before tapping high-growth export markets, because “you have to be 
prepared to ramp up quickly,” advises Laframboise.

You must also prove to prospective new clients that you can scale up—which Iridian does by 
presenting customer case studies and testimonials. For instance, Iridian is the top choice of Thermo 
Fisher Scientific, a producer of lab equipment. “Our business is unpredictable and driven by large 
orders,” says Daniel Lydon, supply chain manager at the Waltham, Massachusetts–based company. 
“Iridian’s ability to work with its own supply chain to accommodate that is a huge differentiator.” As 
much as any company wants export success, it often comes with such growing pains as cash-flow 
crunches. Iridian has suffered some of its sharper pangs in China, where payment terms adopt a 
nebulous aura. (China accounts for 19 percent of the firm’s exports.) Laframboise says that when 
he first started doing business in the Middle Kingdom, he was puzzled as to why his customers 
would agree to 30-day payment terms but often not come up with the money until months later. In 
the case of one client with a $300,000 order, Laframboise says, Iridian “had to understand why 
they weren’t paying us, and work with them to come up with a solution.” The customer turned out 
to be doubling its production to meet higher than expected demand, prompting Iridian to quadruple 
its standard payment terms to 120 days—a painful but ultimately profitable move, as the customer 
later rewarded the firm with “huge amounts” of new business. Iridian has learned how to guard 
against cash crunches over its years of activity in the Chinese market. Laframboise says his firm 
carefully budgets for and manages its expenses to build cash reserves that ameliorate the effects 
of long payment delays. While he has seen other Canadian suppliers deal with long-outstanding 
invoices by halting delivery of current orders, Laframboise warns this approach should be a last 
resort, suggesting that flexibility, patience, and communication are important to growing in the Far 
East: “If you’re too rigid, you can quickly kill the business.”
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Iridian’s senior management and sales teams schedule in-person visits to foreign 
customers at least annually to help build trust and understanding. Meanwhile, Irid-
ian’s technical staff schedules face-to-face meetings on an as-needed basis. The payoff?   
Clients, especially the ones who require looser payment terms, become repeat customers. 
“By working with them to help them overcome their challenges,” says Laframboise, “you 
establish a high degree of trust, and often get first kick at the can on other opportunities.” 
Although modern 3D film technology is still in its infancy, Iridian already has its sights set 
on other opportunities, such as defence and environmental applications for its optical fil-
ters. In 2013 the company developed a filter to protect pilots, military personnel, and law 
enforcement officials from laser-pointer strikes, for example. But Laframboise knows that 
capturing them will take time: “We’re not yet known in these fields. We have to convince 
these customers to trust us.”

Iridian Spectral Technologies’ success earned it the 2010 Canada Export Achievement 
Award for Ontario.

www.iridian.ca

diSCuSSion QueStionS:

1. Why do you think it takes businesses such a long time to develop foreign markets? What 
do you think would be Iridian’s story if the company had not pursued foreign markets? Why?

2. Do you think it is easier and quicker to get follow-on products into existing foreign markets 
than the original product?

3. Given the challenges identified such as long payment cycles and cost of travel, do you 
think Canadian companies generally find it worth the trouble to pursue foreign markets? 
Why or why not?

Sources: “Of Turning on Dimes and Watching All Pennies, For a Growing Player in 3D Cinema, Selling Abroad Requires  
Being Prepared for the Trappings of Success,” http://www.exportawards.ca/exportawards/ontario2010.html. 

 By permission of Eleanor Beaton, http://www.eleanorbeaton.com  
and http://www.iridian.ca.
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Small BuSineSSeS aS GloBal enterpriSeS
Given the difficulty of international business, why would anybody want to get involved? One 
small business international trade expert describes the motivations to go global as follows:

Certainly the overall motivation is increased sales, but that is the simple answer. A more 
complex analysis opens the door to the real fun—the larger game. Ultimately the goal 
of global trade is to expand the scope and reach of your company so that the tools and 
resources available to fight your competition give your company an unbeatable edge—
an edge that renews and transforms itself faster than the competition can keep up.1

In other words, many small firms are looking to do more than simply expand a profit-
able market when they get involved in international business. They are no longer insu-
lated from global challengers; the rival on the other side of the street may be a minor 
threat compared to an online competitor on the other side of the globe!

One way to adjust to these emerging realities is through innovation, which is essential 
to competitiveness in many industries. Small businesses that invest heavily in research and 
development often can outperform their large competitors. But as R&D costs rise, they sel-
dom can be recouped from domestic sales alone. Increasing sales in international markets 
may be the only viable way to recover a firm’s investment. In some cases, this may require 
identifying dynamic markets that are beginning to open around the world and then locating 
in or near those markets.2 Expanding markets are one of the forces behind global expansion.

expandinG marketS

Today, global marketing by small Canadian firms is becoming more commonplace. Cer-
tain opportunities abroad are simply more profitable than those at home. Some 47,637 
Canadian businesses exported $329 billion in 2009, the most recent year for which statistics 
are available. There were over 2,100 new exporters in 2009, which is consistent with the 
number of new exporters in previous years. Establishments exporting more than $25 mil-
lion annually continue to account for a large share of merchandise exports, with the top 
3 percent of exporting firms accounting for 42 percent of total export value. Many small 
businesses are pursuing an export strategy to expand, with 76 percent of exporters gen-
erating less than $1 million from export activities. Ventures with fewer than 50 employees 
accounted for 64 percent of exporters and 30 percent of the total value of merchandise.3

CountrieS targeted
Because the primary motivation for going global is to develop market opportunities outside 
the home country, the focus of globalization strategies tends to be on those countries with 
the greatest commercial potential. In the past, these were the developed countries (those 
with high levels of widely distributed wealth). Today, companies are  paying greater atten-
tion to emerging markets, where income and buying power are growing rapidly, particu-
larly those listed in Exhibit 8-1. Because of their immense populations and potential market 
demand, countries such as China and India have attracted the greatest attention from inter-
national firms. Combined, these two nations account for nearly 36 percent of the world’s  
7 billion inhabitants, thus providing fertile ground for international expansion. Small 
 companies are among the competitors battling for position in these emerging markets.

The term BRICs is often used to refer to the fast-growing economies of Brazil, Rus-
sia, India, and China. These markets have definitely captured the attention of many 
entrepreneurs. And that interest seems to be growing, as mainstay markets like Europe, 
Japan, and the United States continue to struggle with economic stagnation while 

discuss global 
marketing and the 
potential of small 
firms as global 
enterprises.

1
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China and India, in particular, continue to mount impressive recoveries. The smaller 
BRIC countries, Russia and Brazil, have also been doing well (despite Brazil’s down-
turn in 2012), but have not enjoyed the same level of growth and vigour as China and 
India. Because of their immense populations and potential market demand, China 
and India have become the focus of many international firms. Combined, these two 
nations account for an astounding 40 percent of the world’s six billion inhabitants, thus 
providing fertile ground for international expansion. And small companies are among 
the countless competitors battling for position in these emerging markets, with some 
maintaining a second office in those countries.

produCtS promoted
In the mid-1960s, international business authority Raymond Vernon observed that firms 
tend to introduce new products in their home market first and then sell them in less- 
developed countries later, as demand in the home market declines.4 In other words, they 
were using international expansion to extend a product’s life cycle. Although this approach 
is effective under some circumstances, it has become less viable as customer preferences, 
income levels, and delivery systems have become more similar and product life cycles have 
contracted. Today, products that sell at home are more likely to be introduced very quickly 
abroad, with little or no adaptation in many cases. The role of television programs, movies, 
the Internet, and print media in shaping cultural tastes throughout the world has eased the 
entry of small businesses into international markets. By informing consumers about the life-
styles of others, globalization is leading the world toward common consumer preferences.

In addition to the trendy products associated with popular culture, another type of 
product well suited to international markets is the highly specialized product. There 

Country
2012 population 
(in millions)

2012 Wealth 
(gni per capita, 
u.S. dollars)

2011–2012  
economic growth  
(gdp growth, %)

Argentina 41.1 9,070 0.0

Brazil 198.7 11,630 1.5

China 1,351 5,720 7.6

India 1,237 1,550 5.5

Indonesia 249.6 3,420 5.3

Mexico 120.8 9,640 1.9

Poland 38.5 12,660 3.3

South Africa 52.3 7,460 2.0

South Korea 50 22,670 2.0

Turkey 74 10,830 2.4

World 7,044 10,212 2.4

Source: Adapted from The World Bank Group, “World Development Indicators, 2013,” http://data 
.worldbank.org/country.

Exhibit 8-1 
Emerging Markets 
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may be a limited home market, so it becomes necessary to search for international mar-
kets with the same unique demand in order to increase sales enough to recover product 
development costs. Because small companies often follow focused business strategies 
(with limited domestic market potential) and aspire to grow rapidly, efforts to exploit 
the competitive advantage of specialized products across international markets may be 
even more important to them than to their larger counterparts.5

The challenges facing a small firm interested in global marketing can be better 
appreciated by considering the experiences and major obstacles encountered by entre-
preneurs in international markets. The next section examines these challenges.

exploring global opportunities: trading with China

While Canada’s burgeoning imports from China 
are frequently in the spotlight, Canada’s exports 
to China are often overlooked. From 2010 to 
2011 Canada’s exports increased 26.9 percent to  
$16.8 billion. The gain was the largest posted by 
any G7 country, and put China ahead of Japan 
as Canada’s third-largest export market after 
the United States and the United Kingdom. The 
level of total imports from all countries in 2011 
remained slightly above exports, at $446 billion 
versus $418 billion, exports grew at 12.1 percent, 
outpacing the growth in imports at 10.4 percent.6

Resources dominate Canada’s exports to 
China. However, industrial goods have registered 
significant gains as China’s economy builds its 
economic base by expanding factory production, 
building logistical networks, and developing infra-
structure such as ports and roads.

Canadian firms wanting to crack the Chinese, 
or other, market, should refer to www.export.ca, a 
site maintained by the Canadian government that 
lists foreign companies seeking Canadian imports. 
A review of the site indicates export requests as 
small as $1,000, which could provide sales oppor-
tunities to even small firms.

Specialized reports, such as The Wine Market 
in China: Opportunities for Canadian Wine Exporters, 
published in February 2011by Agri-Food Canada, 
describe the opportunities for specific industries. 
This report provides insight into the export oppor-
tunities for Canadian wine producers to the China 
market. While wine consumption in China is nor-
mally reserved for special occasions, imported pre-
mium wines have moved from being sold only at 
restaurants catering to foreigners to an item used 

both for gift items and special occasions. Red wine, 
for its perceived health benefits, and icewine have 
proven popular, with overall Chinese sales increas-
ing to $10 billion U.S. in 2009. The estimated 
annual growth is estimated to be a staggering  
90 percent from 2009 to 2014! Canada’s share of 
this market is only $6.2 million or less than one 
percent, presenting a great opportunity for Cana-
dian winemakers.

National tradeshows, such as the Shanghai 
China International Wine Exposition, host hun-
dreds of exhibitors, and provide opportunities for 
smaller firms to secure sales.

QueStionS:

 1. Canada’ largest trading partner is the 
United States. Several successive Canadian 
federal governments have tried to diver-
sify our trading partners. How helpful do 
you think Canada’s efforts have been to 
businesses trying to trade with China and 
other Asian countries?

 2. The prime minister recently announced 
major progress on a trade agreement with 
the European Union. Do you think busi-
nesses will find it easier to do business in 
Europe than in Asia? Why or why not?

Sources: “Canadian International Merchandise Trade: 
Annual Review, 2011,” available at http://www.statcan 
.gc.ca/daily; and Agri-Food Trade Service, “The Wine 
Market in China: Opportunities for Canadian Wine 
Exporters,” February 2011, available at http://www.ats 
.agr.gc.ca/asia/4398_e.htm.

ENTREPRENEURIAl ExPERIENCES
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GloBal ChallenGeS
Small businesses face challenges. Global small businesses face challenges on a much 
larger scale. However, the success of enterprising entrepreneurs in international mar-
kets proves that small firms can do better than survive—they can thrive! However, suc-
cess requires careful preparation. Small business owners must recognize the unique 
complications facing global firms and adjust their plans accordingly. Beyond managing 
cultural differences, entrepreneurs need to pay attention to political risks, economic 
risks, and the relative ease of doing business in countries where they want to extend 
operations.

One survey7 of more than 5,000 independent businesses found that factors such 
as obtaining adequate knowledge about exporting, identifying viable sales prospects 
abroad, understanding business protocols in other countries, and selecting suitable tar-
get markets on the basis of the available information were major obstacles in exploring 
or expanding exports.

Nevertheless, the Profile of Canadian Exporters indicates that Canadian entrepre-
neurs are pursuing international trade opportunities in increasing numbers. While 
most Canadian businesses don’t export, about 57 percent of those that do export to 
the United States only, although this percentage has dropped significantly from the 
year 2000, when 71.8 percent of all exporters shipped exclusively to the United States. 
Europe, led by the U.K., represents the next most significant region at 8.3 percent of 
exports, followed by China.8

Evidently, more small firms are accepting the international challenge. Many small 
companies use government services in conjunction with other strategies to build their 
international exposure on a limited budget.

For example, In Motion Technology9 of New Westminster, British Columbia, is a 
market leader in vehicle area networks. The company’s patent pending link accelera-
tion technology provides users with network management software, and is utilized by 
emergency organizations such as police and fire departments across Canada. In Motion 
Technology participated in the “Partners in Security” trade mission led by Canada’s 
Department of Foreign Affairs to meet potential clients and government contractors 
in Washington.

Clearly, small firms can be just as successful as large firms in international markets; 
however, data regarding the success of big business versus small business in interna-
tional markets is at best inconclusive.10

The post–9/11 period has increased difficulty and expense in transportation. Secu-
rity inspections at border crossings have caused delays, and consequently squeezed 
margins, for trucking companies transporting merchandise from Canada to the United 
States. Higher fuel expenses for all distribution methods, truck, rail, and aircraft, in 
conjunction with a relatively strong Canadian currency, have caused some Canadian 
products to be less attractive in the international marketplace.

One very significant caution needs to be emphasized for Canadian companies that 
wish to export or otherwise engage in global opportunities: it takes time. This is especially 
true outside of the United States. Relationships and trust must be built with people you 
want to do business with in almost all other cultures in the world before any serious 
discussion of business can take place. learning the culture and the “rules of engage-
ment” of doing business in another country also take time. See the “Entrepreneurial 
Experiences” on page 217 for one Canadian company’s experience breaking into the 
Japanese market.

explain the challenges 
that global enterprises 
face.

2
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As early as possible in global marketing efforts, an entrepreneur needs to study the 
cultural, political, and economic forces in foreign markets to determine which adjustments 
to domestic marketing strategies are required. It is important to remember that what may 
be acceptable in one culture may be considered unethical or morally wrong in another. 
When cultural lines are being crossed, even something as simple as a daily “Good morn-
ing” accompanied by a handshake may be misunderstood. The entrepreneur must evalu-
ate the proper use of names and titles and be aware of different styles of doing business.

When a foreign market is not studied carefully, costly mistakes may be made. For 
example, a mail-order concern offering products to the Japanese didn’t realize that the 
North American custom of asking customers for a credit card number before taking 
their order would insult the Japanese. later, a Japanese consultant told the company 
that people in Japan think that such an approach shows a lack of trust.11 The following 
examples further highlight the importance of understanding cultural differences:

•	 A Canadian firm received its first international contract for a major project in 
South East Asia. The project was to last two years, and would require a major 
financial commitment by the company. The firm sent a large contingent of staff, 
and shipped a significant amount of equipment to Bangkok, anticipating a timely 
start to the project. An agent had outlined all the local regulations and operating 
concerns. All the major issues had been addressed; however, the project manager 
had declined a suggestion by the agent that several government officials would be 
expecting gifts of significant value. The project suffered significant delays caused 
by a series of permits that were not approved by the local government officials. 
After a delay of six weeks, and concern that the project would be a financial disas-
ter, the project manager smoothed the situation by holding a lavish party for local 
officials and suppliers. Relationships improved, and the permits were granted 
within two days.

•	 An hour before the signing ceremony was to begin, the American executive and 
the responsible government official met for tea. Relaxing, the American propped 
his feet on a table, with his soles facing his Arab host. At once, the official became 
angry and left the room—to the surprise and dismay of the American. The U.S. 
executive did not know that exposing the sole of one’s shoe to an Arab is a grave 
insult. It took another year of negotiations to get the contract signed.12

trade aGreementS

Differences in trading systems and import requirements of each country can make 
international trade difficult. To appreciate the problems that these differences create, 
let’s consider the situation of Mentor O & O, Inc., a small manufacturer of diagnostic 
and surgical eye care equipment, which it markets internationally. Mentor regularly 
modifies its products to meet rigid design specifications that vary from country to coun-
try. For example, an alarm bell on Mentor’s testing device has an on/off switch that 
must be removed before it is acceptable in Germany.13 This is typical of barriers to trade 
that exist throughout the world.

The global market has entered a period of positive change with regard to trade 
barriers. In 1989, Canada and the United States signed the Free Trade Agreement (FTA), 
which called for the elimination of most tariffs and other trade restrictions by Janu-
ary 1, 1998. The result is an environment more conducive to trade between these two 
countries. This is especially important for Canada, since the United States is our largest 
trading partner.14

Free Trade 
Agreement (Fta)
an accord that eases 
trade restrictions 
between Canada and 
the United States
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In 1993, Canada, the United States, and Mexico signed the North American Free 
Trade Agreement (NAFTA).15 Under NAFTA, all Mexican tariffs on products made in 
Canada and the United States were phased out by 2009. Through the Department of 
Foreign Affairs, Trade and Development Canada (DFATD), the Canadian government 
has ongoing efforts to conclude trade agreements with other countries. Over the last 
few years agreements have been made with countries such as Israel, Chile, Peru, and 
most recently with Panama, brought into force in 2013. Negotiations are underway with 
many countries, including Turkey, Ukraine, and Korea.16

November 1993 marked the official beginning of the 28-nation European Union 
(EU). For the last 18 years, businesses of all sizes have observed the preparations 
made for a unified Europe including the introduction of a common currency, the 
euro, in 2002. Economic crises that began to affect many European countries in 2010, 
and continuing for the foreseeable future, cast some doubt on the stability of the 
European Union and there is some speculation the euro may be withdrawn as a cur-
rency in favour of the reintroduction of national currencies. Nevertheless, with a pop-
ulation of over half a billion, the EU is an attractive market for Canadian companies. 
Canada is also a signatory to the General Agreement on Tariffs and Trade (GATT), which 
attempts to reduce tariffs and other protectionist barriers to trade among countries. 
Administration of GATT was taken over in 1996 by the newly created World Trade 
Organization (WTO), which has the general mandate of lowering tariffs and trade 
barriers worldwide. While there is increasing pressure to reduce barriers, significant 
issues remain to be resolved. Business owners should review the potential for export 
on a country-by-country basis.

initial preparationS For GloBal  
marketinG
Many activities prepare a small firm for a global marketing effort. Two, in particular, are 
vital for almost every international venture: researching the foreign market and setting 
up a sales and distribution plan.

reSearChinG a ForeiGn market

Foreign-market research should begin by exhausting as many secondary sources of 
information as possible. The federal government offers an array of services to assist 
firms in locating and exploiting global marketing opportunities. The Department of 
Foreign Affairs, Trade and Development Canada (DFATD) is the primary Canadian 
government agency responsible for assisting exporters. Probably the best direct assis-
tance comes from the department’s trade commissioners, located in every province 
across Canada and at over 150 Canadian embassies abroad.

Foreign aFFairS, trade and deveLopment Canada
There are many government programs specific to particular industry sectors or other 
criteria. Information on these can be found through their website at www.international 
.gc.ca/international/index.aspx which includes

•	 Step-by-Step Guide to Exporting
•	 Access to CanadaExport, a government site-magazine
•	 Publications such as A Guide to Canada’s Export Controls
•	 Geographic, economic, and market data compiled by the Trade Commissioner Service

describe the initial 
steps of a global 
marketing effort.

3

World trade 
organization (Wto)
an international 
organization that 
administers GATT 
and works to lower 
tariffs and trade 
barriers worldwide

North American 
Free Trade 
Agreement 
(naFta)
an accord that eases 
trade restrictions 
among Canada, the 
United States, and 
Mexico

General 
Agreement on 
Tariffs and Trade 
(gatt)
an international 
agreement that aims 
to reduce tariffs and 
other trade barriers 
among countries
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•	 Referrals to other federal and provincial government departments and other 
export organizations

•	 A business agenda listing seminars, meetings, conferences, and courses offered 
across the country to anyone currently exporting or who is interested in exporting

Other services offered through Foreign Affairs, Trade and Development Canada 
include

•	 Export counselling: Trade commissioners are available at DFATD trade centres for 
individualized export counselling.

•	 Market reports: More than 200 market reports categorized by industry sector or 
region/country.

•	 Overseas trade fairs: Through the Canadian Trade Commissioner Service businesses 
can attend and/or exhibit at industry-specific trade fairs.

•	 Trade leads: Trade leads are essential in identifying potential customers in target 
markets.

•	 Trade missions: Assistance is provided to businesses that wish to participate in a 
trade mission with other businesses and representatives of the federal and provin-
cial governments.

trade miSSionS
Being a member of a trade mission sponsored by the federal government is another means 
of evaluating a foreign market. A trade mission is a planned visit to a potential foreign mar-
ket to introduce Canadian firms to appropriate foreign buyers and government officials, 
and to establish exporting relationships. There have been several of these high-profile 
“Team Canada” missions in recent years, resulting in several billion dollars worth of sales 
and investment for Canadian companies. These missions usually involve a group of sev-
eral hundred business executives, the prime minister, several provincial premiers, and 
other government officials, and are organized and planned to achieve maximum results 
in expanding exports. Members of the group may pay their own expenses or receive some 
government assistance, and the government picks up the operating costs of the mission.

Survival Systems limited president Albert Bohemier participated in trade missions 
to India and Pakistan, Korea, the Philippines, Thailand, Mexico, Brazil, and Argentina 
over a three-year period. The company benefited not only during the missions but also 
in the long term. For example, a $400,000 contract for delivery of a system to Malaysia 
was negotiated four years after the initial contact during a trade mission.

located in Dartmouth, Nova Scotia, the producer of safety training products and 
services has spent millions developing and manufacturing mobile and fixed-base emer-
gency training simulators. Recognized as the most realistic escape trainer in the world, 
the firm services both military and commercial organizations. The 60-employee com-
pany generates over 50 percent of its sales from exports to a dozen countries. It antici-
pates that almost all of its growth will be derived from export opportunities.

Bohemier credits government services such as Export Development Corporation, 
which provides insurance, and Canadian trade commissioners, who facilitate client con-
tacts, with easing his company’s entry into the international arena.

Not all experiences have been easy. Brazil, says Bohemier was an administrative 
nightmare. “It took us an entire year to get a licence for our product. We had to pay 
huge customs and duty costs that we had not been told of.” The difficulty has not put 
him off; his recommendation to other Canadian exporters? “Pack your bags and go do 
it. You don’t sell internationally without persistence and presence.”17
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other FederaL government departmentS and programS
In addition to DFATD, many other federal government departments and programs 
provide assistance or information to those wishing to export.

•	 The Canadian Commercial Corporation (www.ccc.ca) is a Crown corporation 
that may act as the main contractor when foreign governments wish to purchase 
goods and services from Canadian companies. The advantage to the foreign gov-
ernment is access to suppliers that have already been reviewed by the Canadian 
government.

•	 Export Development Canada provides financial services in the form of insuring  
or guaranteeing foreign accounts receivable of Canadian exporters. Refer to  
www.edc.ca.

•	 Canadian International Development Agency (CIDA) is the main international 
assistance agency of the Canadian government, and it assists Canadian exporters 
attempting to penetrate new markets in developing countries. Refer to www.acdi-
cida.gc.ca.

•	 Canada Revenue Agency, through the Excise and Taxation division, regulates the 
flow of goods imported to and exported from Canada. Information and assistance 
is available from any regional office. Refer to www.cra-arc.gc.ca/menu-e.html.

•	 Statistics Canada publishes a variety of data on exports and imports. In addition to 
published reports such as Exports by Commodity, customized data retrieval is avail-
able to businesses for a nominal fee. Refer to www.statcan.gc.ca.

•	 The Canadian Trade Commissioner Service provides assistance to small- and medium-
sized Canadian enterprises through its regional offices. It assists in export financing, 
market research, and one-on-one export help. Hundreds of foreign markets by indus-
try sector are also available. Refer to http://www.tradecommissioner.gc.ca.

•	 BDC has several programs to assist exporters, including articles and guides, on-
site counselling, and trade-mission participation for new exporters. The bank also 
offers seminars, matchmaking services to help firms link up for joint ventures or 
licensing. Refer to www.bdc.ca.

•	 The not-for-profit Forum for International Trade Training (FITT) offers train-
ing programs to businesspeople who want to become much more knowledgeable 
about international business. Through FITT’s program, members can earn the 
Certified International Trade Professional designation, as well as take advantage of 
topic-specific workshops and other services. Refer to www.fitt.ca.

All provincial governments have programs, information, and assistance to support 
businesses wishing to export. Programs vary by province, and they range from export 
financing or insurance to making contacts in foreign countries. For example, Ontario 
and Alberta maintain trade offices in some foreign countries. According to Ted Haney, 
executive director of the Canadian Beef Export Federation, the addition of a provincial 
government’s presence is important. “If we can get both levels of government speaking 
on our behalf, it does help,” Haney says. “Within trade, it builds awareness, and within 
foreign government regulators, it improves access.”18

Banks, universities, and other private organizations also provide information on 
exporting. The major banks play a key role in transfers of funds. They also may provide 
some credit information on prospective foreign customers through their relationship 
with banks in other countries. Information is also available from Canadian Manufactur-
ers and Exporters, the Canadian Bankers’ Association, and many local chambers of 
commerce or boards of trade. Two useful publications available in local and university 
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Exhibit 8-2 Questions to Consider Before Going Global 

Strategy 
•	 Have you exhausted all profitable Canadian markets by geography, market segment, or industry?
•	 If the answer to the first question is “yes,” have you thoroughly investigated the best alternative foreign markets/countries?  

The United States may not be the best alternative despite geographic proximity and common language.
•	 Going global requires a long-term commitment. However, have you considered ways to “test the waters” before making a 

full commitment? A phased entry into foreign markets takes more time but does allow you to get up the “learning curve” at 
lower risk.

•	 What mode of entry makes the most sense? Export, licence, franchise, joint venture/partnering with a local company, wholly-
owned subsidiary (setting up either distribution, manufacturing or operations, or both) are common modes of entry into 
foreign markets.

•	 What is success? What are your goals and how will you measure performance against them?

LegaL 
•	 What does the legal and regulatory system allow you to do, and not to do, in the target country as a Canadian company?
•	 Is the legal system well-developed to support doing business there?
•	 Is the legal system fair to foreign-owned businesses?
•	 Can any intellectual property (patents, copyrights, etc.) be protected and upheld there?

Marketing 
•	 Will your product or packaging need to be modified? Packaging at least will likely need modification to comply with foreign 

packaging laws and language.
•	 Does your product meet global standards such as ISO 9000?
•	 What changes do you need to make to advertising, website, and other promotional methods?
•	 Have you checked how your company or product name translates into the language of the target country?
•	 What is the competitive environment in the target country?
•	 Have you considered the cost of shipping, brokerage, and import duties? Is your pricing still competitive with these additional 

costs?

FinanciaL 
•	 Do you have the financial capacity or resources to support global activity?
•	 How will you deal with currency (foreign exchange rate) risk and/or repatriation of profits and capital back to Canada?
•	 If you are establishing operations, will you finance from Canada (higher risk) or try to do so in the target country (less risk)?

riSk ManageMent 
•	 Are there risks to safety and security of company personnel or assets in the target company? If so how will you protect your 

people and assets?
•	 How stable is the government and political system in the target country and region?
•	 Do you understand the culture, language, and business etiquette of the target country?

OperatiOnS & HuMan reSOurceS 
•	 If exporting do you have the capacity to fulfill both Canadian and export demand?
•	 If setting up operations who will manage them: Canadian expatriates or local hires?
•	 To what degree will you employ local workers and managers in your operations? How will you train them?
•	 What do you need to do to prepare your Canadian operations, managers, and staff for global operations?

Source: Compiled by leo B. Donlevy from a wide variety of sources. A number of Government of Canada export resources 
are available including http://www.canadabusiness.ca.

libraries include Dun & Bradstreet’s Exporter’s Encyclopedia and the Canadian Export Guide, 
published by Mississauga, Ontario’s Migra International ltd. (www.migraexport.ca/).

Prepared by the Canadian Trade Commissioner Service, a simple questionnaire to 
determine the readiness of companies to export is summarized in Exhibit 8-2.
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Talking with a citizen of a foreign country or even someone who has visited a poten-
tial foreign market can be a valuable way to learn something about it. International 
students studying at many universities can be contacted through faculty members who 
teach courses in the international disciplines.

One of the best ways to study a foreign market is to visit that market personally. Rep-
resentatives of small firms can do this either individually or in organized groups such as 
the trade missions addressed earlier.

how orGanizationS expand internationally

Before establishing foreign operations, small business owners and managers need to 
analyze not only the marketing potential but also the risks inherent in each country’s 
environment. Typically, small firms begin the international process using a lower-risk 
approach, and as they become more experienced they consider broader and riskier 
levels of involvement. Typically there are five methods to operate in the global environ-
ment: importing and exporting, foreign distributors, licensing/franchising, strategic 
alliances, and foreign subsidiaries. Each will be addressed briefly.

SaLeS and diStribution ChanneLS
Importing and exporting tend to be the primary method of entering global activities. 
A company makes products and sells them abroad, typically incurring little risk by 
requiring payment prior to shipment, or upon point of arrival. Many small Canadian 
businesses, such as clothing, sporting goods, and home furnishing stores import goods 
for their retail operations. Some Canadian manufacturers expand not by exporting 
directly, but by allowing foreign firms to produce their product overseas through licens-
ing arrangements. In fact, licensing is the simplest strategy for conducting international 
trade. With only a small investment, a firm can penetrate a foreign market. Licensing 
is an arrangement that allows a foreign manufacturer to use the designs, patents, or 
trademarks of the licenser in exchange for royalties. The practice of licensing helps 
overcome trade barriers surrounding exporting because the product is produced in 
the foreign country. Michael Koss, CEO of Koss Corporation, used licensing to diversify 
his headphone manufacturing company because “this seemed a good way to generate 
royalty income in the short run and cement a strategic partnership that could lead, 
over the long run, to joint ventures.” His foreign licensee is the Dutch trading company 
Hagemeyer, which pays royalties to use Koss’s brand name and logo. To ensure quality, 
Koss has “veto power over all product drawings, engineering specifications, first-product 
samples, and final products.”19

A small firm can also participate in foreign-market sales via joint ventures and wholly 
owned subsidiaries in foreign markets. International joint ventures offer a greater pres-
ence abroad at less cost than establishing a firm’s own operation or office in foreign 
markets. For example, Arctic Spas, voted for several years as one of Canada’s 50 best-
managed companies, manufactures world-class hot tubs. located near Edmonton, 
Alberta, Arctic Spas distributes its award-winning designs through over 300 retailers in 32 
countries. Refer to the company’s website at www.arcticspas.com for details. While most 
of the distribution involves shipping products made in Western Canada to domestic and 
international retailers, Arctic Spas has expanded in Australia through a joint venture.20 
Some host countries may require that a certain percentage of manufacturing facilities be 
owned by nationals of that country, thereby forcing Canadian firms to operate through 
joint ventures. Other options for foreign distribution chanls are identified in Exhibit 8-3.

licensing
legal arrangement 
allowing another 
manufacturer to use 
the property of the 
licenser in return for 
royalties
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powering up Japanese vehicles

The Japanese economy may have cooled off in the 
last few years, but it’s still an important, affluent 
market for Canadian companies and still ranks just 
behind China as a target for Canadian exporters.

British Columbia’s Delta-Q Technologies has 
been successful in getting into the Japanese mar-
ket with its battery chargers for electric vehicles as 
a gateway to the rest of Asia. “Japan is a unique 
market,” said Evan Sanders, vice president of Sales 
for Delta-Q. “A lot of invention and introduction of 
new technology occurs in Japan and those products 
get exported to countries all over the world. The 
Japan market in and of itself is fairly large. They 
are consuming a lot of those products themselves.”

To cut costs, Japan is expected to send more 
manufacturing to China and eventually take advan-
tage of its highly skilled workforce to design prod-
ucts there as well. So for Delta-Q, having its battery 
chargers in Japanese products grants them expo-
sure throughout Asia, Sanders said. He hopes to 
leverage that exposure to develop additional direct 
customer relationships in China and elsewhere.

Part of that plan is to find more trading partners 
in Japan, which are essential because of the cultural 
differences, according to Sanders. While the Japa-
nese are comfortable doing business domestically, it 
can be a “tremendous challenge” for Westerners to 
understand the business process, he said. Trading 
partners fulfill the cultural side of the business pro-

cess. Sanders goes on to say that the key to doing busi-
ness in Japan is building trust, which can take two or 
three years. “And a lot of that process is not the tech-
nical evaluation of the product. It’s the trust-building 
exercise you go through, not just with your trading 
partner but ultimately with the set of customers that 
you want to do business with. Your Japanese customer 
needs to know you are going to be there in good 
times, bad times and normal times,” said Sanders.

QueStionS:

 1. What are the steps you would take to research 
the Japanese market? Pick a hypothetical 
product for purposes of this discussion.

 2. Once you have researched the market, 
what steps would you take to try to develop 
a Japanese presence?

 3. Where would you look for advice on 
dealing with the Japanese culture and busi-
ness system?

Source: Fiona Anderson, “Despite Some Hard Knocks, 
Japan Remains an Important Economy for B.C.,”  
The Vancouver Sun, September 19, 2012, p. C2. http://www 
.vancouversun.com/business/Despite+some+hard+knocks+ 
Japan+remains+important+economy+businesses/7260464/
story.html. Material reprinted with the express permission 
of The Vancouver Sun, a division of Postmedia Network Inc.

ENTREPRENEURIAl ExPERIENCES

SaLeS repreSentativeS Or agentS
A sales representative is the equivalent of a manufacturer’s representative at home. Product literature and 
samples are used to present the product to the potential buyer. The representative usually works on a com-
mission basis, assumes no risk or responsibility, and is under contract for a definite period of time (renew-
able by mutual agreement). This contract defines territory, terms of sale, method of compensation, and other 
details. The sales representative may operate on either an exclusive or a nonexclusive basis.

FOreign DiStributOrS
A foreign distributor is a merchant who purchases merchandise from the domestic manufacturer at the 
greatest possible discount and resells it for a profit. This would be the preferred arrangement if the product 
being sold requires periodic servicing. The prospective distributor should be willing to carry a sufficient 
supply of spare parts and maintain adequate facilities and personnel to perform all normal servicing opera-
tions. The manufacturer should establish a credit pattern so that flexible or convenient payment terms can be 

Exhibit 8-3 Additional Foreign Market Channels of Distribution 

(Continued)

BK-NEL-LONGENECKER-140433-Chp08.indd   217 30/12/14   7:34 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 2 Planning and Marketing New Ventures218

NEL

offered. As with a sales representative, the length of association is established by contract, which is renew-
able if the arrangement proves mutually satisfactory.

FOreign retaiLerS
Generally limited to the consumer product line, the foreign retailer relies mainly on direct contact by travel-
ling sales representatives, although catalogues, brochures, and other literature can achieve the same pur-
pose. However, even though websites and direct mail eliminates commissions and travelling expenses, a 
Canadian manufacturer’s direct mail proposal may not receive proper consideration.

SeLLing Direct tO tHe enD-uSer
Selling direct is quite limited, and its success depends on the product. Opportunities often arise from adver-
tisements in magazines receiving overseas distribution. This can often create difficulties because casual 
inquirers may not be fully cognizant of their country’s foreign trade regulations. For several reasons, they 
may not be able to receive the merchandise upon arrival, thus causing it to be impounded and possibly sold 
at public auction, or returned on a freight-collect basis that could prove costly.

State-cOntrOLLeD traDing cOMpanieS
State-controlled trading companies exist in countries that have state trading monopolies, where business is 
conducted by a few government-sanctioned and—controlled trading entities. Because of worldwide changes 
in foreign policy and their effect on trade between countries, these companies can become important future 
markets. For the time being, however, most opportunities will be limited to such items as raw materials, agri-
cultural machinery, manufacturing equipment, and technical instruments, rather than consumer or household 
goods. This is due to the shortage of foreign exchange facilities and the emphasis on self-sufficiency.

cOMMiSSiOn agentS
Commission, or buying, agents are “finders” for foreign firms wanting to purchase domestic products. These 
purchasing agents obtain the desired equipment at the lowest possible price and are paid a commission by 
their foreign clients.

cOuntry-cOntrOLLeD buying agentS
Foreign government agencies or quasi-governmental firms, called country-controlled buying agents, are 
empowered to locate and purchase desired goods. These are different from state-controlled trading compa-
nies in that buying agents act as purchasing agents for the country’s government or its departments, where 
trading companies may be both exporters and importers of goods for the economy.

expOrt ManageMent cOMpanieS
EMCs, as they are called, act as the export department for several manufacturers of noncompetitive products. They 
solicit and transact business in the name of the manufacturers they represent for a commission, salary, or retainer 
plus commission. Many EMCs carry the financing for export sales, ensuring immediate payment for the manufactur-
er’s products. This can be an exceptionally good arrangement for small firms that do not have the time, personnel, 
or money to develop foreign markets but wish to establish a corporate and product identity internationally.

expOrt MercHantS
Export merchants purchase products directly from the manufacturer and have them packed and marked to their spec-
ifications. They then sell overseas through their contacts, in their own names, and assume all risk for their accounts.

expOrt agentS
Export agents operate in the same manner as manufacturer’s representatives, but the risk of loss remains with 
the manufacturer.

In transactions with export merchants and export agents, a seller is faced with the possible disadvantage 
of giving up control over the marketing and promotion of the product. This could have an adverse effect on 
future success.

Source: Adapted from A Basic Guide to Exporting, U.S. Department of Commerce (Washington, DC: U.S. Government Printing 
Office, 1992).
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SourCeS oF trade and FinanCinG  
aSSiStanCe
Difficulty in getting trade information and arranging financing is often considered the 
biggest barrier to small business exporting. In reality, a number of direct and indirect 
sources of trade and financing information can help a small firm view foreign markets 
more favourably.

private BankS

Chartered banks typically have a loan officer responsible for handling foreign transac-
tions. large banks may have a separate international department. Exporters use banks 
to issue commercial letters of credit and perform other financial activities associated 
with exporting.

A letter of credit is an agreement to honour a draft or other demand for payment 
when specified conditions are met. It helps assure a seller of prompt payment and may 
be revocable or irrevocable. An irrevocable letter of credit cannot be changed unless 
both the buyer and the seller agree to make the change. The procedure typically fol-
lowed when payment is made by an irrevocable letter of credit confirmed by a Canadian 
bank follows these steps:

1. After exporter and buyer agree on the terms of sale, the buyer arranges for its 
bank to open a letter of credit. (Delays may be encountered if, e.g., the buyer has 
insufficient funds.)

2. The buyer’s bank prepares an irrevocable letter of credit, including all instruc-
tions to the seller concerning the shipment.

3. The buyer’s bank sends the irrevocable letter of credit to a Canadian bank, 
requesting confirmation. The exporter may request that a particular Canadian 
bank be the confirming bank, or the buyer’s bank will select one of its Canadian 
correspondent banks.

4. The Canadian bank prepares a letter of confirmation to forward to the exporter 
along with the irrevocable letter of credit.

5. The exporter carefully reviews all conditions in the letter of credit. The exporter’s 
freight forwarder is generally contacted to make sure that the shipping date can 
be met. If the exporter cannot comply with one or more of the conditions, the 
buyer should be alerted at once.

6. The exporter arranges with the freight forwarder to deliver the goods to the 
appropriate port or airport.

7. When the goods are loaded, the freight forwarder completes the necessary documents.
8. The exporter (or the freight forwarder) presents to the Canadian bank docu-

ments indicating full compliance.
9. The bank reviews the documents. If they are in order, the documents are for-

warded to the buyer’s bank for review and transmitted to the buyer.
10. The buyer (or agent) gets the documents that may be needed to claim the goods.
11. A draft, which may accompany the letter of credit, is paid by the exporter’s bank 

at the time specified or may be discounted if paid earlier.21

A letter of credit, as important as it is, is not an absolute guarantee of payment. Con-
sider the experience of bottled-water exporter Vivant in Japan. Vivant obtained a letter 
of credit to back an export order for a container-load of bottled water. The buyer’s bank 

letter of credit
an agreement to 
honour a demand 
for payment under 
certain conditions

recognize the 
sources of assistance 
available to support 
international business 
efforts.

4
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cancelled the irrevocable letter of credit on the instruction of the importer, claiming 
the goods could not be removed from customs due to some errors with the labelling.22

FaCtorinG houSeS

A factoring house, or factor, buys clients’ accounts receivable and advances money to 
these clients. The factor assumes the risk of collection of the accounts. The Factors 
Chain International is an association representing 268 factors in 75 countries, actively 
engaged in more than 80 percent of the world’s cross-border factoring volume.23 Its 
efforts have helped make factoring services available on an international basis (see www 
.fci.nl/home/).

the export development Corporation (edC)

To encourage Canadian businesses to sell overseas, the federal government created 
the Export Development Corporation (EDC) in 1969. Although historically of greatest 
use to large firms, in recent years EDC has overhauled its programs in order to benefit 
small firms. The following offerings are particularly helpful to small business exporters:

•	 Export credit insurance: An exporter may reduce its financing risks up to 90 percent 
by purchasing export credit insurance. Policies include short-term insurance  
(up to 180 days) and medium-term insurance (up to five years). Risks covered 
include commercial risks of insolvency of the foreign buyer or bank, unilateral ter-
mination of the contract, and repudiation or default by the foreign buyer. Political 
risks covered include cancellation of import permit, cancellation of export permit 
by the Canadian government, war and insurrection, and inconvertibility of currency.

•	 Bonding facilities: EDC can directly issue a surety bond to an exporter that needs 
one or guarantee one to a surety company. EDC also insures bid bonds, advance-
payment bonds, supply bonds, and performance bonds.

•	 Export financing: EDC provides two types of loans: (1) direct loans to foreign buyers 
of Canadian exports and (2) loans to supplier-exporters. Both programs cover up to 
85 percent of the Canadian export value, with repayment terms of one year or more.

•	 Foreign investment insurance: EDC will insure foreign investments by Canadian com-
panies for the political risks above, plus transfer and expropriation risk.

The reasons that a growing number of small firms are choosing to participate in 
international business include both time-honoured motivations and those emerging in 
the new competitive landscape. Whatever the reasons are for entering the global arena, 
these companies can be certain to run up against serious challenges that purely domes-
tic firms do not have to face. But assistance is available in abundance from a number of 
private and public agencies. With a little help and a lot of hard work, they can succeed 

in the global marketplace.

L o o k i n g  b a C k

1 discuss global marketing and the potential of 
small firms as global enterprises.

•	 Recent start-ups and even the smallest of businesses are 
internationalizing at an increasing rate.

•	 Small firms must consider the dynamics of the new com-
petitive environment.

•	 Expanding markets are one of the forces behind global 
expansion.
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2 explain the challenges that global enterprises 
face.

•	 Many small companies use government services in con-
junction with other strategies to build their international 
exposure on a limited budget.

•	 Small firms can be just as successful as large firms in 
international markets.

•	 Globalization raises numerous concerns related to every 
function of the firm, thus stretching managerial skills and 
resources to the limit.

•	 An entrepreneur needs to study cultural, political, and 
economic forces in a foreign market in order to under-
stand why adjustments to domestic marketing strategies 
are needed.

3 describe the initial steps of a global marketing 
effort.

•	 Researching a foreign market should begin with a look 
at secondary data sources, such as the export informa-
tion package and publications available through the 
Department of Foreign Affairs and International Trade.

•	 One of the best ways to study a foreign market is to visit 
it, either individually or as part of a trade mission.

•	 The methods to operate in the global environment 
include importing and exporting, foreign distributors, 
licensing/franchising, strategic alliances, and foreign 
subsidiaries.

•	 Licensing is the simplest and least costly strategy for con-
ducting international business.

•	 A small firm can also participate in foreign-market sales 
via joint ventures or through foreign distributors.

4 recognize the sources of assistance available to 
support international business efforts.

•	 Private banks are a good source of assistance for finan-
cial matters associated with small business exporting.

•	 Increasingly, provinces are developing and implementing 
their own programs to help small firms in their efforts to 
export.

•	 The Export Development Corporation (EDC) has sev-
eral programs that are particularly helpful to small 
exporters.

k e y  t e r m S

Free Trade Agreement (FTA),  
p. 211

General Agreement on Tariffs and 
Trade (GATT), p. 212

letter of credit, p. 219
licensing, p. 216
North American Free Trade  

Agreement (NAFTA), p. 212

World Trade Organization (WTO), 
p. 212

diSCuSSion QueStionS

1. What is the importance of a careful cultural 
analysis to a small firm that wishes to enter an 
international market?

2. Do you believe that small companies should 
engage in international business? Why or why not?

3. What are the main challenges small busi-
nesses face when they go global?

4. What changes in a firm’s marketing plan, if 
any, may be required when selling to foreign 
markets? Be specific.

5. How have trade agreements helped reduce 
trade barriers? Do you believe these efforts 
will continue?

6. What are some alternatives to exporting that 
provide involvement for small businesses in 
international markets? Which one(s) do you 
find most consistent with a small firm’s situa-
tion? Why?

7. Why is exporting such a popular global 
strategy among small business? Do you think 
this should be the case?

8. What exporting assistance programs does the 
EDC provide?

you make the Call

Situation 1

Many Canadian small businesses have considered, 
and seized, the export possibilities occurring in 

China. Developing the 2008 Beijing Olympic site 
entailed billions of dollars for infrastructure, for 
not only buildings but also telecommunications 
systems and mass transit for the transportation of 
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athletes, media, and spectators. Canadian firms 
specializing in water purification systems, engi-
neering consulting, and translation software were 
able to export during the buildup to the Olympics.

It is anticipated that the Chinese economy 
will surpass that of the United States by 2020. The 
possibilities for exporting Canadian resources, 
industrial goods, and specialized retail items seem 
endless—though not without difficulties.

Question 1 What programs offered by federal and 
provincial governments could assist companies 
exporting for the first time?
Question 2 What factors, including cultural, 
should exporters take into consideration for the 
Chinese market?
Question 3 What sources should firms use to iden-
tify potential opportunities?
Question 4 What are the distribution channels and 
alternatives available for entering the Chinese 
market?

Situation 2

Researching a foreign market is an important 
step before planning market entry. However, 
many small- and medium-sized businesses make 

uninformed export decisions because they think 
research is too costly, difficult, and time con-
suming.

Many companies simply go to a trade show 
once per year, sign up agents to represent them, 
arm them with promotional literature and product 
samples, and hope for the best. This approach 
rarely leads to success. Fortunately, thanks to the 
Internet, there is a lot of useful, free informa-
tion that is easy to access that can improve their 
chances of success.

Three excellent sources of information on for-
eign markets are the OECD.StatExtracts (http://
stats.oecd.org), the United Nations Commodity 
Trade Statistics Database (http://comtrade 
.im.org), and Industry Canada’s Trade Data Online 
(http://ic.gc.ca/tdo).

So, while travel to foreign markets is an impor-
tant part of the process, doing your homework 
before deciding which markets to pursue is just as 
important.

Question 1 How would you use the information 
from databases such as those above to prepare 
yourself to visit a foreign market?
Question 2 What kind of information would you 
hope to gather by visiting a foreign market that 
you cannot get from databases?

experiential exerCiSeS

1. Conduct a search of a Canadian industry, 
using both Google and databases available at 
your library, such as Euromonitor or Data-
monitor. Identify the domestic versus inter-
national volume of business in the industry. 
Then identify a company in the industry 
using search engines. Reviewing its site, deter-
mine if the company is pursuing international 

opportunities and, if it is, the methods and 
distribution channels it is using.

2. Review recent issues of Canadian Business, 
Profit, or Inc., and report on articles that dis-
cuss international marketing.

3. Interview a local distributor concerning how 
it stores and handles the merchandise it dis-
tributes. Report your findings.

explorinG the weB

Search the Internet for information regarding 
exporting. Visit Dun & Bradstreet’s site at www 

.dnb.com. Summarize the information available at 
this and any other site you may find.
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CaSe 8

iyellow wine CluB (p. 465)

The iYellow Wine Club founder ponders how best 
to gain the most exposure for her business, with 
the least amount of money.

alternative CaSe For Chapter 8 

Case 6, Napier Enterprises, p. 462
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P a r t  3

Managing
New VeNture  Operat iONs

 9 the New Venture team, small 
Firm Management, and  
Managing Human resources

10 Form of Organization and 
Legal issues

11 selecting a Location and  
planning the Facilities

12 Operations Management and 
Control systems

13 understanding Financial 
statements and Forecasting

14 sources of Financing

15 Managing Growing Firms and 
exit strategies
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L o o k i n g  a h e a d

After studying this chapter, you 
should be able to

1 Discuss the entrepreneur’s leadership 
role.

2 Discuss the characteristics of a strong 
new venture team.

3 Discuss the evolving features of small 
firm management.

4 Describe the nature of managerial 
work.

5 Explain the importance of employee 
recruitment and list some sources 
that can be useful for finding suitable 
applicants.

6 Identify the steps in evaluating job 
applicants.

7 Describe the role of training for both 
managerial and nonmanagerial 
employees in the small firm.

8 Explain the various kinds of 
compensation plans and the 
differences between daywork and 
incentives.

9 Discuss some of the special 
issues related to human resource 
management.

ChaPter 9 The new VenTure TeaM,  
SMall FirM ManageMenT, 
and Managing huMan 
reSourceS
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great People, great Packaging Solutions
That’s the vision statement of the Great Little Box Company (GLBC), a Richmond, B.C.–based manu-
facturer of cardboard boxes and other packaging materials. It seems many companies struggle to 
live up to their vision statement but this certainly hasn’t been the case for GLBC. From a start-up 
bought out of receivership in 1982 the company has grown to a staff of over 200, a state-of-the art 
warehouse and factory in Richmond, and four branches in British Columbia and Washington State. 
Along the way the company has become a perennial winner of awards such as one of Canada’s 
Top 100 Employers and 50 Best-Managed Companies.

In response to being awarded the 50 Best-Managed Companies award for the 4th consecutive 
year in 2008, president Robert Meggy said, “As the manufacturing landscape continues to change, 
it is a daily challenge to successfully meet the stringent financial and operating requirements of 
this award; this achievement is a testament to the people at Great Little Box Company. Whether 
in production, administration or sales, all of the employees at Great Little Box Company make 
this company better every day. They work together to decrease costs, increase efficiencies and 
ultimately provide an excellent product with superior customer service to our clients.”

Scheduler Carrie Dawson first arrived at GLBC as a pregnant temporary worker in 1999, 
and she quickly sensed she was onto a good thing. “As a temp you get to see how people relate  
to each other, how friendly the atmosphere is—all that kind of stuff. And when I left, I was like,  
‘I wanna work here.’ After the baby I kept in touch with lots of people in the office and as soon as 
a job posting came up, I didn’t really care where it was in the company.”

Why do people love to work for GLBC? Almost everyone mentions the river view from every 
office (the plans for the new building were deliberately reversed to achieve this) and the 2006 
company-wide trip to Cabo San Lucas. There is the on-site gym, and of course the pay is pretty 
good too. Cash incentives include a monthly bonus based on a percentage of profits that is the 
same for every employee, regardless of seniority. There’s cash for ideas and a percentage of  
the savings if an idea is used, tuition for work-related classes, and cash to give up smoking. 
Everyone is above minimum wage and each employee’s child under the age of 13 gets a $60 
Christmas gift every year. Is it any wonder people love to work for GLBC?

GLBC has been recognized as one of Canada’s top 100 employers from 2001 to 2014 and 
one of Canada’s 50 best managed companies from 2004 to 2014.

Robert Meggy is rightfully proud to have created a company that is as serious about its people 
as it is about profit. “Most of your waking hours are spent with a company, so you better enjoy it,” 
Meggy says. “When everybody’s drinking margaritas together in a hot tub in Mexico, you can’t 
get better bonding in a company.”

www.greatlittlebox.com

diSCuSSion QueStionS:

1. How important are non-cash benefits offered by GLBC in keeping employee morale and loyalty 
high?

2. Do you think a company can pay lower wages but make up for that by having non-cash 
 benefits? why or why not?

Sources: http://www.greatlittlebox.com (accessed June 17, 2014) and Yolanda Brooks, “Handle With Care,” BC Business,  
December 2006.
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Leading and Motivating
Like any endeavour involving people, a small firm needs an atmosphere of cooperation 
and teamwork among all participants. Fortunately, employees in small firms can col-
laborate effectively. In fact, the potential for good teamwork is enhanced in some ways 
by the smallness of the enterprise. Conversely, a poorly motivated employee in a small 
company of five to 10 people can result in a 10 to 20 percent loss in productivity, severely 
impacting the bottom line.

PersonaL invoLveMent and infLuence of the  
entrePreneur

In most small firms, employees get to know the owner-manager personally. This person 
is not a faceless unknown, but an individual whom employees see and relate to in the 
course of their normal work schedules. This situation is entirely different from that of 
large corporations, where most employees may never even see the chief executive. If 
the employer–employee relationship is good, employees in small firms develop strong 
feelings of personal loyalty to their employer.

In very small firms—those with 20 or fewer employees—extensive interaction is typi-
cal. As a firm grows, the amount of personal contact an employee may have with the 
owner naturally declines. Nevertheless, a significant personal relationship between the 
owner and employees is characteristic of most small businesses.

In a large corporation, the values of top-level executives must be filtered through 
many layers of management before they reach those who produce and sell the products. 
As a result, the influence of those at the top may be diluted by the process of going 
through channels. In contrast, personnel in a small firm receive the leader’s messages 
directly. This face-to-face contact facilitates their understanding of the leader’s stand on 
integrity, customer service, and other important issues.

By creating an environment that encourages personal interaction, the leader of a 
small firm can get the best from his or her employees and also offer a strong induce-
ment to prospective employees. For example, most professional managers prefer an 
organizational setting that minimizes office politics as a factor in getting ahead. By 
creating a friendly atmosphere that avoids the intrigue common in some organizations, 
an entrepreneur can build an environment that is very attractive to most employees.

LeadershiP that BuiLds enthusiasM

Several decades ago, many managers were hard-nosed autocrats, giving orders and 
showing little concern for those who worked under them. Over the years, this style of 
leadership has given way to a gentler and more effective variety that emphasizes respect 
for all members of the organization and shows an appreciation of their potential. Pro-
gressive managers now seek some degree of employee participation in decisions affect-
ing personnel and work processes.

In many cases, managers carry this leadership approach to a level called empowerment. 
The manager who uses empowerment goes beyond soliciting employees’ opinions and ideas 
by increasing their authority to act on their own and to decide things for themselves. For 
Brick Brewing Company, one key to its success is staff empowerment. New products are intro-
duced quickly due to effective decision making by staff teams. Management listens to staff 
ideas and research, and the team is able to move more quickly than the competition because 
of a high level of staff involvement. Refer to “Entrepreneurial Experiences” for more details.

empowerment
increasing 
employees’ authority 
to take action on 
their own or make 
decisions

discuss the 
entrepreneur’s 
leadership role.
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Philanthropy as a Way of doing Business

In 1983 Ben Sawatzky started Acheson, Alberta’s 
Spruceland Millworks, determined to be a differ-
ent kind of employer. According to the company, 
“Our first social responsibility is to look after the well 
being, the safety, the health and the comfort of our 
staff. Together we realize, however, the world is home 
to many who are less fortunate than we are. For this 
reason we, the Spruceland Family, seek out oppor-
tunities to lighten the burdens of the fatherless, the 
homeless and the hungry.” This commitment to 
making a difference as a company has become the 
spirit of the workplace at Spruceland. Through vol-
untary payroll deductions the 130 employees raised 
$186,000 for charity in 2006 and Sawatzky matched 
it dollar for dollar. But this is only part of the story.

In 2007 a crew of 16 employees flew to the 
Dominican Republic to help build the foundations 
for a new town that will house poor families and give 
them a fresh start. In 2008 they went back to build 
30 homes in the new town. The employees paid for 
their own tickets, while Spruceland covered all of 
the costs including wages. In 2012 the company cel-
ebrated the completion of the village of 260 homes, 
and has recently purchased a 45 acre site to build a 
new village, with plans for a school, church and 250–
300 homes. “Charity work gives employees an overall 
sense of community through the workplace and gets 
a good attitude out there,” said Josh Sawatzky, son of 
Ben, who oversees the HR department.

Money plays a part as well. When the company 
received a windfall rebate on softwood lumber duties 
it gave employees a one-time “prosperity bonus” of 
between $2,500 and $5,000 rather than pocket the 
cash itself. “It gets employees excited and shows them 
they are appreciated,” said Sawatzky. But money isn’t 
everything. Every couple of years, if the company hits 
its financial targets, Spruceland takes everyone on a 
fully paid, all-inclusive vacation. It pays for between 
one and four airline tickets depending on length 
of time with the company. “When I tell people that 
when I’m hiring, it’s a pretty good sell,” said Sawatzky. 
In the company’s more than 25 years there have been 
19 trips, including Puerto Vallarta, Mexico, in 2008.

Another key retention strategy is the legacy share-
holders plan, which gives employees the opportunity 
to buy into the company. “This was not done out of 

necessity,” said Sawatzky. “It’s the owner’s way of tak-
ing care of those employees who step up and see a 
long-term career at Spruceland. The company also 
markets itself to employees as a family-oriented com-
pany by hosting picnics and barbecues. This is a big 
draw when the company is trying to compete with the 
province’s high-paying oil and construction industry 
jobs. In fact, until the Alberta economy overheated 
in 2006 the company had never had to advertise for 
employees. Another example of this family-oriented 
approach is that employees are able to end their 
workdays when they meet daily production targets, 
allowing them to spend more time with family—and 
receive a $20 bonus for the day on top of a full day’s 
wage. “Time and again we’ve been reminded that the 
people are the key to our success,” said Josh Sawatzky. 
“If you have the staff buy-in, you can make money 
even if the market slumps or times are hard.”

This sincere belief in the importance of its 
people and the key role of philanthropy have won 
the company several awards including being named 
perennially as one of Canada’s Top 100 Employers. 
It has also made the company consistently profit-
able in a competitive manufacturing business.

QueStionS:

 1. What role do you think Corporate Social 
Responsibility (CSR) initiatives, such 
as those undertaken by Spruceland in 
conjunction with their employees, play 
in attracting, motivating, and retaining 
employees? Is this money well-spent?

 2. Do you think Spruceland would ben-
efit more from spending philanthropic 
time and money locally instead of in the 
Dominican Republic?

 3. As an employee of Spruceland, do you 
think the CSR initiatives are more impor-
tant to you than the other financial incen-
tives the company gives?

Sources: Adapted from Lesley Young, “Spruceland Mill-
works Benefits for Generosity,” Canadian HR Reporter, 
vol. 20, no. 18, October 22, 2007, p. 12; and http://www 
.spruceland.ca. Reprinted by permission of the Canadian 
HR Reporter.
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Some companies carry employee participation a step further by creating self-managed 
work teams. In these groups, employees are assigned to a given task or operation, manage 
the task or operation without direct supervision, and assume responsibility for results. 
When work teams function properly, the number of supervisors needed decreases 
sharply.

As referred to in “Entrepreneurial Experiences,” the staff of Spruceland are treated 
very well, with the expectation that satisfied employees are more productive, enhancing 
business profits. To be effective, therefore, small firms must see employees as more than 
hired hands. Instead, they should regard them as valuable business resources.

Although small businesses may find it difficult to duplicate the personnel programs 
of business giants such as Bell Canada and Air Canada, they can develop approaches 
suitable for the 10, 50, or 100 employees on their payrolls. This chapter deals with the 
type of human resources management that works best for small firms.

In all but the simplest businesses, the entrepreneur’s personal talents must be supple-
mented with the experience and abilities of other individuals. The prospects for any ven-
ture are most promising when a firm’s leadership is composed of competent, resourceful, 
and tenacious individuals. As a first step, therefore, an entrepreneur needs to identify and 
attract a strong management team. A business plan that provides for strong leadership 
is appealing to prospective investors and attractive to prospective managerial personnel.

Leading the externaL teaM

Businesses have an external team as well as employees that work for the firm. The com-
pany has a lawyer, accountant and a board of directors or board of advisors.

Finding a good lawyer and accountant are critical for small businesses. Many  
accountants—usually either working as sole practitioners or in smaller accounting  
practices—speialize in owner-managed businesses. These are preferred over large 
accounting firms where a small client might not receive appropriate levels of service. 
The exception to this would be some specialized area of accounting such as family trusts, 
for example. Similarly, finding a lawyer who understands something about business is an 
asset. A lawyer who will look first at whether a legal action is a good business decision and 
then look at the merits of the case can save a business a great deal of time and money.

Choosing a good board is also very important. Due to potential liability issues it is 
difficult to find people willing to serve as directors for a smaller company. This function 
is therefore usually filled by the owners of the business. However, a board of advisors 
consisting of experienced businesspeople is a good substitute. Advisors have no legal 
standing and thus are not liable for certain things (payroll, money owed the govern-
ment, and environmental damage to name a few) if the business cannot pay. On the 
other hand, the entrepreneur must be willing to listen to their advice at the very least, 
and act on it in most cases, but has no legal obligation to as he or she would if the direc-
tion came from a board of directors.

Formal meetings of the board should happen at least quarterly, but the entrepre-
neur should feel free to consult a member whenever needed. A formal agenda should 
be prepared by the entrepreneur and sent to members a few days ahead of each meet-
ing. Boards for smaller companies do not need to be expensive. Sometimes a barbecue 
steak supper accompanied by some good wine are all that are required to compensate 
the board members for a small business. As a business gets larger, board members do 
expect some form of compensation for attending meetings, and often they are also 
 private investors in the business either by being given shares or buying them.

work team
employee team 
managing a task 
without direct 
supervision
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characteristics of a new venture teaM
While many successful businesses are launched by a single entrepreneur, there is 
 considerable evidence to suggest new businesses started by teams of entrepreneurs are 
more likely to succeed than businesses started by a lone entrepreneur.1 This would seem 
to be self-evident, but let’s look at why this might be.

There are three critical areas of knowledge and skill required to effectively launch 
a new business venture, as illustrated in Exhibit 9-1:

1. Knowledge of operations and any technologies underlying the firm’s products or 
services. In short, someone has to know how to produce the product or provide 
the service the business is marketing.

2. Skill in marketing and ability to sell the product or service.
3. An understanding of entrepreneurial finance, which includes raising cash, man-

aging cash flows, and understanding the economics of the business—in other 
words how the business makes money. These topics are discussed more fully in 
Chapter 13.

It is very rare for any one individual to have sufficient breadth of knowledge and all 
of the skills to cover all three areas. Most operations or technically oriented people, for 
example, are not good at marketing or sales, and vice versa. There are other reasons 
teams are more likely to be successful in launching a new business venture:

•	 The intense effort required to start a new venture up is shared among two or more 
members of the team.

•	 The loss of one member of a team is less likely to result in abandoning the  
start-up.

•	 A skilled team lends credibility to the start-up.
•	 Varied perspectives of the team may lead to better overall decision making.

Even with ventures started by teams, there is almost always one “lead entrepreneur,” 
perhaps the person who came up with the new venture idea, who has the vision and 
passion to create the new venture. The lead entrepreneur may take stock of gaps in his 
or her own skills and knowledge and look to create the new venture or founding team 
from colleagues, friends, or others found by a search.

Exhibit 9-1  
Areas of Skill and 
Knowledge Required for 
Launching a New  
Business Venture 

New Business
Venture

Entrepreneurial Finance
Knowledge

Marketing and Sales
Knowledge

Operations and Technical
Knowledge

discuss the 
characteristics of a 
strong new venture 
team.
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There are a number of considerations in creating an effective founding team:

•	 There must be shared vision between the lead entrepreneur and the team.
•	 Shared passion leads to shared hard work.
•	 Effective teams have relevant industry experience.
•	 Team members have the fortitude to handle the stress of a start-up.

The founder or lead entrepreneur will probably be the key manager and perhaps 
the only manager if there is no founding team. In most firms, however, sooner or later 
others share leadership roles with the owner or owners. The concept of a management 
team, therefore, is relevant to small business. In general, the management team, as we 
envision it here, includes both managers and other professionals or key persons who 
help give a new firm its general direction. The key contributors may include advisers 
or a board of directors, as well as professionals such as an accountant or lawyer. While 
most new ventures are started with just the founder or founders, the most successful 
will build a management team that includes advisers during the pre-start-up phase, and 
will hire managers responsible for accounting and finance, and sales and marketing as 
the business grows.

A management team brings greater strength to many ventures than does an indi-
vidual entrepreneur. As discussed above, a new or small business requires expertise 
in three key areas: entrepreneurial finance, sales and marketing, and technology and 
operations. Most entrepreneurs have skills in one area, usually sales and marketing or 
technology and operations. A few will have some skill or expertise in two of the areas; 
almost no one will have sufficient skill and expertise in all three areas to be able to grow 
the business for long. For this reason, a team can provide a diversity of talent to meet 
various staffing needs. The range of technical experts, mentors, and internal resources 
is displayed in Exhibit 9-2.

management 
team
managers and other 
key persons who 
give a company its 
general direction

Exhibit 9-2  
The Venture Team 

FOUNDER(s)

Advisory
Board

Accountant

Lawyer Management
Team

Board of
Directors

Key
Employees
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distinctive features of sMaLL firM  
ManageMent
Start-up ventures, as discussed above, are managed by the entrepreneur. Most entrepre-
neurs are not trained or educated in business methods and usually come from either 
the operations side of the business or the sales side. This leads to three significant issues 
as a firm grows: the need for business training for the entrepreneur, the need to address 
organizational issues, and the need to formalize management. These issues will be dis-
cussed in more detail below.

Even though managers in both large and small companies play similar managerial 
roles, their jobs differ in a number of ways. This is readily recognized by managers who 
move from large corporations to small firms and encounter an entirely different busi-
ness atmosphere. Furthermore, a small firm experiences constant change in its organi-
zational and managerial needs as it moves from point zero—its launching—to the point 
where it can employ a full staff of professional managers. Professional managers use 
more systematic and analytical methods, in contrast to the more haphazard techniques 
of those who lack their training and experience. In this section, we examine a number 
of distinctive features that challenge managers of small firms.

founders as Managers

Founders of new firms are not always good organization members. As discussed in 
Chapter 1, they are creative, innovative, risk-taking individuals who have the courage 
to strike out on their own. Indeed, they are often propelled into entrepreneurship by 
precipitating events, sometimes involving difficulty in fitting into conventional orga-
nizational roles. But even very capable entrepreneurs may fail to appreciate the need 
for good management practices as the business grows. The implication of this is they 
may be reluctant to change the organization’s structure (who reports to whom and 
has responsibility for what) and to add professional managers as the company’s growth 
requires them. One long-standing truism illustrates this: in many growing companies 
the need for a sales manager is recognized and the mistake is made to promote the best 
salesperson, regardless of management ability. Too often, the result is that the company 
loses its best salesperson and ends up with a bad sales manager. The orientation of the 
founder frequently differs from that of professional managers. These differences, as 
outlined in Exhibit 9-3, show the founder as more of a mover and shaker, and the pro-
fessional manager, in contrast, as more of an administrator.

Some entrepreneurs are professional in their approach to management, and some 
corporate managers are entrepreneurial in the sense of being innovative and willing 
to take risks. Nevertheless, a founder’s less than professional management style often 

professional 
manager
a manager who 
uses systematic, 
analytical methods 
of management

discuss the evolving 
features of small firm 
management.
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Founders Professional Managers

Innovative Administrative

Intuitive Analytical

Action-oriented Planning-oriented

Focused on the long term Focused on the short term

Bold Cautious

Exhibit 9-3  
Typical Characteristics 
of Founders and  
Professional Managers 
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acts as a drag on business growth. Ideally, the founder adds a measure of professional 
management without sacrificing the entrepreneurial spirit and the basic values that 
gave the business a successful start. Many entrepreneurs recognize the need to upgrade 
their business skills as the venture grows and the complexity of managing grows with 
it. There are many sources of education and training: privately offered management 
training, executive education or continuing education programs offered by colleges 
and universities, or degree programs in business.

the nature of ManageriaL work
Earlier in this chapter we discussed the leadership function of entrepreneurs and man-
agers. It is one of the four management functions: how they plan, how they exercise 
leadership, how they organize, and how they control operations. Now it is time to look 
at the planning function. Chapter 12 will address controlling operations.

PLanning

The preparation of a formal business plan for a new business, as discussed in Chapter 5,  
is only the first phase of an ongoing process of planning that guides production, mar-
keting, and other activities on a month-to-month and year-to-year basis. This section 
focuses on the ongoing planning process.

management 
functions
the activities of 
planning, leading, 
organizing, and 
controlling

describe the nature of 
managerial work.4

the Workplace of 2040

The year is 2040. Generation x is nearing or in 
retirement, while Gen Y has risen to the senior 
ranks of corporations across North America and 
perhaps Gen Z will be following in their footsteps 
in a very different world of work, as yet another 
generation enters the workforce.

Virtual or remote work will become an 
accepted norm, office spaces will shrink and be 
developed in regional hubs, and the face of the 
workforce will be comprised of a network of indi-
viduals that spans the globe.

Technology and communications will evolve 
drastically and alter how work is performed, if Jil-
lian Walker’s vision of the future comes true. “Vir-
tual working and remote working is going to be 
huge,” says the 25-year-old student doing a bach-
elor of management in human resources at the 
university of Lethbridge in Calgary. “The technol-
ogy will automatically be awesome by the time we 
get to 2040, so we just have to think about how we 
adapt.”

Facebook and Twitter will likely be replaced 
by other generations of social media—something  
Ms. Walker sees as one of the defining ways staff 
will communicate in 2040.

In a recent competition of university students 
from across Canada called Focus2040, she and 
other students conducted a lot of research and 
just as much introspective thought about what the 
future will look like and why it matters now.

“What I learned was the impact I have on other 
people. I had no idea I was able to recruit 200 peo-
ple into a [Facebook] group in a week,” Ms. Walker 
says. “I’m not an HR expert. I just talked about the 
influence I have and the fact people … are inspired 
by the future.”

Ezra Rosen, founder of the competition, con-
spired with colleagues at the Strategic Capability Net-
work to create a venue for HR students to think long 
term about planning now for the future workforce.

“We needed to do something to make HR attrac-
tive to the brightest students in business school.  
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need for forMaL PLanning

Most small business managers plan to some degree. However, the amount of planning  
is typically less than ideal. Also, what little planning there is tends to be spotty and  
unsystematic—dealing with how much inventory to purchase, whether to buy a new 
piece of equipment, and other questions of this type. Specific circumstances affect the 
degree to which formal planning is needed, but most businesses would function more 
profitably by increasing their planning and making it more systematic.

The payoff from planning comes in several ways. First, the process of thinking 
through the issues confronting a firm and developing a plan can improve productivity. 
Second, planning provides a focus for a firm: managerial decisions during a year can 
be guided by the annual plan, and employees can work consistently toward the same 
goal. Third, evidence of planning provides credibility with bankers, suppliers, and other 
outsiders.

kindS oF PLanS
A firm’s basic path to the future is spelled out in its long-range plan, also called a strategic  
plan. As previously noted, strategy decisions are concerned with issues such as market 
niche and/or features that differentiate the firm from its competitors. A long-range 
plan provides a foundation for the more specific plans explained below.

Short-range plans are action plans for one year or less that govern activities in pro-
duction, marketing, and other areas. An important part of short-range operating plans 

long-range plan 
(or strategic plan)
a firm’s overall plan 
for the future

short-range plans
plans that govern a 
firm’s operations for 
one year or less

The kinds of challenges most organizations are 
facing going into the future will align themselves 
with the types of people they have, so HR has 
become more important to the management of 
large organizations,” he says.

When Mr. Rosen did his MBA at uCLA in the 
1960s, a professor assigned a project that made 
them predict what the world of management 
would look like in 1997.

Some panned out; others didn’t. “The accu-
racy wasn’t important,” Mr. Rosen says. “It was 
more starting to think about trends in society 
and ultimately the impact they would have, which 
really caused us to start thinking big picture.

“Businesses tend to focus on the next quarter 
because of the pressures of the business analysts 
and investment community. You need to be think-
ing long term,” he says.

In 2040, Ms. Walker will be 55 years old. She 
imagines sustainability being a key theme through-
out every facet of work, including how and where it’s 
done. Gender equity will be a given, she says, and the 
workforce will be a more flexible, yet interconnected 
web of smaller, more nimble companies.

“I don’t think we’re all going to be virtual in  
30 years … but I don’t think it’s necessary to go 
into work,” she says.

With such a mobile, global workforce, borders 
will be smaller barriers to employment. Companies 
will be forced to hunt the world for talent in the 
wake of a labour shortage as baby boomers retire.

Ms. Walker didn’t take top prize of an internship 
but she did get funding to attend the next World 
Congress in November [2010] in Osaka, Japan.

QueStionS:

 1. What do you think the workplace of 2040 
will look like?

 2. What kinds of work might suffer if remote 
or virtual workers are the norm?

 3. What kinds of work would benefit from 
remote or virtual work?

Source: Derek Sankey, “Workplace of 2040; Schools 
Groom New Generation of HR Talent,” National Post, 
April 21, 2010, FP13. Material reprinted with the express 
permission of: Postmedia News a division of Postmedia 
Network Inc.
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is the budget—a document that expresses future plans in monetary terms that is usually 
prepared one year in advance, with a breakdown by quarters or months.

Other types of plans are less connected to the calendar and more concerned with 
the way things are done. Business policies, for example, are basic statements that serve 
as guides for managerial decision making. They include financial policies, personnel 
policies, and so on. A personnel policy may state, for example, that no employee may 
accept a gift from a supplier unless it is of nominal value.

Procedures are more specific and deal primarily with methodology—how some-
thing is to be done. In a furniture store, for example, a procedure might require the 
sale of furniture on credit to be approved by a credit manager prior to delivery to the 
customer. Once a work method is established, it may be standardized and referred to as 
a standard operating procedure.

Making tiMe For PLanning
Small business managers all too often succumb to the “tyranny of the urgent.” Because 
they are busy putting out fires, they never get around to planning. Planning is easy to 
postpone and therefore easy for managers to ignore while concentrating on the more 
urgent issues of production and sales. And, like a centreman skating with his head down 
in a hockey game, such managers may be knocked over by competitors.

Some discipline is necessary in order to reap the benefits of planning. Time and a 
degree of seclusion must be provided if significant progress is to be made. Planning is 
primarily a mental process. It is seldom done effectively in an atmosphere of ringing 
telephones, rush orders, and urgent demands for decision making.

goaL Setting
Setting clear goals is a key aspect of the planning process. Goals are created for critical 
performance areas, such as manufacturing, quality, sales and profit, customer service, 
and number of distribution outlets.

Objectives are short-term targets, typically for one year or less, that are consistent 
with long-term goals. They are quantifiable and are frequently used in preparing busi-
ness plans to provide performance benchmarks for owners, investors, and bankers.

eMPLoyee ParticiPation in PLanning

Although a small business owner should personally spend time planning, this respon-
sibility may be delegated to some extent, because some planning is required of all 
members of the enterprise. The larger the organization, the more important it is to 
delegate some planning; the owner can hardly specify in detail the program for each 
department, and the involvement by staff will increase their commitment to the plan.

Planning to Succeed

“People should come in every three months to see 
what I have as I’ll keep refreshing the floor,” says 
Brockville’s newest furniture store owner, Ryan Smith 
of Generations Canadian Mennonite Furniture.

“Brockville has everything I need. It’s a nice lit-
tle town and it’s growing. I hope that when people 
come in … although this is a small store they will 
tell me what they want because if they do not see 
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it, it doesn’t mean we cannot get. The furniture 
selection is endless, so please ask.”

It took a year for Smith to devise a detailed 
three-year business plan, seek direction, and 
obtain funding through the Canadian Youth Busi-
ness Foundation and the Business Development 
Bank of Canada, but he believes it was well worth 
it. Smith worked as a receiver and shipping man-
ager for a large store in Kingston, so he has lots 
of experience with furniture. Right out of high 
school he started working in the automotive indus-
try and knows what hard work is all about.

With his sights set on working for himself, Smith 
started searching the Internet on how to start a busi-
ness. “I couldn’t go to the banks, so I did research 
online and came up with the Leeds and Grenville 
Small Business Enterprise Centre, came across Wendy 
Onstein’s name and gave her a call,” he said. “I spoke 
with Wendy on how to get my name out there, pro-
mote myself, and who to contact. She really helped 
with the starting process and pointed me to Jan Dines 
in Kingston. It was easier to work with Dines because 
I was still working in Kingston.”

The Canadian Youth Business Foundation 
(CYBF) is a program intended for 18- to 34-year-olds  
who require mentoring, financing, and business 
resources to start their own business.

For Smith, selling Mennonite furniture is his 
dream. “I’m selling a quality product with lon-
gevity, custom made with style, and it is such an 
open-ended product that you feel good at what 
you are selling people. You are not just doing a 
salesman pitch,” Smith said. The furniture that 
Smith is selling is made of the standard woods—
oak, pine, cedar, maple, and cherry—in bedroom 
sets, tables, dining sets, custom wall units, outdoor 
cedar furniture walk-in-closets, end tables, and cof-
fee tables. “We even do custom kitchens; the sky 

is the limit,” says Smith. “It’s all solid wood and is 
green friendly; a clear, clean, and natural choice.” 
Mennonite furniture has always been synonymous 
with solid wood, hand built, and a quality product 
built to last for generations.

“I try to keep my store small, keep the over-
head low, my prices down and offer a product; 
solid Mennonite wood furniture that is affordable. 
Furniture that can be passed onto your grandkids 
or if you move have it refinished with a different 
colour. ultimately it’s flexibility in that one table 
can have different finishes on it that can look 
like 10 different tables to match the decor. The 
durable NGR finish is high gloss and comes in any 
colour the customer wants,” says Smith.

Smith mentions that consumers are more 
aware of their purchases and the lasting power 
associated with products. His logic is rather than 
buying furniture that will need replacement in 
three years, why not consider fine-quality furniture 
that will last years and years?

Smith firmly believes the time taken to 
research and write the business plan along with 
mentoring and advice from CYBF and the Kings-
ton Economic Development Corporation have set 
him up for long-term success.

QueStionS:

 1. Is it more important to be good at doing 
the business or having a good business 
plan? Why or why not?

 2. What risks do you see having outsiders 
help you write your business plan?

Sources: Doreen Barnes, “Young Entrepreneur Sets 
Sights on Mennonite Furniture with New Venture,”  
St. Lawrence EMC, September 23, 2010, p. 37; and http://
www.amishandmennonitefurniture.com.

The concept that the boss does the thinking and the employee does the working is 
misleading. Progressive managers have discovered that employees’ ideas are often help-
ful in developing solutions to company problems. A salesperson, for example, is closer 
than her or his manager to the firm’s customers and is usually better able to evaluate 
their needs and reactions.

effective coMMunication

Another key to a healthy organization is effective communication—that is, getting man-
agers and employees to talk with each other and openly share problems and ideas. To 
some extent, the management hierarchy must be set aside so that personnel at all levels 
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can speak freely with those higher up. The result is two-way communication—a far cry 
from the old-fashioned idea that managers give orders and employees simply carry 
them out.

To communicate effectively, managers must tell employees where they stand, how 
the business is doing, and what the company’s plans for the future are. Negative feed-
back to employees may be necessary at times, but positive feedback is the primary tool 
for establishing good human relations. Perhaps the most fundamental concept manag-
ers need to keep in mind is that employees are people: they quickly detect insincerity 
but respond to honest efforts to treat them as mature, responsible individuals. In short, 
an atmosphere of trust and respect contributes greatly to good communication.

To go beyond having good intentions, a small firm manager can adopt any of the 
following practical techniques for stimulating two-way communication:

•	 Periodic performance review sessions to discuss employees’ ideas, questions, com-
plaints, and job expectations, both on a group and individual basis

•	 “Notice of the day” emails to keep employees informed about developments 
affecting them and/or the company

•	 Open communication with staff by exchanging email or dropping by the owner/ 
manager’s office to discuss ideas

•	 Staff meetings to discuss problems and matters of general concern

The key to open communication is for both participants to listen, a practice that not 
all business owners or founders find easy to adopt.

recruiting PersonneL
When recruiting employees, a small firm competes with both large and small busi-
nesses, and it cannot afford to let competitors take the cream of the crop. Aggressive 
recruitment requires the small firm to take the initiative in locating applicants and to 
search until enough applicants are available to permit wise choices.

iMPortance of PeoPLe

Hiring the right people and eliciting their enthusiastic performance are essential fac-
tors of any business hoping to reach its potential. As Ellyn Spragins has suggested, “With 
every person you hire, you determine how great your potential successes may be—or 
how awful your failures.”2

Employees affect profitability in many ways. In most small firms, the attitudes of 
salespeople and their ability to serve customer needs directly affect sales revenue. Also, 
payroll is one of the largest expense categories for most businesses, having a direct 
impact on the bottom line. By recruiting outstanding personnel, therefore, a firm can 
improve its return on each payroll dollar.

Recruiting and selecting employees establishes a foundation for a firm’s ongoing 
human relationships. In a sense, the quality of employees determines the human poten-
tial of an organization. If talented, ambitious recruits can be attracted, the business, 
through good management, should be able to build a strong human organization.

attracting aPPLicants to sMaLL firMs

Competition in recruiting well-qualified business talent requires small firms to identify 
their distinctive advantages when making an appeal to outstanding prospects, especially 

explain the 
importance of 
employee recruitment 
and list some sources 
that can be useful 
for finding suitable 
applicants.

5
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to those seeking managerial and professional positions. Fortunately, small firm recruiters  
can advance some good arguments in favour of small business careers.

The opportunity for general management experience at a decision-making level 
is attractive to many prospects. Rather than toiling in obscure, low-level, specialized 
positions during their early years, capable newcomers can quickly move into positions 
of responsibility in well-managed small businesses. In such positions, they can see that 
their work makes a difference in the success of the company.

Small firms can structure the work environment to offer professional, managerial, 
and technical personnel greater freedom than they would normally have in big busi-
nesses. One example of a small company that created an atmosphere of this type is 
Avcorp Industries Inc., an aircraft-parts manufacturer based in Laval, Quebec. This 
firm introduced “Red Flag,” a system that allows production workers to stop produc-
tion when they encounter a production snag or technology-related issue that could 
hinder a delivery commitment. When an employee raises a flag, an alarm sounds at 
30-second intervals until a supervisor comes and offers assistance. Then a brief report 
is drafted and logged into the computer system so that those likely to come up with the  
solution—including the customer—are notified immediately. Problem contracts no  
longer get lost in the shuffle, costs have been reduced, and the overall flow of produc-
tion has been enhanced. Avcorp turned from being a money-losing operation to a 
profitable one through this type of employee decision making.3

In this type of environment, individual contributions can be recognized rather than 
hidden under the numerous layers of a bureaucratic organization. In addition, com-
pensation arrangements can be designed to create a powerful incentive. Flexibility in 
work scheduling and job-sharing arrangements are other possible lures. The value of 
any incentive as a recruiting advantage depends to some degree on the circumstances 
of the particular firm. From the standpoint of an applicant, ideally the firm should be 
growing and profitable. It should also have a degree of professionalism in its manage-
ment that can be readily recognized by prospective employees.

sources of eMPLoyees

To recruit effectively, the small business manager must know where and how to find 
qualified applicants. Sources are numerous, and it is impossible to generalize about the 
best source in view of variations in personnel requirements and quality of sources from 
one locality to another.

the internet
Small businesses are turning increasingly to the Internet to find the employees they 
need. A variety of websites, like www.workopolis.com, allow applicants to submit their 
résumés online and permit potential employers to search those résumés for qualified 
applicants. And because the Internet opens up a wealth of connections to potential 
applicants, many firms are posting job openings on their own websites. unfortunately, 
although the cost to post the job opening on the sites is usually nominal, the number 
of responses may be quite high, often by unqualified applicants. When using the sites, 
time should be allocated to screen the applications extensively.

using the Internet for recruiting is convenient. Beyond these options, social media 
tools can be indispensible to recruitment efforts, and their use for this purpose is grow-
ing rapidly. Many say that they find social recruiting to be more efficient and have 
concluded that it yields more applicants and higher-quality candidates.4 And as a result, 
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many companies are choosing not to post openings on job boards mentioned above, 
shifting increasingly to social media instead in order to save time, money, and hassle.5

SChooLS
Secondary schools, trade schools, colleges, and universities are desirable sources for 
certain classes of employees, particularly those who need no specific work experience. 
Some secondary schools and colleges have internship programs involving periods of 
work in business firms. These programs enable students to gain a measure of practical 
experience. Secondary and trade schools provide applicants with a limited but useful 
educational background. Colleges and universities can supply candidates for positions 
in management and in various technical and scientific fields. In addition, many colleges 
and universities are excellent sources of part-time employees.

PuBLiC eMPLoyMent oFFiCeS
Human Resources and Social Development Canada, a department of the federal gov-
ernment, has Employment Centres in all major cities and in most larger towns that 
offer—at no cost to small businesses—a supply of applicants who are actively seeking 
employment. These offices are for the most part a source of clerical workers, unskilled 
labourers, production workers, and technicians.

Private eMPLoyMent agenCieS
Numerous private agencies offer their services as employment offices. In some cases, 
employers receive their services without cost because the applicants pay a fee to the 
agency. However, most firms pay the agency fee if the applicant is highly qualified. Such 
agencies tend to specialize in people with specific skills, such as accountants, computer 
operators, or managers. Many agencies solicit applications through employment Inter-
net sites, ensuring a wide range of applicants.

When filling key positions, small firms sometimes turn to executive search firms, called 
headhunters, to locate qualified candidates. Professional recruiters research the skills 
required for the position, create advertisements, screen applicants, and assist in the inter-
viewing and selection process. Many small businesses use recruiters for key positions such 
as financial or operations managers. Headhunters, who are paid by the company they rep-
resent, can make a wide-ranging search for individuals who possess the right combination 
of talents, and reduce the pressure on small business operators caused by time constraints.

eMPLoyee reFerraLS
If current employees are good employees, their recommendations of suitable candi-
dates may provide excellent prospects. Ordinarily, employees will hesitate to recom-
mend applicants unless they believe in their ability to do the job. Many small business 
owners say that this source provides more of their employees than any other. A few 
employers go so far as to offer financial rewards for successful employee referrals.

WaLk-inS and heLP Wanted advertiSing
A firm may receive unsolicited applications from individuals who walk into the place 
of business to seek employment. This is an inexpensive source for clerical and produc-
tion jobs, but the quality of applicants may be mixed. If qualified applicants cannot be 
hired immediately, their applications should be kept on file for future reference. In the 
interest of good public relations, all applicants should be treated courteously, whether 
or not they are offered jobs.

headhunter
a search firm that 
locates qualified 
candidates for 
executive positions
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A “Help Wanted” sign in the window is one form of recruiting used by some small 
firms, mostly retailers and fast-food restaurants. A similar but more aggressive form 
of recruiting consists of advertisements in the classified pages of local newspapers. 
Although the effectiveness of these forms has been questioned by some, many well-
managed organizations recruit in this way.

teMPorary-heLP agenCieS
The temporary-help industry, which is growing rapidly, supplies temporary employ-
ees (or temps) such as word processors, clerks, accountants, engineers, nurses, and 
sales clerks for short periods of time. By using agencies such as Kelly Services, small 
firms can deal with seasonal fluctuations and absences caused by vacation or illness. 
As an example, a temporary replacement might be obtained to fill the position of an 
employee who is on maternity leave. In addition, using temporary employees provides 
an introduction to individuals whose performance may justify an offer of permanent 
employment. At such time a commission would be paid to the agency. Staffing with 
temporary employees is less practical, however, when extensive training is required or 
continuity is important.

JoB descriPtions

A small business manager should analyze the activities or work to be performed and 
determine the number and kinds of jobs to be filled. Knowing the job requirements 
permits a more intelligent selection of applicants for specific jobs, based on their indi-
vidual capacities and characteristics.

Certainly the owner-manager should not select personnel simply to fit a rigid speci-
fication of education, experience, or personal background. Rather, she or he must 
concentrate on the ability of an individual to fill a particular position in the business. 
Making this determination requires an outline or summary of the work to be performed. 
A written summary of this type, as shown in Exhibit 9-4, is called a job description.

Preparing job descriptions need not be a highly sophisticated process. One simple 
way of developing them is to ask employees to write down all of their different activities 
over a period of a few days, then look for duplication of duties and for tasks that might 

job description
a written summary of 
duties required by a 
specific job

Exhibit 9-4  
Job Description for Stock 
Clerk in Retail Food 
Store 

title: Stock Clerk
Primary Function: To stock shelves with food products and other items
Supervision received: Works under direct supervision of store manager
Supervision exercised: None
duties:
 1. receive and store products in storage area.
 2. take products from storage, open outer wrapping, and place contents on store shelves.
 3. provide information and/or direction to customers seeking particular products or having other 

questions.
 4. Monitor quantity of products on shelves and add products when supplies are low.
 5. perform housekeeping duties when special need arises—for example, when container is 

broken or products fall on the floor.
 6. assist cashiers in bagging products as needed during rush periods.
 7. assist in other areas or perform special assignments as directed by the store manager.
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have fallen through the cracks. In this relatively informal manner, they created job 
descriptions that spelled out duties recognized by the employees as well as the employer.

Duties listed in job descriptions should not be defined too narrowly. Job descrip-
tions should minimize unnecessary overlap but avoid creating a “that’s-not-my-job” 
mentality. Technical competence is as necessary in small firms as it is in a large business, 
but versatility and flexibility may be even more important. Engineers may occasionally 
need to make sales calls, and marketing people may need to pinch-hit in production.

In the process of studying a job, an analyst should list the knowledge, skills, abilities, 
or other characteristics that an individual must have to perform the job. This statement 
of requirements is called a job specification. A job specification for the position of stock 
clerk might state that the person must be able to lift 20 kg and must have completed  
10 to 12 years of school.

Job descriptions are mainly an aid in recruiting personnel but they also have other 
uses. For example, they can give employees a focus in their work, provide direction in 
training, and supply a framework for performance review.

evaLuating ProsPects and seLecting 
eMPLoyees
An employer’s recruitment activities merely locate prospects for employment. Subse-
quent steps are needed to evaluate these candidates and to select some as employees. 
An employer can minimize the danger of taking a blind, uninformed gamble on appli-
cants of unknown quality by following these steps. In fact, some research shows the 
more formal the selection process is the more likely a new employee will develop loyalty 
to the business and be easier to retain.

steP 1: use aPPLication forMs

The value of having prospective employees complete an application form lies in the 
form’s systematic collection of background data that might otherwise be overlooked. 
The information recorded on an application form is useful in sizing up an applicant 
and serves as a guide in making a more detailed investigation of the applicant’s experi-
ence and character. Key selection criteria may be used to short-list the applicants with 
the best fit to the job. Key criteria typically address the specific skills and experiences 
that have the greatest impact on performance.

An application form need not be elaborate or lengthy. However, care must be taken 
to avoid questions that may conflict with laws concerning unfair job discrimination. 
Provincial and federal laws limit the use of many questions about race, colour, national 
origin, religion, age, marital status, disabilities, or arrests, which are either prohibited or 
considered unwise unless the employer can prove they are related to the job.

steP 2: interview the aPPLicant

An interview permits the employer to get some idea of the applicant’s personality, intel-
ligence, and job knowledge. Any of these factors may be significant for the job to be 
filled. Although the interview is an important step in the selection process, it should not 
be the only step. Some managers have the mistaken idea that they are infallible judges 
of human nature and can choose good employees on the basis of interviews alone 
without confirmation from references. Care must be taken in the interview process, as 

job specification
a list of knowledge, 
skills, abilities, or 
other characteristics 
needed by a job 
applicant to perform 
a specific job

identify the steps 
in evaluating job 
applicants.
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in designing application forms, to avoid questions that conflict with the law. If possible, 
applicants should be interviewed by two or more individuals in order to minimize errors 
in judgment.

Time spent interviewing, as well as in other phases of the selection process, can save 
time and money later on. High employee turnover, caused partially by poor employee 
selection, has numerous costs including advertising for the position, time spent inter-
viewing and training, and loss of customers due to reduced staff levels or level of com-
petence. In today’s litigious society, firing an employee has become quite difficult. A 
dismissed employee can bring suit even when an employer had justifiable reasons for 
dismissal.

The value of the interview depends on the interviewer’s skill and methods. Any 
interviewer can improve his or her interviewing by following these principles:

•	 Determine the job-related questions you want to ask the applicant before begin-
ning the interview.

•	 Conduct the interview in a quiet atmosphere.
•	 Give your entire attention to the applicant.
•	 Put the applicant at ease.
•	 Never argue.
•	 Keep the conversation at a level suited to the applicant.
•	 Listen attentively.
•	 Observe closely the applicant’s speech, mannerisms, and attire if these characteris-

tics are important to the job.
•	 Try to avoid being unduly influenced by the applicant’s trivial mannerisms or 

superficial resemblance to other people you know.

Employment interviews should be seen as a two-way process. The applicant is evalu-
ating the employer while the employer is evaluating the applicant. In order for the 
applicant to make an informed decision, he or she needs a clear idea of what the job 
entails and an opportunity to ask questions.

steP 3: check references and other Background 
inforMation

Careful checking with former employers, school authorities, and other references can 
help avoid hiring mistakes, which can have serious consequences later. Suppose, for 
example, that you hired an appliance technician who later burglarized a customer’s 
home. Checking the applicant’s background for a criminal record might have pre-
vented this unfortunate occurrence.

It is becoming increasingly difficult to obtain more than the basic facts concerning 
a person’s background because of the potential for lawsuits brought against former 
employers by disappointed applicants. However, reference checks on a prior employ-
ment record do not constitute infringements on privacy. A written letter of inquiry to 
these references is probably the weakest form of checking because most people will not 
put damaging statements in writing. Often, former employers or supervisors will speak 
more frankly when approached by telephone or in person.

For a fee, an applicant’s history (financial, criminal, employment, etc.) may be sup-
plied by private investigation agencies or credit bureaus. If an employer needs a credit 
report to establish an applicant’s eligibility for employment, the federal Privacy Act 
requires that the applicant be notified in writing that such a report is being requested. 
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Refer to the Office of the Privacy Commissioner of Canada website at www.priv.gc.ca/
index_e.asp for more detail.

steP 4: test the aPPLicant

Many kinds of jobs lend themselves to performance testing. For example, an applicant 
may be given a data-entry test to verify speed and accuracy of keyboarding skills. With a 
little ingenuity, employers can improvise practical tests that are pertinent to many posi-
tions. Outside firms, including placement agencies, also provide testing as part of the 
screening process.

Psychological examinations may also be used by small businesses, but the results 
can be misleading because of difficulty in interpreting the tests or in adapting them to 
a particular business. In addition, federal government regulations require that any test 
used in making employment decisions must be job related.

useful tests of any kind must meet the criteria of validity and reliability. If a test is 
valid, its results should correspond well with job performance; that is, the applicants 
with the best test scores should generally be the best employees. If a test is reliable, it 
should provide consistent results when used at different times or by various individuals.

steP 5: require PhysicaL exaMinations

A primary purpose of physical examinations is to evaluate the ability of applicants to 
meet the physical demands of specific jobs. Care must be taken, however, to avoid dis-
criminating against those who are physically disabled. The law permits drug screening 
of applicants and this can be included as part of the physical examination process. Since 
few small firms have staff physicians, most of them must make arrangements with a local 
doctor or clinic to perform physical examinations.

training and deveLoPMent
Once an employee has been recruited and added to the payroll, the process of training 
and development must begin. For this process, a new recruit is raw material, while the 
well-trained technician, salesperson, manager, or other employee represents a finished 
product.

PurPoses of training and deveLoPMent

One obvious purpose of training is to prepare a new recruit to perform the duties for 
which he or she has been hired. There are very few positions for which no training is 
required. If an employer fails to provide training, the new employee must learn by trial 
and error, which frequently wastes time, materials, and money.

Training to improve skills and knowledge is not limited to newcomers; the perfor-
mance of current employees can often be improved through additional training. In 
view of the constant change in products, technology, policies, and procedures in the 
world of business, continual training is necessary to update knowledge and skills—even 
in a small firm. Only with such training can employees meet the changing demands 
placed on them.

Many small businesses also access formal training through government programs, 
cooperative programs through academic institutions, the local Chamber of Commerce, 
and seminars through training firms, particularly for computer skills. The Workplace 

validity
the extent to which 
a test assesses true 
job performance 
ability

reliability
the extent to which 
a test is consistent 
in measuring job 
performance ability

describe the role 
of training for both 
managerial and 
nonmanagerial 
employees in the 
small firm.
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Skills Program, is sponsored by the federal government and provides a range of pro-
grams to improve staff skills and assists in paying for the training of unemployed or 
undertrained people. The Community Futures Program in Alberta funds training in 
areas with economic hardship. Refer to the Human Resources and Skills Development 
Canada website www.hrsdc.gc.ca for more details.

Both employers and employees have a stake in the advancement of qualified person-
nel to higher-level positions. Preparation for advancement usually involves developmental 
efforts, possibly of a different type than those needed to sharpen skills for current duties. 
Because personal development and advancement are prime concerns of able employees, 
a small business can profit from careful attention to this phase of the personnel program. 
The opportunity to grow and move up in an organization not only improves the morale 
of current employees but also offers an inducement for potential applicants.

orientation for new PersonneL

The developmental process begins with an employee’s first two or three days on the job. 
It is at this point that a new person tends to feel lost and confused when confronted 
with a new physical layout, different job title, unknown fellow employees, different type 
of supervision, changed hours or work schedule, and/or a unique set of personnel 
policies and procedures. Any events that conflict with the newcomer’s expectations are 
interpreted in light of his or her previous work experience, and these interpretations 
can foster a strong commitment to the new employer or lead to feelings of alienation.

Recognizing the new employee’s sensitivity at this point, the employer can contrib-
ute to a positive outcome by proper orientation. Steps can be taken to help the new-
comer adjust and minimize feelings of uneasiness in the new setting.

In addition to explaining specific job duties, supervisors can outline the firm’s poli-
cies and procedures in as much detail as possible. A clear explanation of performance 
criteria and the way in which an employee’s work will be evaluated should be included 
in the discussion. The new employee should be encouraged to ask questions, and time 
should be taken to provide careful answers. The firm may facilitate the orientation 
process by providing the recruit with a written list of company practices and procedures 
in the form of an employee handbook. The handbook may include information about 
work hours, paydays, breaks, lunch hours, absences, holidays, names of supervisors, 
employee benefits, and so on. Since new employees are faced with information overload 
at first, it is a good idea to schedule a follow-up orientation after a week or two.

retaining eMPLoyees

In some parts of Canada, attracting and retaining employees is a huge problem for 
businesses. Most notably, companies in Alberta’s energy sector are having difficulty 
attracting and keeping staff and this has filtered down to affect many smaller businesses. 
For many, the option is to shorten the hours of operation—even closing on days they 
were previously open. The local Tim Hortons in Canmore, Alberta, is one example of 
a company that faced this problem. According to owner Caroline Barham, the younger 
workforce in Canmore is mostly made up of transients—people staying for only a few 
months as they visit this beautiful part of the country. Barham’s response to this chronic 
shortage of employees was to shorten hours so the staff she could find could give the 
appropriate level of customer service.6

This problem of worker shortages will only intensify as the baby boomers con-
tinue to leave the workforce. Some companies have hired back retirees on contract or  
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part-time work, or eased mandatory retirement policies as a way of dealing with the issue. 
Others have resorted to “signing bonuses,” referral fees for finding new employees, and 
even offering yoga and PlayStation breaks to help keep staff happy. Scott Plastics Ltd. in 
Sydney, B.C., gives its staff twice-weekly yoga classes. “We started doing it just for a small 
group of office staff, really for a bit of a break,” according to Robin Richardson, Scott’s 
vice president of operations. “They seem to really enjoy it and … after a while a number 
of male office staff asked if they could join as well.” Richardson says it has been good 
for employees—and good for business. “We were basically looking for something that 
was going to be beneficial to them and at the same time basically probably improve the 
work performance. I think they’d say that it does both.”7

training to iMProve quaLity

Employee training is an integral part of comprehensive quality management programs. 
Although quality management is concerned with machines, materials, and measure-
ment, it also focuses attention on human performance. Thus, training programs can be 
designed to promote higher-quality workmanship.

To a considerable extent, training for quality performance is part of the ongoing 
supervisory and off-site total quality management (TQM) training.8

training nonManageriaL eMPLoyees

Job descriptions or job specifications, if they exist, may identify abilities or skills needed 
for particular jobs. To a large extent, such requirements regulate the type of training 
that is appropriate.

For all classes of employees, more training is accomplished on the job than through 
any other method. However, on-the-job training may not be very effective if it depends 
on haphazard learning rather than planned, controlled training programs. A system 
designed to make on-the-job training more effective is known as Job Instruction Train-
ing. The steps of this program are intended to help supervisors become more effective 
in training nonmanagerial employees.

1. Prepare employees: Put employees at ease. Place them in appropriate jobs. Find out 
what they already know about the job. Get them interested in learning it.

2. Present the operations: Tell, show, illustrate, and question carefully and patiently. 
Stress key points. Instruct clearly and completely, taking up one point at a time—
but no more than the employees can master.

3. Try out performance: Test the employees by having them perform the jobs. Have the 
employees tell, show, and explain key points. Ask questions and correct errors. 
Continue until the employees know that they know how to do the job.

4. Follow up: Check on employees frequently. Designate the people to whom the 
employees should go for help. Encourage questions. Get the employees to look 
for the key points as they progress. Taper off extra coaching and close follow-up.

deveLoPing ManageriaL and ProfessionaL eMPLoyees

A small business has a particularly strong need to develop managerial and professional 
employees. Depending on its size, the firm may have few or many key positions. To 
function most effectively, the business must develop individuals who can hold these key 
positions. Incumbents should be developed to the point that they can adequately carry 
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out the responsibilities assigned to them. Ideally, potential replacements should also be 
available for key individuals who may retire or leave for other reasons. The entrepre-
neur often postpones grooming a personal replacement, but this step is also important 
in ensuring a smooth transition in the firm’s management.

Establishing a management training program requires serious consideration of the 
following factors:

•	 Determine the need for training: What vacancies are expected? Who needs to be 
trained? What type of training and how much training are needed to meet the 
demands of the job description?

•	 Develop a plan for training: How can the individuals be trained? Do they currently have 
enough responsibility to permit them to learn? Can they be assigned additional duties? 
Should they be given temporary assignments in other areas—for example, should they 
be shifted from production to sales? Would additional schooling be beneficial?

•	 Establish a timetable: When should training begin? How much can be accomplished 
in the next six months or one year?

•	 Counsel employees: Do the individuals understand their need for training? Are they 
aware of their prospects within the firm? Have they been asked about their work 
goals? Has an understanding been reached as to the nature of training? Have the 
employees been consulted regularly about progress in their work and the prob-
lems confronting them? Have they been given the benefit of the owner’s experi-
ence and insights without having decisions made for them?

coMPensation and incentives for sMaLL 
Business eMPLoyees
Compensation and financial incentives are important to all employees, and the small 
firm must acknowledge the central role of the paycheque and other monetary rewards 
in attracting and motivating personnel. In addition, small firms can offer several 
 nonfinancial incentives that appeal to both managerial and nonmanagerial employees.

wage or saLary LeveLs

In general, small firms find that they must be roughly competitive in wage or salary 
levels in order to attract well-qualified personnel. Wages or salaries paid to employees 
either are based on increments of time—such as an hour, a day, a month—or vary 
directly with their output. A compensation system based on increments of time is com-
monly referred to as daywork. Daywork is most appropriate for types of jobs in which 
performance is not easily measurable. It is the most common compensation system and 
is easy to understand and administer.

There are many ways to determine what to pay employees in various positions in a com-
pany. Probably the easiest is to put “wage surveys” into your Internet search engine and see 
what sites come up. You will find many comprehensive Canadian wage surveys to assist you in 
deciding what to pay employees. Many government agencies, human resources consultants, 
and trade associations conduct annual wage and salary surveys. Another way is to simply ask 
owners of other businesses in your area what they pay their employees. For some jobs, these 
companies need not even be in the same type of business as yours.

Properly compensating the management team is critical to the success of a new or 
growing venture and deserves some special consideration. This is the team that will be 

daywork
a compensation 
system based on 
increments of time

explain the 
various kinds of 
compensation plans 
and the differences 
between daywork 
and incentives.

8
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Stage One
During the pre-start-up stage, key issues regarding skills base, responsibility, and 
financial rewards should be clarified for the founders. As such, the founders must 
agree to the following:
•	 Their	title
•	 How	much	money	they	are	each	contributing
•	 What	their	key	responsibilities	will	be,	and	how	much	time	they	are	willing	to	commit	to	the	venture
•	 The	specific	skills	they	bring	to	the	venture
•	 The	salary	(or	other	compensation	such	as	dividends)	and	shares	that	each	will	receive
•	 How	much	holiday	they	expect,	for	the	first	year	and	thereafter
•	 Their	harvesting	expectations:	how	soon	they	expect	to	sell	and	what	return	they	are	seeking

Stage twO
When the key points such as risk, return, and responsibility factors have been 
resolved for the founders, a similar process should be established for members of the 
advisory board:
•	 How	many	and	what	type	of	advisers	are	needed
•	 The	specific	skills	they	should	bring	to	the	table
•	 Their	 expectations	 for	 compensation	 (in	many	cases	 they	do	not	 expect	 compensation	but	are	

acting	as	mentors)

Stage three
The next stage entails determining the type and number of staff required, starting 
with the management team and professionals. This stage may occur at start-up, or 
after several years of growth. 
•	 What	type	of	skills	are	needed;	do	they	address	gaps	in	the	skill	base	of	the	founder/founders	

and the advisers?
•	 What	type	of	compensation	is	common	in	the	industry;	should	they	be	offered	shares	or	profit	sharing?
•	 What	are	the	expectations	regarding	performance	and	the	method	of	evaluation?

leading the company to success, and steps must be taken to ensure they are fairly and 
adequately compensated. Exhibit 9-5 looks at the issues surrounding creating and com-
pensating the management team.

financiaL incentives

Incentive systems have been devised to motivate employees, particularly nonmanagerial 
employees, to increase their productivity. Incentive wages may constitute an employee’s 
entire earnings or may supplement her or his regular wages or salary. The commission 
system often used to compensate salespeople is one type of incentive plan. In manufac-
turing, employees are sometimes paid according to the number of units they produce. 
While many incentive programs apply to employees as individuals, these programs may 
also involve the use of group incentives and team awards.

General bonus or profit-sharing plans are especially important for managerial or 
other key personnel, although such plans sometimes include lower-level personnel. 
These plans provide employees with a piece of the action, which may or may not involve 
assignment of shares of stock. A profit-sharing plan may simply entail a distribution of 
a specified share of the profits or a share of profits that exceed a target amount. As 
illustrated by many examples in this chapter, profit sharing provides a more direct work 
incentive in small companies than in large companies because the connection between 
individual performance and company success can be more easily appreciated.

profit-sharing 
plans
a percentage of 
profits is distributed 
to employees

Exhibit 9-5  
Creating and  
Compensating the  
Management Team 
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Performance-based compensation systems must be designed carefully if they are 
to work successfully. Such plans should be devised with the aid of a consultant and/
or accounting firm. Some distinctive features of good bonus plans are identified in the 
following list:

1. Set attainable goals: Incentive pay works best when workers feel they can meet the 
targets. Tying pay to broad measures such as company-wide results leaves workers 
feeling frustrated and helpless.

2. Set meaningful goals: You can neither motivate nor reward by setting targets 
employees can’t comprehend. Complex financial measures or jargon-heavy bench-
marks mean nothing to most workers.

3. Bring workers in: Give them a say in developing performance measures and listen 
to their advice on ways to change work systems. Phase in pay plans gradually so 
employees have a chance to absorb them.

Building homes, Building People

Great companies are built by attracting great peo-
ple and empowering them to do great work. This is 
not an easy thing to do, but Cambridge, Ontario’s 
Reid’s Heritage Homes has achieved this, winning 
awards that include one of Canada’s best home-
builders and one of Canada’s best employers for 
2014.

“We could not be prouder,” said Tim Blevins, 
president of Reid’s. “There are literally thou-
sands of small and medium sized companies in 
this country and to be named as one of the top 
50 employers is a humbling honour.” The sur-
vey is sponsored by Profit Magazine and Queen’s 
university and measures employee engagement. 
Employees are asked anonymously about their 
workplace and work experience by Aon Hewitt, 
the global human resources consulting business of 
Aon Corporation.

Doug Sider, senior vice president of Team 
Development Resources and Culture at Reid’s 
leads the survey and says “it is a validation of our 
entire team’s hard work and dedication to our 
core values—on our sites, within our communities 
and at head office. Among the 10 core values are 
“We have fun,” “We are respectful and kind,” and 
“We have integrity and keep our commitments.” 
Sider noted, “All employers want to attract and 
retain employees with skills and talents that will 
help build the business. We believe our accom-

plishment, as acknowledged by being in the Top 
50 Employers, can only help us strengthen both 
our company, and our relationships with our team 
members, even further.”

Blevins concluded “At Reid’s Heritage Homes, 
we have always been proud of our employees. 
Today, we are delighted to realize as well, how 
proud our team members are of their company.”

QueStionS:

 1. While wages or salary are important factors 
in seeking employment, other factors also 
come into play. What factors would you 
look for in a potential employer beyond 
the money?

 2. Go to the Reid’s website (www 
. reidsheritagehomes.com) and view the 
entire list of core values. How does Reid’s 
or any company ensure management and 
the team live up to these?

 3. Do you think participation in awards pro-
grams by businesses creates an advantage 
in attracting and retaining employees?

Sources: “Reid’s Heritage Homes Named One of Canada’s 
Best Employers,” Canada NewsWire, November 12, 2013; 
and www.reidsheritagehomes.com. Permission granted 
courtesy of Reid’s Heritage Homes.

ENTREPRENEuRIAL ExPERIENCES
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4. Keep targets moving: Performance-pay plans must be constantly adjusted to meet the 
changing needs of workers and customers. The life expectancy of a plan may be 
no more than three or four years.

5. Aim carefully: Know what message you want to send. Make sure that the new 
scheme doesn’t reward the wrong behaviour. Linking bonuses to plant safety, for 
example, could encourage cover-ups.9

fringe Benefits

Fringe benefits, which include payments for items such as the employer’s share of Can-
ada Pension Plan (CPP) contributions and Employment Insurance premiums, vacations, 
holidays, health insurance, dental plans, and workers’ compensation are expensive. The 
annual increases in the company contribution to CCP and EI is one of the primary rea-
sons many small businesses use part-time staff and contractors who are not eligible for 
benefits. The cost of fringe benefits is a substantial part of total labour costs for most 
small firms, with estimates ranging from 20 percent to 40 percent of base pay.

Even though fringe benefits are expensive, a small firm cannot ignore them if it is 
to compete effectively for good employees. A small but growing number of small firms 
now use cafeteria plans (or flexible benefits programs) that allow employees to choose 
the types of benefits they want to receive.10 All employees may receive a core level of 
coverage, such as basic dental and prescription drug coverage, and then are allowed to 
choose how some amount specified by the employer is to be divided among additional 
options—for example, child-care reimbursement, extended dental care, pension fund 
contributions, and additional health insurance.

Outside help in administering cafeteria plans is available to small firms that wish to 
avoid the detailed paperwork associated with them. Many small companies—including  
some with fewer than 25 employees—turn over the administration of their flexible 
benefits plans to outside consulting, payroll accounting, or insurance companies that 
provide such services for a monthly fee, such as Johnston Group Inc. In view of the 
increasing popularity of these plans and the wide availability of administrative services, 
it seems only a matter of time until many small firms will be offering flexible benefits.

eMPLoyee stock ownershiP PLans

Some small firms have created employee stock ownership plans (ESOPs), by which they 
give employees a share of ownership in the business.11 These plans may be structured 
in a variety of ways. For example, a share of annual profits may be designated for the 
benefit of employees and used to buy company stock, which is then placed in a trust 
for the employees.

ESOPs also provide a way for owners to cash out and withdraw from a business with-
out selling the firm to outsiders. The owner might sell equity to the firm’s employees, 
who can borrow funds for this purpose. In fact, tax advantages for both owners and 
employees make ESOPs an increasingly popular option.

factors that contriBute to quaLity of work Life

A major research project sponsored by the Canadian Policy Research Network, pub-
lished in 2007, generated data from across Canada from employees who clearly felt 
that emphasis should be placed by business owners on working relationships and job 
structure, as well as on salary. The seven top factors that employees in Canada felt 

fringe benefits
supplements to 
compensation, 
designed to be 
attractive and 
beneficial to 
employees

cafeteria plans (or 
flexible benefits 
programs)
plans that allow 
staff to choose their 
benefits within a set 
budget

employee stock 
ownership plans 
(eSoPs)
plans that give 
employees a share 
of ownership in the 
business

BK-NEL-LONGENECKER-140433-Chp09.indd   250 30/12/14   5:06 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 9 The New Venture Team, Small Firm Management 251

NEL

Sources: “Rethinking Work, Ekos Research Associates, Graham Lowe Group National Worker Survey, Fall 2004 (n = 2002),” 
21st Century Job Quality, Achieving What Canadians Want; Graham Lowe, September 2007, The Graham Lowe Group Inc.

contributed to a work environment were (1) freedom from harassment and discrimination, 
(2) a healthy and safe workplace, (3) trustworthy senior management, (4) balance 
between work and life, (5) job security, (6) good pay, and (7) a sense of pride and 
accomplishment in what both the employee and the company do. Job security, a 
well-paying job, and good benefits were near the bottom of the factors that moti-
vate employees. Refer to Exhibit 9-6 for a breakdown and ranking of the factors  
that employees felt were important in their job. A similar survey in 2000 yielded  
very similar results, suggesting that Canadians ranking of factors is not changing over 
time.

Exhibit 9-6 What Employees Consider “Very Important” in a Job 

0 10 20 30 40 50 60 70 80 90 100

Having a say in workplace decisions

Flexible hours and schedules

Freedom to decide how to do job

Comfortable physical work environment

Receive recognition for work well done

Friendly and helpful coworkers

Good career advancement opportunities

Helps develop skills and abilities

Good relationship with supervisor

Challenging and interesting work

Good benefits

Receive training to do job effectively

Work that gives a sense of pride
and accomplishment

Good pay

Good job security

Good balance between work and personal
or family life

Trustworthy senior management

A healthy and safe workplace

Workplace free from
harassment and discrimination

Percent 'very important' (5 on a 5-point scale)
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discuss some of the 
special issues related 
to human resource 
management.

9
sPeciaL issues in huMan resources  
ManageMent
So far in this chapter, we have dealt with recruitment, selection, training, and compen-
sation of employees. In addition to these primary activities, human resources manage-
ment can involve a number of other general issues. These issues—contract employees, 
dealing with labour unions, formalizing employer–employee relationships, hiring a 
human resources manager, and government legislation pertaining to employment 
issues—are the focus of this concluding section.

contract eMPLoyees

As larger companies have downsized during the past decade, many have met their vari-
able personnel needs by hiring independent contractors, often their former employees, 
for fixed periods of time or for specific projects. under this arrangement, contract 
employees are not deemed to be employees of the company, so the contractors invoice 
the company for work performed. This means the company does not have to withhold 
taxes, CPP, and EI from the contractor’s paycheques, nor does it have to pay its share 
of those or other benefits. The contractor is responsible for remitting taxes, CPP, and 
(if applicable) EI deductions to Canada Revenue Agency, and is responsible for his or 
her own benefits.

Contracting is less expensive for employers than hiring employees since the com-
pany does not have to pay benefits, and contracting gives the company a great deal 
of flexibility since the contractor does not continue with the firm once the terms of 
the contract have been completed. The arrangement is more expensive for employee- 
contractors, as they must pay the government both the employer and the employee 
share of CPP contributions and EI premiums. However, it may be possible for the con-
tractor to deduct from income for income tax purposes expenses such as travel to and 
from work as well as a home office, which employees cannot do.

Caution must be taken with contracting employees. If all or most of a contrac-
tor’s revenue comes from one company, Canada Revenue Agency is likely to rule 
that the contractor is an employee and not a contractor, and expect the company 
to deduct and remit taxes as well as pay for other benefits. Canada Revenue Agency 
has given the following indicators as guidance to whether a worker is an employee 
or a contractor:12

Indicators that the worker is an employee:

•	 The relationship is one of subordination. The company will often direct, scruti-
nize, and effectively control many elements of how the work is performed.

•	 The company controls the worker with respect to both the results of the work and 
the method used to do the work.

•	 The company determines and controls the method and amount of pay. Salary 
negotiations may still take place in an employer–employee relationship.

•	 The worker requires permission to work for other companies.
•	 Where the work schedule is irregular, the company demands a priority on the 

worker’s time.
•	 The worker received training or supervision from the company on how to do  

the work.
•	 The payer chooses to listen to the worker’s suggestions but has the final word.

contract 
employees
independent 
contractors hired 
for fixed periods of 
time or for specific 
projects
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Indicators that the worker is a self-employed individual (contractor):

•	 A self-employed individual usually works independently within a defined 
framework.

•	 The worker does not have anyone overseeing him or her.
•	 The worker is free to work when and for whom he or she chooses and may provide 

his or her services to different companies at the same time.
•	 The worker can accept or refuse work from the company.
•	 The working relationship between the payer and worker does not present a degree 

of continuity, loyalty, security, subordination, or integration, all of which are gener-
ally associated with an employer–employee relationship.

In addition to the above, considerations such as who provides the tools and equip-
ment to do the work, the degree of financial reliance on the company, the ability of 
the contractor to subcontract or have his or her own employees, and his or her own 
established business presence are examples of other criteria.

Lay-offs and terMinations

It is a fact of business life that employees must sometimes be laid off due to lack of 
work, or fired for breaking the law, repeated breaches of company policy, or chronic 
underperformance.

When a company lays off an employee it is done to protect the jobs of the remaining 
employees. Some companies adopt a “last-hired, first-laid-off” policy to decide who is to 
go. Others look at the specific job functions affected by a work slowdown. In a union-
ized environment (see below) the collective agreement may stipulate who goes and who 
stays. Regardless, the company has certain obligations. First, it must give a notice period, 
usually a minimum of two weeks. Most employers let the laid-off employees go imme-
diately and pay them for the two weeks to avoid having disgruntled employees in the 
workplace. Second, before a laid-off employee’s job can be given to someone else when 
business picks up, it must first be offered to that employee. In many cases, the person 
will have found another job in the meantime, or not want to return for other reasons.

Firing employees is a more serious issue from the point of view of employees’ rights. 
Employees must be fired for what is known as “just cause,” or they have a right to sue the 
employer for “wrongful dismissal.” Just cause includes a single criminal act—stealing 
cash or material from the company, for example, or repeated breach of company policy 
or performance expectations. Criminal behaviour is obvious and when caught employ-
ees can be fired with no notice. For repeated breaches of company policy, including 
social interactions that would be considered “reasonable,” and for chronic underper-
formance of job duties, an employer must engage in what is known as “progressive 
discipline.”

The underlying concept of progressive discipline is that employees must be given 
a number of opportunities to change their behaviour before they can be terminated. 
The exact number of chances will be determined by the employment legislation in each 
province. The “progressive” part of discipline refers to an increasing level of actions 
from verbal warnings to written warnings to suspensions, to a final notice that if the 
problem is not addressed by a certain date, employment will be considered terminated. 
There are two key responsibilities the employer has to protect itself from being sued 
in these cases: first, the discipline must be documented, perhaps even including the 
employee’s signature that he or she has been disciplined; second, the company has an 
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obligation to assist the employee to change his or her behaviour by providing training 
or retraining in the case of underperformance, or referring for outside assistance if for 
other reasons. For this latter case, many companies have contracts with outside agen-
cies that can provide counselling for abuse, addiction etc., called Employee Assistance 
Programs. under the contract, the agency providing the counselling does not identify 
the employee to the company so as to encourage employees to take advantage of the 
services and to protect the privacy of the employee.

When employees leave a company voluntarily or involuntarily they take with 
them a great deal of knowledge about the business: customers, processes, rela-
tionships with remaining employees, etc. Many companies require some or all 
employees to sign a legal agreement when hired whereby they agree to keep their 
knowledge confidential, not compete directly with the company when no longer 
employed by it, and not solicit business from the company’s customers or offer 
employment to remaining employees. These legal agreements have many names 
such as a “Confidentiality, Non-Competition and Non-Solicitation” agreement, or 
“CNC” for short. Sometimes the confidentiality part is called a “Non-Disclosure 
Agreement,” or “NDA” for short.

Enforcing CNCs and NDAs can be difficult due to the problem of proving a breach 
of them. Further, in the areas of noncompetition, Canadian courts have held that such 
an agreement cannot be used to prevent a former employee from earning a reasonable 
living. Nevertheless, such agreements do offer some form of protection and should be 
considered.

In summary, firing employees is fraught with risk for the company, and legal advice 
should be sought to ensure the company is protected.

Maternity and ParentaL Leave

Maternity leave13 is covered and protected in the labour/employment standards legis-
lation of every Canadian jurisdiction, and in most collective (union) agreements. It is 
designed to give expectant mothers the possibility of withdrawing from work in the later 
stages of their pregnancy and to allow them some time to recuperate after childbirth. 
Maternity leave clauses represent one of the key practices with respect to work and 
 family balance.

While exact terms and conditions vary by province, the essence of maternity 
leave provisions is that an employee may not be laid off, terminated, or otherwise 
adversely affected in her employment because of pregnancy, must be given unpaid 
leave, and be reinstated to the same or similar job position upon the end of the 
leave. Maternity leave can begin prior to the expected delivery date—usually up 
to 11 weeks—and the duration will normally not be less than 17 weeks, although 
in some provinces the length is up to six months, and some collective agreements 
allow for a leave of up to one year. A pregnant employee is not required to take 
a leave of absence or a change in her job duties and working conditions in most 
jurisdictions.

A pregnant employee is required to give notice to her employer—a minimum of 
two weeks, depending on the province—of when the leave will commence and a similar 
notice of when she will return to work. In some circumstances such as medical complica-
tions, extended leave may be taken. Also, in some provinces and under some collective 
agreements, the father may take similar leave. While on leave employees are eligible for 
Employment Insurance (EI) benefits.

employment 
insurance (ei)
benefits paid 
to workers who 
become unemployed 
provided they meet 
certain requirements, 
such as having been 
employed for a 
minimum number of 
weeks
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LaBour unions

Most entrepreneurs prefer to operate independently and to avoid unionization. Indeed, 
most small businesses are not unionized. To some extent, this results from the predomi-
nance of small business in services, where unionization is less common than in manufac-
turing. Also, unions typically concentrate their primary attention on large companies.

Though uncommon, labour unions are not unknown in small firms. Many types of 
small firms—building and electrical contractors, for example—negotiate labour con-
tracts and employ unionized personnel. The need to work with a union formalizes and, 
to some extent, complicates the relationship between the small firm and its employees. 
One small company whose employees joined a union is a Hamilton, Ontario, mill-
service business with eight employees. Owner Russ Cameron says he was paying a good 
wage for what he calls “pretty low-skilled labour.” He believes the workers thought that 
joining the union would bring their wages in line with skilled trades, but in the end they 
won only cost-of-living increases, “which they would have gotten anyway,” says Cameron. 
They also have to pay union dues and management now has a “zero tolerance” policy 
for employees having flexibility to set their own work hours and overtime.14

According to Statistics Canada’s Labour Force Survey, only 13 percent of employees in 
workplaces with fewer than 20 employees were union members, and in the 20–99 employee 
category that number rose to 30 percent. “It’s common for small business owners to be wary 
of unionization,” says John Weir, director of organizing for the B.C. Federation of Labour. 
“People react on stereotypes. They think the union won’t understand the nature of their 
business, but unions have economists. We understand the dynamics of private enterprise 
and what it takes to be successful.” After all, Mr. Weir says, workers won’t benefit from a busi-
ness in trouble. “We want to make sure that work works for everybody.”15

If employees wish to bargain collectively, the law requires the employer to participate 
in such bargaining. The demand for labour union representation may arise from employ-
ees’ dissatisfaction with the work environment and employment relationships. By following 
enlightened human resources policies, the small firm can minimize the likelihood of labour 
organization or improve the relationship between management and union.

Managing underPerforMing eMPLoyees

For various reasons employees sometimes do not perform up to expected standards. As 
discussed above, employers are required to encourage counselling if the cause is per-
sonal, and to provide training or retraining if the cause is work related. It is a basic prin-
ciple of good management to respect employees as people and to try to effect positive 
change in job performance. Labour or employment standards legislation is provincial 
jurisdiction, and all provinces require a process of progressive discipline as discussed 
earlier in order for an underperforming employee’s employment to be terminated.

It is also important for high-performing employees to observe how management 
deals with underperforming employees. If there is a perception that underperformers 
are allowed to continue employment with no intervention by management to try to 
improve their performance through additional training, counselling, mentoring and 
so on, high performers may feel under-valued and be easily lured away by competitors.

forMaLizing eMPLoyer–eMPLoyee reLationshiPs

As we explained earlier in this chapter, the management system of small firms is typically 
less formal than that of larger ones. A degree of informality can, in fact, constitute a 
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virtue in small organizations. As personnel are added, however, the benefits of infor-
mality decline and its costs increase. Large numbers of employees cannot be managed 
effectively without some system for regulating employer–employee relationships. This 
situation has been portrayed in terms of a family relationship: “House rules are hardly 
necessary where only two people are living. But add several children, and before long 
Mom starts sounding like a government regulatory agency.”16

Growth, then, produces pressures to formalize personnel policies and procedures. 
The primary question is how much formality and how soon—a decision that involves 
judgment. Some matters should be formalized from the very beginning; on the other 
hand, excessive regulation can become paralyzing. One rule-of-thumb from one 
author’s experience is that when a company approaches 60 employees, some degree of 
formalization is needed to manage employees.

One way to formalize employer–employee relationships is to prepare a personnel policy 
manual, or employee handbook, which can meet a communication need by letting employ-
ees know the firm’s basic ground rules. It can also provide a basis for fairness and consis-
tency of management decisions affecting employees. The content of a policy manual may 
be as broad or as narrow as desired. It may include a statement of company philosophy—
an overall view of what the company considers important, such as standards of excellence 
or quality considerations. More specifically, personnel policies usually cover topics such as 
recruitment, selection, training, compensation, vacations, grievances, and discipline. Such 
policies should be written carefully, however, to avoid misunderstandings. In some provinces 
an employee handbook is considered part of the employment contract.

Procedures relating to management of personnel may also be standardized. For 
example, a performance review system may be established and a timetable set up for 
reviews—perhaps an initial review after six months and subsequent reviews on an annual 
basis. A firm with only a few employees cannot afford a full-time specialist to deal with 
personnel problems. Some of the more involved human resources tools and techniques 
that are required in large businesses may be unnecessarily complicated for small busi-
nesses. As it grows in size, however, the small firm’s personnel problems will increase in 
both number and complexity.

the need for a huMan resource Manager

The point at which it becomes logical to hire a human resources manager cannot be 
specified precisely. In view of the increased overhead cost, the owner-manager of a grow-
ing business must decide whether the situation of the business would make it profit-
able to employ a personnel specialist. Hiring a part-time human resources manager—a 
retired personnel manager, for example—might be a logical first step in some instances.

Some conditions favour the appointment of a human resources manager in a small 
business:

•	 There are a substantial number of employees (100 or more is suggested as a 
guide).

•	 Employees are represented by a union.
•	 The labour turnover rate is high.
•	 The need for skilled or professional personnel creates problems in recruitment or 

selection.
•	 Supervisors or operative employees require considerable training.
•	 Employee morale is unsatisfactory.
•	 Competition for personnel is keen.
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until a human resources manager is hired, however, the owner-manager typically 
functions in that capacity. Her or his decisions regarding selection, compensation, and 
other personnel issues will have a direct impact on the operating success of the firm.

Protecting eMPLoyee rights

Employees are people first and employees second. Therefore, employees are afforded 
protection from robbery, assault, and other crime at work just as they are at home. In 
addition, some laws—for example, the federal and provincial occupational health and 
safety acts, employment standards codes, and workers’ compensation acts—have been 
designed primarily for employees and potential employees. In recent years managers of 
small firms have been introducing harassment policies to protect the rights of all staff. 
Effective implementation usually entails including the policies in the standard operat-
ing procedures, and staff training pertaining to appropriate behaviour.

All jurisdictions have an occupational health and safety act, which is administered by 
a public agency such as the Workers Compensation Board or the Department of Public 
Health. The purpose of this legislation is to ensure safe workplaces and work practices. 
These administrative bodies continue, through a structured procedure and by working 
with industry, to establish additional health and safety standards as they deem necessary.

Federal and provincial employment standards codes set out required working condi-
tions, such as maximum work hours, overtime pay, meal breaks, minimum wages, and 
parental and maternity leaves.

Workers’ compensation was established to compensate employees for injuries, ill-
nesses, and deaths that occur in the course of employment. In the past, many employees 
could not afford to sue their employers for work-related injuries, and numerous factors, 
including contributory negligence, made it difficult for them to win in court. Provincial 
workers’ compensation acts require employers to make contributions to a fund to com-
pensate workers for loss or injury. In return, employees may not sue their employers for 
these losses or injuries.

harassment 
policies
policies that ensure 
all employees are 
treated equitably

L o o k i n g  B a C k

1 discuss the entrepreneur’s leadership role.

•	 an entrepreneur exerts strong personal influence in a 
small firm.

•	 progressive managers use participative management 
approaches such as empowerment and work teams.

•	 effective communication is an important factor in 
building a healthy organization.

2 discuss the characteristics of a strong new  
venture team.

•	 New ventures require skills and knowledge in operations 
or technology, entrepreneurial finance, and marketing 
and sales.

•	 the skills of management team members should comple-
ment each other, forming an optimal combination of 
education and experience.

•	 an entrepreneur should create a management structure 
that defines relationships among employees.

•	 a small firm can enhance its management by drawing 
on the expertise of outside professional groups.

3 discuss the evolving features of small firm  
management.

•	 Management weakness is prevalent in small firms.
•	 small firm managers face special financial and  

personnel constraints.
•	 as a new firm grows, it adds layers of supervision and 

increases formality of management.
•	 as a firm grows, the entrepreneur must become more of 

a manager and less of a doer.
•	 Founders tend to be more action oriented and less ana-

lytical than professional managers.
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4 describe the nature of managerial work.

•	 Management functions include planning, leading the 
organization, organizing the various activities of the 
company, and monitoring and controlling operations.

•	 planning is easily neglected, and managers must exer-
cise discipline to make time for it.

•	 types of plans include strategic plans, short-range plans, 
budgets, policies, and procedures.

5 explain the importance of employee recruit-
ment and list some sources that can be useful for 
finding suitable applicants.

•	 recruitment of good employees contributes to customer 
service and to profitability.

•	 small firms can attract applicants by stressing unique 
work features and opportunities.

•	 recruitment sources include walk-ins, schools, public and 
private employment agencies, employee referrals, adver-
tising, and temporary help agencies.

•	 Job	descriptions	outline	the	duties	of	the	job;	job	specifi-
cations identify the skills needed by applicants.

6 identify the steps in evaluating job applicants.

•	 application forms help obtain background information 
from applicants.

•	 evaluation steps include interviewing, checking refer-
ences, and administering tests.

•	 the final evaluation step may be a physical examination 
or performance test.

7 describe the role of training for both managerial 
and nonmanagerial employees in the small firm.

•	 training enables employees to perform their jobs and 
also prepares them for advancement.

•	 an orientation program helps introduce new employees 
to the firm and the work environment.

•	 training is one component of a firm’s quality manage-
ment program.

•	 training and development programs are applicable to 
both managerial and nonmanagerial employees.

8 explain the various kinds of compensation  
plans and the differences between daywork and 
incentives.

•	 small firms must be competitive in salary and wage levels.
•	 Daywork systems base compensation on increments of time.
•	 incentive systems relate compensation to various mea-

sures of performance.
•	 Fringe benefits make up a substantial portion of per-

sonnel costs.
•	 employee stock ownership plans enable employees to 

own a share of the business.

9 discuss some of the special issues related to 
human resource management.

•	 some small businesses must work with labour unions.
•	 Lay-offs are a normal occurrence when sales activity 

slows down.
•	 Firing employees can be done only for just cause or after 

a process of progressive discipline.
•	 employees should be required to sign a Confidentiality, 

Non-Competition, and Non-solicitation or Non- 
Disclosure agreement when hired.

•	 expectant mothers are entitled to unpaid maternity leave 
for a period before and after the expected delivery date 
of their child and must be reinstated at the same or 
equivalent job on return.

•	 as small firms grow, they must adopt more formal 
methods of human resources management.

•	 employing a human resources manager becomes necessary 
at some point as a firm continues to add employees.

•	 Business owners and managers should be aware of pro-
vincial and federal legislation that protects employees.

k e y  t e r M S

budget, p. 236
business policies, p. 236
cafeteria	plans	(or	flexible	benefits	

programs),	p.	250
contract employees, p. 252
daywork, p. 247
employee stock ownership plans 

(ESOPs),	p.	250
Employment	Insurance	(EI),	p.	254
empowerment, p. 228

fringe	benefits,	p.	250
harassment policies, p. 257
headhunter,	p.	240
job description, p. 241
job	specification,	p.	242
long-range	plan	(or	strategic	plan),	

p. 235
management functions,  

p. 234
management team, p. 232

procedures, p. 236
professional manager, p. 233
profit-sharing	plans,	p.	248
reliability, p. 244
short-range plans, p. 235
standard operating procedure,  

p. 236
validity, p. 244
work	team,	p.	230
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discussion questions

1. Why would most employees of small firms 
welcome a leadership approach that sought 
their ideas and involved them in meetings to 
let them know what was going on? Why might 
some employees resist such an approach?

2. Is the quality of management likely to be rela-
tively uniform in all types of small businesses? 
If not, what might account for differences?

3. Some sports coaches have written game plans 
that they consult from time to time during 
games. If coaches need formal plans, does it 
follow that small business owners need them 
as they engage in their type of competition? 
Why or why not?

4. Why would investors tend to favour a new 
business led by a management team over one 
headed by a lone entrepreneur? Is this prefer-
ence justified?

5. What factor or factors would make you cau-
tious about going to work for a small busi-
ness? Could these reasons for hesitation be 
overcome by a really good small firm? If so, 
how? If not, why not?

6. What are the key factors of employment for 
you? Are you more motivated by a high salary 
or such factors as a flexible workweek and the 
opportunity to be creative?

7. Based on your own experience as an inter-
viewee, what do you think is the most serious 
weakness in the interviewing process? How 
could this be remedied?

8. What steps and/or topics would you rec-
ommend for the orientation program of a 
printing firm with 65 employees?

9. Consider a small business with which you are 
well acquainted. Have adequate provisions 
been made to replace key management per-
sonnel when it becomes necessary? Is the firm 
using any form of executive development?

10. What problems are involved in using incen-
tive pay systems in a small firm? How would 
the nature of the work affect management’s 
decision concerning the use of such  
incentives?

11. Is the use of a profit-sharing system desirable 
in a small business? What major difficulties 
might lessen its effectiveness in providing 
greater employee motivation?

12. How does contracting employees differ from 
using a temporary help agency? What are the 
greatest benefits of contracting?

13. In general, allowing for differences between 
provinces, how does maternity leave work?

14. What must an employer do with respect to 
laying off employees?

15. List the factors in small business operation 
that favour the appointment of a human 
resources manager. Should such a manager 
always be hired on a full-time basis? Why or 
why not?

you Make the caLL

situation 1

The following is an account of one employee’s 
introduction to a new job:

It was my first job out of high school. After 
receiving a physical exam and a pamphlet 
on benefits, I was told by the manager 
about the dangers involved in the job. But 
it was the old-timers who explained what 
was really expected of me.

The company management never told 
me about the work environment or the 

unspoken rules. The old-timers let me know 
where to sleep and which supervisors to 
avoid. They told me how much work I was 
supposed to do and which shop steward to 
see if I had a problem.

Question 1 To what extent should a small firm use 
“old-timers” to help introduce new employees to the 
workplace? Is it inevitable that newcomers will always 
look to old-timers to find out how things really work?
Question 2 How would you rate this firm’s  
orientation efforts? What are its strengths and 
weaknesses?
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Question 3 Assuming that this firm has fewer than 
75 employees and no human resources manager, 
could it possibly provide any more extensive ori-
entation than that described here? If so, how? 
What low-cost improvements, if any, would you 
recommend?

situation 2

Technical Products, Inc. distributes 15 percent of its 
profits quarterly to its eight employees. This money 
is invested for their benefit in a retirement plan and 
is fully vested after five years. An employee, there-
fore, has a claim to the retirement fund even if he 
or she leaves the company after five years of service.

The employees range in age from 25 to 59 and 
have worked for the company from 3 to 27 years. 
They seem to have recognized the value of the 
program. However, younger employees sometimes 
express a stronger preference for cash than for 
retirement benefits.

Question 1 What are the most important reasons 
for structuring the profit-sharing plan as a retire-
ment program?
Question 2 What is the probable motivational 
impact of this compensation system?
Question 3 How will an employee’s age affect the 
appeal of this plan? What other factors are likely 
to strengthen or lessen its motivational value? 
Should it be changed in any way?

situation 3

Nadia Vasilevich, a small business owner, is con-
cerned about increasing costs for the supplemen-
tary health and dental plan (which covers the cost 
of prescription drugs, and dental work, among 
other things) she provides for her five employees. 
Vasilevich currently pays 100 percent of the cost, 
but the insurance company has proposed a large 
increase in the renewal premium, due to the 
high number of claims received in the past year. 
She wonders if she can afford the extra $150 per 
month in operating expenses. On the other hand, 
Vasilevich worries about cancelling the coverage 
and leaving the employees unprotected. Three of 
them have families, and a serious illness or expen-
sive dental work would create major problems. “I 
think we should have protection for everyone,” 
said Vasilevich, “but I don’t know if I can afford it.”

Question 1 What options does Vasilevich have to 
keep the coverage in place?
Question 2 Should Vasilevich accept the proposed 
increase in premium? What options does she 
have?
Question 3 Should Vasilevich provide the supple-
mentary health and dental coverage, even though 
she is not legally required to?

exPerientiaL exercises

1. Interview a management consultant, CASE 
counsellor, or representative of a CA firm 
to discuss small business management weak-
nesses and the willingness or reluctance of 
small firms to use consultants. Prepare a 
report on your findings.

2. Interview the director of the placement 
office for your college or university to deter-
mine the extent to which small firms use the 
office’s services and to obtain the director’s 
recommendations for improving campus 
recruiting by small firms. Prepare a one-page 
summary of your findings.

3. Examine and evaluate the help-wanted sec-
tion of a local newspaper. Summarize your 
conclusions and formulate some generaliza-
tions about small business advertising for 
personnel.

4. With another student, form an interviewer–
interviewee team. Take turns interviewing 
each other as job applicants for a selected 
type of job vacancy. Critique each other’s per-
formance by using the interviewing principles 
outlined in this chapter.

5. With another student, take turns role-playing 
trainer and trainee using the Job Instruction 
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Training method outlined in this chapter  
on page 246. Each student trainer should 
select a simple task and teach it to the student 
trainee. Jointly critique the teaching perfor-
mance after each episode.

6. Interview an entrepreneur. Ask him or her 
about the management and advisory teams, 

as well as professional advisers. How have 
the advisory team or outside professionals 
helped?

7. Search the Internet for job openings. Eval-
uate the emphasis placed on salary versus the 
lifestyle the companies are offering.

exPLoring the weB

Search websites for firms that mention their 
staff and the compensation programs that are 
offered.

Search the Internet for job openings. Evaluate the 
emphasis placed on salary versus the lifestyle the 
companies are offering.

case 9

noise soLutions inc., P. 467

This case looks at the challenges of growing a business 
from a father-son start-up to a 140–employee, multi-
million dollar enterprise, including the need to add 
professional management at various stages of growth.

aLternative case for chaPter 9

 Case 15, D’Artagnan, p. 481
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Form oF organization and 
LegaL issues

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Identify the common forms of legal 
organization used by small businesses 
and describe the characteristics  
of each.

2 Identify factors to consider in 
choosing among the primary legal 
forms of organization.

3 Describe the effective use of boards  
of directors and advisory councils.

4 Explain how different forms of 
organization are taxed by the  
federal government.

5 Understand the major legal and 
regulatory issues businesses face.

ChApter 10
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i n  t h e  S p o t L i g h t

À la carte Lawyers
If you walk into the law offices of Cognition LLP, you might be in for a surprise. First of all, the 
Toronto-based law firm isn’t located on Bay Street, the heart of the financial district in Toronto, 
its offices are in an old warehouse in the entertainment district. Instead of a button-down, sterile 
environment with lawyers dressed in three-piece suits chatting quietly with high profile clients 
tucked away in private offices, the office set up is open-concept and the lawyers may or may not 
be physically in the office at any given time of day. That’s because many of them work from home 
or at client offices, harnessing the power of cloud-based computer networks. Cognition operates 
much like how many of the small businesses they often deal with did when they began, as lean 
start-ups with minimal overhead and a watchful eye on expenses that might constrict the bottom 
line. Co-founders Rubsun Ho and Joe Milstone, had a vision to create a small, boutique law office 
to provide legal services to small- and medium-sized businesses. In doing so, the partners were able 
to hone in on what they considered to be their competitive advantage—offering a flexible, service-
based cost structure that harnesses the power of technology and allows business owners to gain 
affordable legal advice when and where they need it. As start-up business owners themselves, Ho 
and Milstone understand only too well the unique challenges facing small business owners today 
as evidenced by their website. “Your business has been built on countless hours of hard work, late 
nights and sweat equity. So has ours. You watch every dollar you spend because you need those 
dollars to grow your business. So do we. You value talented, experienced people who can adapt, 
work flexibly, and focus on the business objectives. We do too.”

Cognition is also able to attract larger clients, offering in-house counsel services to companies on 
an outsourced basis and also as a subcontractor to larger law firms looking to outsource the more 
routine part of their files to save client costs. The company’s unique model is working, as the company 
has made Profit Magazine’s annual ranking of Canada’s fastest growing companies the last three 
years in a row.

The trend towards a smaller, leaner law firm has spread to other parts of the country as well as 
other professional service providers, catering to the needs of entrepreneurs and small business start-
ups in need of legal and professional services. An entrepreneur’s first contact with a legal expert 
is usually early on in the start-up process, when the decision has to be made as to what form of 
business ownership to pursue. A lawyer can provide advice on which form makes the most sense 
based on the type of business, the number of people involved, financial requirements, and any tax 
or liability concerns, as well as draw up the necessary agreements and legal documents required. 
In addition, legal counsel is often sought for those seeking assistance with franchise contracts, 
licensing and lease agreements, equity financing, and protection of intellectual property.

diSCuSSion QueStionS:

1. Why would a small business owner benefit from using the services of a firm like Cognition LLP?
2. Identify the key legal issues facing small business owners today.

Sources: Arshy Mann, “Growth Market: Be the Anti-Bay Street,” ProfitGuide.com, March 26, 2014, available at:  
http://www.profitguide.com/opportunity/growth-market-be-the-anti-bay-street-63603;  

Mitch Kowalski, “Not Your Typical Law Firm,” Financial Post Online, July 11, 2012, available at:  
http://business.financialpost.com/2012/07/11/not-your-typical-law-firm/; Andrew Seale,  

“The Growth of Small Biz Lawyering,” StarBusinessClub Online, January 22, 2014, available at:  
http://www.starbusinessclub.ca/people/the-growth-of-small-biz-lawyering/; and  
Arshy Mann, “How Entrepreneurs Are Transforming Corporate Law in Canada.  

Don’t be Like Heenan Blaikie,” Canadian Business Online, March 20, 2014, available at:  
http://www.canadianbusiness.com/companies-and-industries/how-entrepreneurs-are- 

transforming-corporate-law-with-new-business-models/
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Forms oF LegaL organization
In launching a new business, an entrepreneur must choose a form of legal organiza-
tion. The most common options are sole proprietorship, partnership, and corporation. 
More specialized forms of organization exist, but the vast number of small businesses 
find one of these common forms suitable for their needs. Therefore, our discussion 
focuses primarily on these options, although explanations are also given of three less 
typical forms. Exhibit 10-1 shows the three major forms of organization and also four 
specialized forms.

the soLe ProPrietorshiP oPtion

A sole proprietorship, the most basic business form, is a business owned by one person. 
An individual proprietor has title to all business assets, subject to the claims of creditors. 
He or she receives all of the firm’s profits but must also assume all losses, bear all risks, and 
pay all debts. Forming a sole proprietorship is the simplest and cheapest way to start an 
operation and as a result, a large majority of small businesses tend to adopt this structure.

In a sole proprietorship, an owner is free from interference by partners, sharehold-
ers, and directors. However, a sole proprietorship lacks some of the advantages of other 
legal forms. For example, there are no limits on the owner’s personal liability—that is, 
the owner of the business has unlimited liability and thus her or his personal assets can 
be taken by creditors if the business fails. For this reason, the sole proprietorship form 
is a practical choice for only very small businesses. In addition, sole proprietors are not 
employees and cannot receive the advantage of tax-free fringe benefits such as insurance 
and dental plans, which are customarily provided by corporations for their employees.

All forms of business, including sole proprietorships, are able to deduct normal 
business expenses from income for tax purposes. The proprietorship reports its taxes 
as part of the personal tax return of the proprietor. Proprietorships have a taxation  
(or fiscal) year-end of December 31.

The death of the owner terminates the legal existence of a business that is organized 
as a sole proprietorship. Therefore, the possibility of the sole proprietor’s death may 

sole 
proprietorship
a business owned 
and operated by one 
person

unlimited liability
liability on the part 
of an owner that 
extends beyond the 
owner’s investment 
in the business

identify the common 
forms of legal 
organization used 
by small businesses 
and describe the 
characteristics of each.

1

Exhibit 10-1 
Forms of Legal 
Organization for Small 
Businesses 

Common Forms
of Legal

Organization

Sole
Proprietorship

Corporation

Partnership

General
Partnership

Limited
Partnership

Federal
Corporation

Provincial
Corporation
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cloud relationships between a business and its creditors and employees. It is important 
that the owner have a will, because the assets of the business minus its liabilities belong 
to the heirs. In a will, a sole proprietor can give an executor the power to run the busi-
ness for the heirs until they can take it over or it can be sold.

Another contingency that must be provided for is the possible incapacity of the sole 
proprietor. If she or he were badly hurt in an accident and unconscious for an extended 
period, the business could be ruined. A sole proprietor can guard against this danger by 
giving a competent person a legal power of attorney to carry on in such circumstances.

In some cases, the sole proprietorship option is virtually ruled out by circumstances. 
For example, if the nature of a business involves a high exposure to legal risks, as in the 
case of a manufacturer of a potentially hazardous product, a legal form that provides 
greater protection against personal liability will be required.

the PartnershiP oPtion

A partnership is a separate legal entity formed by two or more co-owners to operate a 
business for profit. Because of a partnership’s voluntary nature, owners can set it up 
quickly, avoiding many of the legal requirements involved in creating a corporation. A 
partnership pools the managerial talents and capital of those joining together as busi-
ness partners. As in a sole proprietorship, however, the owners share unlimited liability.

Operating a business as a partnership has benefits, but it is also fraught with poten-
tial problems, enough that most experts discourage the use of this form of organization 
as a way to run a business. The benefits of partnerships include the ability to share the 
workload as well as the emotional and financial burdens of the enterprise and to gain 
management talent that might otherwise break the budget. However, many believe 
that the personal conflicts common in partnerships more than offset the benefits, and 
partners often fall short of one another’s expectations. Of course, decision making is 
more complicated in partnerships because leadership is shared, and owners must also 
share their equity position in the business, which naturally dilutes the control of each 
partner. While some of the difficulties of partnerships are financial in nature, most are 
relational—for example, coping with a partner’s dishonesty or dealing with differing 
priorities. Partnerships clearly have both disturbing and redeeming qualities. For those 
entrepreneurs considering this as a form of business ownership, there are some impor-
tant areas that should be examined in terms of selecting a potential business partner(s).

QuALifiCAtionS of pArtnerS
Any person capable of contracting may legally become a business partner. Individuals 
may become partners without contributing capital or having a claim to assets at the time 
of dissolution; such persons are partners only in regard to management and profits. The 
formation of a partnership involves consideration of not only legal issues but also per-
sonal and managerial factors. A strong partnership requires partners who are honest, 
healthy, capable, and compatible. The following suggestions may help entrepreneurs 
make the most of this form of organization:

•	 Choose your partner carefully. Partnerships are like marriages—they work best when 
you pick the right partner. Many sources are available to help find that “perfect 
someone”—trade magazines, client contacts, professional associations, even online 
matching services like CanadianInvestmentNetwork.com and FounderDating.com.  
But identifying a promising partner is just a start. You also need to be sure 
your goals, values, and work habits are compatible and that your skills are 

partnership
a legal entity based 
on the voluntary 
association of two 
or more persons 
to carry on, as 
co-owners, a business 
for profit
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 complementary before committing to the deal. Above all, team up with a person 
you can trust, since the actions of your partner can legally bind you, even if a deci-
sion is made without your knowledge or consent.1

•	 Be open, but cautious, about partnerships with friends. Valued relationships can take a 
quick turn for the worse when a business deal gets rocky. A Dr. Jekyll friend can some-
times transform into a Mr. Hyde business associate when money enters the picture.

•	 Test-drive the relationship, if possible. Try more limited forms of business collaboration 
before jumping in with both feet. For example, cooperate on a small project or 
share a booth at a trade show and observe the behaviour, style, and work habits of 
your prospective partner. This allows you to assess his or her strengths and weak-
nesses before committing to a long-term relationship.

•	 Create a combined vision for the business. Partners must be on the same page when it 
comes to forming the business concept they hope to develop together. This takes 
time, patience, and a lot of conversation. Other specific matters you should discuss 
before joining forces include the expectations of all partners (contributions of 
time, money, expertise, etc.), planned division of work, anticipated vacation time, 
and the sharing of profits and losses.

•	 Prepare for the worst. Keep in mind that more than half of all partnerships fail. That 
is why most experts recommend having an exit strategy for the partnership from 
the beginning. What looks like a good business arrangement at the outset can 
quickly fall apart when market conditions shift, a partner becomes involved in 
another business venture, or personal circumstances change. If it becomes neces-
sary, exiting a partnership is far more difficult when plans for such an unfortunate 
outcome were not considered early on.

Failure to take suggestions like these seriously can derail efforts to build an effective 
working relationship or doom an otherwise workable partnership to an unnecessary or 
painful demise.

rightS And dutieS of pArtnerS
Partners’ rights and duties should be stated explicitly in writing in a partnership 
 agreement. This document should be drawn up before the firm begins operating and, 
at the very least, should cover the following items:

1. Date of formation of the partnership
2. Names and addresses of partners
3. Statement of fact of partnership
4. Statement of business purpose(s)
5. Duration of the business
6. Name and location of the business
7. Amount invested by each partner
8. Sharing ratio for profits and losses
9. Partners’ rights, if any, regarding withdrawal of funds for personal use

10. Provision for accounting records and their accessibility to partners
11. Specific duties of each partner
12. Provision for dissolution and sharing of the net assets
13. Restraint on partners’ assumption of special obligations, such as endorsing a note 

of another
14. Provision for protection of surviving partners, decedent’s estate, and so forth in 

the event of a partner’s death

partnership 
agreement
a document that 
states explicitly the 
rights and duties of 
partners
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Unless the articles specify otherwise, a partner is generally recognized as having 
certain implicit rights. For example, partners share profits or losses equally, unless they 
have agreed to a different ratio.

In a partnership, each partner has agency power, which means that a business decision 
by one partner can bind all members of the firm. Good faith, together with reasonable care 
in the exercise of managerial duties, is required of all partners in a business. Since the part-
nership relationship is fiduciary in character, a partner cannot compete in another business 
and remain a partner. Nor can a partner use business information solely for personal gain.

terminAtion of A pArtnerShip
Death, incapacity, or withdrawal of any one of the partners ends a partnership and 
necessitates liquidation or reorganization of the business. While liquidation often results 

agency power
the ability of any 
one partner to 
legally bind the 
other partners

Breaking up is (not Always) easy

Many business partnerships look great on paper—
with partners bringing diverse skills and abilities 
to a new venture and sharing the workload and 
responsibilities. However, the underlying fear for 
many entrepreneurs who choose partnership as 
the form of business ownership, is that diversity 
might also lead to disagreements and a messy, 
complicated and emotional breakup.

For Jonathan Voigt and Michael Assad, found-
ers of Agility, a cloud-based content management 
system for businesses, the combination of their 
individual skills and shared interests translated 
into an ideal partnership opportunity. Voigt’s 
specialty was operations and technology and 
Assad was well versed in marketing and sales, and 
together they were able to launch their start-up 
venture with great success as the company grew 
quickly and appeared on the Profit Magazine’s 
Hot 50 list just three years after the business 
launched.

However, after 10 years in business, it became 
apparent that the two partners had very different 
visions of the future in terms of the company’s stra-
tegic direction. While Voigt wanted to continue to 
add more services to their business, Assad wanted 
to streamline services and focus on products. The 
threat of reduced services and job cuts led to ten-
sion in the company’s work environment and it 
became apparent that such a major difference 
in terms of strategic vision could not continue. 
Employees were beginning to worry about the 

company’s future and morale quickly eroded. The 
partners decided to pursue the options available 
and over the course of a year came to the deci-
sion to “break up,” with Assad selling his share of 
the business to Voigt and moving on to another 
opportunity in a different industry. In the end, the 
company was able to move forward with a clear 
vision for the future and the former partners were 
able to maintain their friendship. Although this is 
certainly not the norm when it comes to partner-
ship “breakups” it does illustrate how important it 
is for partners to communicate and discuss their 
personal goals and visions for the future before 
entering into a business partnership.

QueStionS:

 1. What are the key advantages and disadvan-
tages associated with the partnership form 
of organization?

 2. What characteristics and traits would you 
look for in a business partner?

Sources: Becky Reuber, “Breaking Up Is Hard to Do, 
But It Worked Out Fine for This Startup,” Special to 
The Globe and Mail, April 25, 2014, available at: http://
www.theglobeandmail.com/report-on-business/small- 
business/sb-growth/day-to-day/breaking-up-may-be-hard-
to-do-but-it-worked-for-this-startup/article18094537/; 
and Smartbrief.com, available at: http://www.smartbrief. 
com/04/25/14/business-partners-find-way-break-
without-acrimony#.U2Vk3lLGdbI.

ENTREPRENEURIAL ExPERIENCES
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in substantial losses to all partners, it may be legally necessary, because a partnership 
represents a close personal relationship of the parties that cannot be maintained against 
the desire of any one of them.

This disadvantage may be partially overcome at the time a partnership is formed by 
stipulating in the articles that surviving partners can continue the business after buying 
the decedent’s interest. This option can be facilitated by having each partner carry life 
insurance that names the other partners as beneficiaries.

the Limited pArtnerShip
A small business sometimes finds it desirable to use a special form of partnership called 
the limited partnership. This form consists of at least one general partner and one or 
more limited partners. The general partner remains personally liable for the debts of the 
business; limited partners have limited personal liability as long as they do not take an 
active role in the management of the partnership. In other words, limited partners risk 
only the capital they invest in the business. An individual with substantial personal assets 
can, therefore, invest money in a limited partnership without exposing his or her personal 
estate to liability claims that might arise through activities of the business. If a limited 
partner becomes active in management, however, his or her limited liability is lost. As with 
general partnerships and corporations, a limited partnership must register with the appro-
priate provincial ministry. Keep in mind, however, that not all members of a partnership 
can be limited partners—at least one individual must be identified as a general partner.

the CorPoration oPtion

A corporation is a business organization that is owned by shareholders or stockhold-
ers who share in the profits and losses generated by the firm and are provided limited 
liability, restricted to the amount of their investment or share valuation. In Canada, the 
Canada Business Corporations Act and the various equivalent provincial statutes recognize 
the corporation as a legal entity, meaning that a corporation can sue and be sued, hold 
and sell property, engage in business operations that are stipulated in the articles of 
association, and pay taxes separately from the corporation’s owners.

A corporation is chartered under either federal or provincial laws. The main dif-
ference between the two is that federal incorporation gives your business increased 
business name protection and wider rights to carry on business across Canada, whereas 
provincial incorporation only provides you with the right to operate your business in 
that province. The length of a corporation’s life is independent of its owners’ (share-
holders’) lives. The corporation, and not its owners, is liable for debts contracted by 
the business.

ArtiCLeS of ASSoCiAtion
To form a corporation, one or more people must apply to the appropriate federal or 
provincial ministry. After preliminary steps, including payment of an incorporation fee, 
have been completed, the written application (which is usually prepared by a lawyer) is 
approved by the government and becomes the corporation’s articles of incorporation. 
In some provinces, documents showing that the corporation exists are called the corpo-
rate charter or certificates of incorporation. The articles of association typically provides the 
following information:

1. Name of the company
2. Restrictions, if any, on business the corporation may carry on

limited 
partnership
a partnership with 
at least one general 
partner and one 
or more limited 
partners

general partner
a partner in a limited 
partnership who has 
unlimited personal 
liability

limited partner
a partner in a limited 
partnership who 
is not active in its 
management and 
has limited personal 
liability

corporation
a business 
organization that 
exists as a legal 
entity and provides 
limited liability to its 
owners

legal entity
a business 
organization that 
is recognized by 
the law as having 
a separate legal 
existence

articles of 
association
the document 
that establishes 
a corporation’s 
existence
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3. Location of principal office in the province of incorporation
4. Classes, voting privileges, and maximum number of shares the corporation is 

allowed to issue
5. Restrictions, if any, on share transfers
6. Names and addresses of incorporators and first year’s directors

Articles of association should be brief, in accord with federal or provincial law, and 
broad in the statement of the firm’s powers. Details should be left to the bylaws.

rightS And StAtuS of ShArehoLderS
Ownership in a corporation is evidenced by share certificates, each of which stipulates 
the number of shares owned by a shareholder. An ownership interest does not confer a 
legal right to act for the firm or to share in its management. It does, however, provide 
the shareholder with the right to receive dividends in proportion to stockholdings—but 
only when the dividends are properly declared by the firm. Ownership of shares typi-
cally carries a pre-emptive right, or the right to buy new shares, in proportion to the 
number of shares already owned, before new shares are offered for public sale.

The legal status of shareholders is fundamental, of course, but it may be overempha-
sized. In many small corporations, the owners typically serve both as directors and as 
managing officers. The person who owns most or all of the shares can control a business 
as effectively as if it were a sole proprietorship. Thus, this form of organization works 
well for individual- and family-owned businesses, where maintaining control of the firm 
is important.

Major shareholders must be concerned about their working relationships, as well 
as their legal relationships, with other owners who are active in the business. Coopera-
tion among all owners and managers of a new corporation is necessary for its success. 
Specifying legal technicalities is important, but it is an inadequate basis for successful 
collaboration. Owners and the members of the management team need to clarify their 
expectations of each other’s roles as best they can. Failure to have clear expectations 
about working relationships can cause one or more persons to feel that others serving 
as managers or co-owners are not honouring their word.

Limited LiABiLity of ShArehoLderS
For most shareholders, their limited liability is a major advantage of the corporate form 
of organization. Their financial liability is limited to the amount of money they invest 
in the business. Creditors cannot require them to sell personal assets to pay corporation 
debts. However, small corporations are often in a somewhat shaky financial condition 
during their early years of operation. As a result, a bank that makes a loan to a small firm 
may insist that the shareholders assume personal liability for the firm’s debts, either by 
signing promissory notes not only as representatives of the firm but also personally, or 
by signing a separate personal guarantee of the company’s debts. If the corporation is 
unable to repay the loan, the banker can then look to the owners’ personal assets to 
recover the amount of the loan. In this case, the corporate advantage of limited liability 
is lost.

Why would owners agree to personally guarantee a firm’s debt? Simply put, they 
may have no choice if they want the money. Most bankers are not willing to loan money 
to an entrepreneur who is not prepared to put his or her own personal assets at risk.

The courts may also override the concept of limited liability for shareholders and 
hold them personally liable in certain unusual cases—for example, if personal and 

share certificate
a document 
specifying the 
number of shares 
owned by a 
shareholder

pre-emptive right
the right of 
shareholders to buy 
new shares in the 
corporation before 
they are offered to 
the public
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corporate funds have been mixed together or if the corporation was formed to try to 
evade an existing obligation.

deAth or WithdrAWAL of ShArehoLderS
Unlike a partnership interest, ownership in a corporation is readily transferable. 
Exchange of shares is sufficient to convey an ownership interest to a different individual.

Shares of large corporations are exchanged constantly without noticeable effect on 
the operation of the business. For a small firm, however, a change of owners, though 
legally similar, can involve numerous complications. For example, finding a buyer for 
the shares of a small firm may prove difficult. Also, a minority shareholder in a small 
firm is vulnerable. If two of three equal shareholders in a small business sold their 
shares to an outsider, the remaining shareholder would then be at the mercy of that 
outsider. The minority shareholder might be removed from any managerial post she or 
he happened to hold or be legally ousted from the board of directors and no longer 
have a voice in the management of the business.

The death of a majority shareholder can have unfortunate repercussions in a small 
firm. An heir, the executor, or a purchaser of the shares might well insist on direct con-
trol, with possible adverse effects for other shareholders. To prevent problems of this 
nature, legal arrangements should be made at the outset to provide for management 
continuity by surviving shareholders and fair treatment of a shareholder’s heirs. As in 
the case of a partnership, mutual insurance can ensure the ability to buy out a deceased 
shareholder’s interest. This arrangement would require an option for the corporation 
or surviving shareholders to (1) purchase the decedent’s shares before they are offered 
to outsiders and (2) specify the method for determining the price per share. A similar 
arrangement might be made to protect remaining shareholders in case one of the own-
ers wished to retire from the business at any time.

Choosing an organizationaL Form
Choosing a legal form for a new business deserves careful attention because of the 
various, sometimes conflicting, features of each organizational option. Depending on 
the particular circumstances of a specific business, the tax advantages of one form, for 
example, may offset the limited-liability advantages of another form. Some tradeoffs 
may be necessary. Ideally, an experienced lawyer should be consulted for aid in select-
ing the most appropriate form of organization.

Exhibit 10-2 summarizes the main considerations in selecting one of the three 
 primary forms of ownership. A brief description of each factor follows:

•	 Initial organizational requirements and costs: Organizational requirements and costs 
increase as the formality of the organization increases. That is, a sole proprietor-
ship is typically less complex and less expensive to form than a partnership, and a 
partnership is less complex and less expensive to form than a corporation. Incor-
poration can be done online through the Corporations Canada online Filing Cen-
tre for $200 or through the services of a lawyer, in which case legal fees would be 
paid in addition to the filing fee.

•	 Liability of owners: A sole proprietorship and a general partnership have the inher-
ent disadvantage of unlimited liability for the owners. With these forms of organi-
zation, there is no distinction between the firm’s assets and the owners’ personal 
assets. Creditors lending money to the business can require the owners to sell 

identify factors to 
consider in choosing 
among the primary 
legal forms of 
organization.

2
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personal assets if the firm is financially unable to repay its loans. In contrast, the 
corporate form limits the owners’ liability to their investment in the business. If 
a corporation is small, however, its owners are often required to guarantee a loan 
personally.

•	 Continuity of business: A sole proprietorship is immediately dissolved on the owner’s 
death. Likewise, a general partnership is terminated on the death or withdrawal 
of a partner, unless the partnership agreement states otherwise. A corporation, 
on the other hand, offers continuity. The status of an individual investor does not 
affect the corporation’s existence.

•	 Transferability of ownership: Ownership is transferred most easily in the corporation. 
The ability to transfer ownership, however, is intrinsically neither good nor bad. 
Its desirability depends largely on the owners’ preferences. In certain businesses, 
owners may want the option of evaluating any prospective new investors. In other 
circumstances, unrestricted transferability may be preferred.

•	 Management control: A sole proprietor has absolute control of the firm. Control 
within a general partnership is normally based on the majority vote; an increase 
in the number of partners reduces each partner’s voice in management. Within 
a corporation, control has two dimensions: (1) the formal control vested in the 
shareholders who own the majority of the voting common shares and (2) the func-
tional control exercised by the corporate officers in conducting daily operations. In 
a small corporation, these two forms of control usually rest in the same individuals.

•	 Attractiveness for raising capital: A corporation has a distinct advantage when rais-
ing new equity capital, due to the ease of transferring ownership through the sale 
of common shares and the flexibility in distributing the shares. In contrast, the 
unlimited liability of a sole proprietorship and a general partnership discourages 
new investors.

•	 Income taxes: Income taxes frequently have a major effect on an owner’s selection 
of a form of organization. Later in this chapter, we look more closely at federal tax 
laws as they relate to choosing a form of organization.

More information on the advantages and disadvantages of each form of organiza-
tion can be found on the Canada Business website at www.canadabusiness.ca.

So, is owning a minority share of a private company a good idea? As with many 
business questions, the answer is “it depends.” If both management and employee are 
“above board” going into it, a fair and proper shareholders agreement is in place, and 
funds are set aside for the eventual repurchase of the share, then it can be a win-win. 
Unfortunately, this is rarely the case.

the Board oF direCtors
A common shareholder ordinarily casts one vote per share in shareholders’ meetings. 
Thus, the shareholder indirectly participates in management by helping elect the direc-
tors. Directors of a corporation are elected by the shareholder(s) and are responsible 
for managing, and supervising the activities and affairs of the corporation and together, 
all directors of a corporation are referred to as the board of directors. The board elects 
the firm’s officers, who manage the enterprise with the help of management specialists, 
set or approve management policies, consider reports on operating results from the 
officers, and declare dividends (if any). In Canada, all federal corporations are required 
to have one or more directors, 25 percent of whom must be resident Canadians.

board of directors
the governing body 
of a corporation, 
elected by the 
shareholders

describe the effective 
use of boards of 
directors and advisory 
councils.
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growing need For Boards oF direCtors

In many cases, the majority shareholder in a small corporation (the entrepreneur) 
appoints a board of directors only to fulfill a legal requirement, choosing personal 
friends, relatives, or businesspeople who may not have the experience, skills, or time to 
contribute management assistance or guidance. Board meetings may be mere formali-
ties to satisfy legal requirements. Some entrepreneurs, however, have found an active 
board to be both practical and beneficial. Following several high profile business scan-
dals in the early 2000s, Canada followed the lead of the United States and introduced 
legislation that imposes a higher standard of reporting, behaviour, and responsibility on 
officers and directors of corporations.

The use of boards of directors is becoming increasingly attractive for a number of 
reasons. The growing complexity of small businesses—resulting from globalization and 
technological developments, for example—makes the expertise of well-chosen directors 
especially valuable.

Objectivity is a particularly valuable contribution of outside directors. They can look 
at issues more dispassionately than insiders who are involved in daily decision making. 
Outside directors, for example, are freer to scrutinize and to question a firm’s ethical 
standards. Some operating executives, without the scrutiny of outside directors, may 
rationalize unethical or illegal behaviour as being in the best interest of the company.

In a family business, an outside board can help mediate and resolve issues related 
to leadership succession, in addition to providing more general direction. As outsiders, 
they bring to the business a measure of detachment from potentially explosive emo-
tional differences.

ContriButions oF direCtors

A properly assembled board of directors can bring supplementary knowledge and broad 
experience to corporate management. By virtue of their backgrounds, directors can fill 
gaps in the experience of a management team. The board should meet regularly to 
provide maximum assistance to the chief executive. In board meetings, ideas should be 
debated, strategies determined, and the pros and cons of policies explored. In this way, 
the chief executive is assisted by the experience of all the board members. Their com-
bined knowledge makes possible more intelligent decisions on issues crucial to the firm.

By utilizing the experience of a board of directors, the chief executive of a small 
corporation is in no way abdicating active control of its operations. Instead, by consult-
ing with and seeking the advice of the board’s members, she or he is simply drawing on 
a larger pool of business knowledge. A group will typically make better decisions than a 
single individual working in isolation.

An active board of directors serves management in several important ways: by review-
ing major policy decisions, advising on external business conditions and on proper reac-
tion to the business cycle, and providing informal advice from time to time on specific 
problems that arise. With a strong board, a small firm may gain greater credibility with 
the public, as well as with the business and financial community.

seLeCtion oF direCtors

Many resources are available to an entrepreneur who is attempting to assemble a coop-
erative and experienced group of directors. The firm’s lawyer, banker, accountant, 
other business executives, and local management consultants might all be considered 
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as potential directors, however, there is value in having an outside board—one that can 
be more objective in their review and with members whose income does not depend 
on the firm.

The nature and needs of a business will help determine the qualifications required 
in its directors. For example, a firm that faces a marketing problem may benefit greatly 
from the counsel of a board member with a marketing background. Business promi-
nence in the community is not essential, although it may help give the company cred-
ibility and enable it to attract other well-qualified directors.

After deciding on the qualifications to look for, a business owner must seek suitable 
candidates as board members. Suggestions may be obtained from the firm’s accountant, 
lawyer, banker, and other associates in the business community. Owners or managers of 
other, noncompeting small companies, as well as second- and third-level executives in 
large companies, are often willing to accept such positions. Before offering candidates 
positions on the board, however, a business owner would be wise to do some discreet 
background checking, including whether there are any corporate or personal lawsuits 
against them as well as previous board experience.

ComPensation and LiaBiLity oF direCtors

The amount of compensation paid to board members varies greatly, and some small 
firms pay no fees at all.

The relatively modest compensation offered for the services of well-qualified direc-
tors suggests that financial compensation is not necessarily their primary motivation 
for serving on a board. Many directors, especially in the case of small businesses, do 
so because they are interested in providing mentorship and advice to other entrepre-
neurs. Directors serving on boards of large corporations are usually well compensated 
in the form of director fees and possibly stock options, partly to compensate for their 
increased potential liability.

Although directors are not personally liable for the debts of a business, a director 
should be aware that he or she may be held personally liable if the third party is being 
misled, if the director doesn’t act in good faith and with due diligence, or if a specific 
statute has been broken. For example, liability may be assessed for unpaid remittances 
by the corporation for employee wages, income taxes, GST/HST, Employment Insur-
ance premiums, and Canada Pension Plan premiums that have been withheld or not 
remitted to the Canada Revenue Agency (CRA). The CRA has the right to pursue the 
directors for unremitted deductions, as well as associated interest and penalties.2

an aLternative: an advisory CounCiL

Because outside directors may be held responsible for illegal company actions, even 
though they are not directly involved in wrongdoing, some individuals are reluctant to 
accept directorships. Thus, some small companies use an advisory council as an alter-
native to a board of directors. Qualified outsiders are asked to serve on a council as 
advisers to the company. This group then functions in much the same way as a board of 
directors does, except that its actions are only advisory in nature.

Roberta Fox started her telecommunications consulting company, Fox Group, in 
2000 and quickly realized that having other individuals to bounce ideas off and solicit 
advice from was something that her small business could benefit from. “As a small busi-
ness owner, you often wear many hats, but you need to take the time to step back and 

advisory council
a group that 
functions like a 
board of directors 
but acts only in an 
advisory capacity
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look at how to grow in the future,” she explained. By establishing an advisory board 
consisting of members who had skills in marketing and product development, financial 
planning as well as long-term strategic planning, Fox Group was able to establish its 
brand and gain credibility in the industry. Fox sums up, “They helped us to build faster 
and go to places we hadn’t thought about. My advisory board pushes me to think about 
things in new ways and from new perspectives.”3

The legal liability of members of an advisory council is not completely clear.4 How-
ever, a clear separation of the council from the board of directors is thought to lighten, 
if not eliminate, the personal liability of its members. Since it is advisory in nature, the 
council may pose less of a threat to the owner and possibly work more cooperatively 
than a conventional board.

Advisory Boards make Sense

Advisory boards make sense, now if only small 
business owners would use them more often. A 
recent study by the Business Development Bank 
of Canada (BDC) uncovered encouraging results 
regarding the major impact that advisory boards 
can have on the financial success of small- and 
medium-sized enterprises (SMEs). The study 
found that in the three years after creating an advi-
sory board, sales at the SMEs grew 67 percent on 
average. Over a 10 year period, from 2001 to 2011, 
SMEs with an advisory board had average annual 
sales that were 24 percent higher, and productivity 
that was 18 percent higher, than those businesses 
in the control group without boards.

For many entrepreneurs, an advisory board can 
play a major role in the overall strategic direction 
of a business, providing expert advice and  acting 
as a sounding board for busy entrepreneurs in 
the midst of making important strategic decisions 
for their businesses. The most common business 
areas that entrepreneurs typically seek advice for 
from advisory boards are in the areas of account-
ing and finance, sales and marketing, and man-
aging human resources. The results of the BDC 
study confirm what many business professionals 
and consultants believe when it comes to the value 
of advisory boards. However, the study discovered 
that only 6 percent of Canadian SMEs currently 
use an advisory board. The main reason given was 
the perceived amount of effort required to set up 
an advisory board, as 57 percent of entrepreneurs 

without an advisory board felt that the implemen-
tation would take too much work and time.

The perception surrounding the amount of 
time and effort required is not unfounded, as 
48 percent of SMEs agree that there is a substan-
tial work involved in putting an advisory board 
in place. However, an overwhelming 86 percent 
of those businesses with advisory boards agreed 
that the advisory board had a substantial positive 
impact on their business success and 8 out of 10 
would not hesitate to do it again.

“The benefits of having good-quality, inde-
pendent advice from well-respected, experienced 
individuals is clear, and we now have the research 
to support it,” says BDC president and CEO Jean-
René Halde. “We have to encourage more entre-
preneurs to use an advisory board so that we can 
grow the numbers that have one.”

Sources: Armina Ligaya, “Advisory Boards Boost Canadian 
Small Businesses, But Only 6% Use One, Study Says,” 
Financial Post Online, March 20, 2014, available at: http://
business.financialpost.com/2014/03/20/advisor y-
boards-boost-canadian-small-businesses-but-only-6-use-
one-study-says/; Martin Cash, “Advisors Lift Small Firms. 
Though Many Resist,” Winnipeg Free Press, March 21, 
2014, available at: http://www.winnipegfreepress.com/
business/advisers-lift-small-firms-251361861.html; and 
BDC Study, “Advisory Boards—An Untapped Resource 
For Business,” BDC.ca, March 2014, available at: http://
www.bdc.ca/EN/Documents/analysis_research/bdc_
study_advisory_boards.PDF

ENTREPRENEURIAL ExPERIENCES
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FederaL inCome taxes and the Form  
oF organization
To help you understand the federal income tax system, we must answer the twofold 
question “Who is responsible for paying taxes,” and “How is tax liability ascertained?” 
The following sections discuss how taxes are determined for the major forms of organi-
zation and the tax savings associated with corporations.

how Businesses are taxed

The three major forms of organization are taxed in the following ways:

•	 Self-employed individuals who operate a business as a sole proprietorship report 
income from the business on their individual federal income tax returns.

They are then taxed at the rates set by law for individuals. The federal tax rates for 
2013 are as follows:

range of taxable income tax rate

$0–$43,953 15.0%

$43,953 up to $87,907 22.0% on the next $43,954 (on the portion of  
taxable income between $43,953 up to $87,907)

$87,907 up to $136,270 26% on the next $48,363 (on the portion of taxable 
income between $87,907 up to $136,270)

$136,270 and over 29% on the amount over $136,270

For example, assume that a sole proprietor has taxable income of $150,000 from 
a business. The taxes owed on this income would be $32,818.91, computed as follows:

Income × Tax Rate = Taxes

First $43,953 15% $  6,592.95

Next $43,954 22% $  9,669.88

Next $48,363 26% $12,574.38

Remaining $13,730 29% $  3,981.70

Total $32,818.91

•	 Provincial income tax rates vary, and are additional to federal taxes. These rates 
can be found on Canada Revenue Agency’s website at www.cra-arc.gc.ca.

•	 A sole proprietor and partnership reports the income it earns to Canada Revenue Agency, 
but the partnership itself does not pay any taxes. The income is allocated to the part-
ners according to their agreement. The partners each report their own share of the 
partnership income on their personal tax returns and pay any taxes owed.

•	 The corporation, as a separate legal entity, reports its income and pays any taxes 
related to these profits. The owners (shareholders) of the corporation report on 
their personal tax returns only any amounts paid to them by the corporation in the 
form of dividends. For Canadian-controlled private corporations claiming the small 

explain how different 
forms of organization 
are taxed by the 
federal government.
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business deduction, the net tax rate is 11 percent effective January 1, 2014. For 
other corporations the net tax rate is 15 percent effective January 1, 2012. Provin-
cial taxes vary and are additional to federal taxes. Of course, business owner(s) also 
have to pay personal taxes on salaries or dividends paid by the business to them.

If the corporation paid a dividend to its owners, the owners would need to report 
this dividend income when computing their personal income taxes. Thus, the amount 
would be taxed twice, first as part of the corporation’s income and then as part of the 
owners’ personal income.

For tax purposes, ordinary income is income earned in the everyday course of busi-
ness. Salary is considered ordinary income. Capital gains and losses are financial gains 
and losses incurred from the sale of property that is not a part of a firm’s regular busi-
ness operations, such as gains or losses from the sale of common shares.

Typically, capital losses may be deducted only from capital gains, not from ordinary 
income. However, there is a provision under the Income Tax Act to allow owners of 
businesses to convert losses from a failed business venture into an “Allowable Business 
Investment Loss,” or ABIL. An ABIL claim may also be made when a guarantor of a cor-
porate loan is compelled by the lender to pay on the guarantee. The ABIL thus allows 
the owner to realize some personal tax savings in the case of business failure.

Laws, reguLation, and LegaL agreements
In addition to legal issues surrounding the form of ownership, businesses are subject to 
additional laws and regulations. Not all laws and regulations apply to all types of busi-
ness, but some laws and regulations do. For example, a company would not have to be 
concerned with packaging regulations if it is not selling a product, nor would a com-
pany likely be concerned with intellectual property issues such as patents and copyrights 
if it is in mostly service businesses.

In addition to laws and regulations, businesses enter into legally binding agreements 
of various kinds. Examples of these would be lease agreements for space to operate, 
employment contracts with employees, and purchase agreements with suppliers. These 
contracts and agreements are enforceable through the civil court system. It should be 
noted that a business in one province will have no standing—not be recognized—by 
the court in another province. For example, an Ontario corporation trying to sue a cus-
tomer in Manitoba for nonpayment of a debt would have to assign its claim to a person 
or corporation in Manitoba, which would then bring the matter to the Manitoba courts.

tyPes oF Law and reguLation in Canada

reguLAting Competition
In a fully competitive economic system consumers benefit by being able to buy products 
and services from those companies that best satisfy their needs. The principle law ensur-
ing fair competition is the federal Competition Act. To some extent this protects small 
businesses from unscrupulous dealings with other corporations. For example, discounts 
and other forms of incentives must be offered to all customers. Discrimination is allowed 
only based on criteria such as volume of product purchased. Other provisions regulate the 
relationship between businesses and their suppliers and prohibit certain practices such as

•	 Tied selling, which is the requirement that a supplier will supply a required prod-
uct only if the customer purchases another product.

ordinary income
income earned in 
the ordinary course 
of business, including 
any salary

capital gains and 
losses
gains and losses 
incurred from sales 
of property that 
are not a part of 
the firm’s regular 
business operations

Competition Act
federal antitrust 
legislation designed 
to maintain a 
competitive 
economy

understand the major 
legal and regulatory 
issues businesses 
face.
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•	 Refusal to deal, where a supplier refuses to sell to a willing customer.
•	 Exclusive dealing, where a supplier insists on being the exclusive supplier to  

a customer.

The Competition Act has other provisions to ensure that one or more companies do 
not dominate a particular market or industry to the extent that fair competition cannot 
happen.

proteCting ConSumerS
In addition to protection under the Competition Act, other federal and provincial legisla-
tion protects consumers by ensuring things such as accurate labelling and the safety of 
food and drugs. Some examples of such laws are 

•	 Ontario Business Practices Act, which prevents false, misleading, or deceptive claims 
to consumers

•	 Canadian Consumer Packaging and Labelling Act, which sets the requirements for 
product labels and for packaging certain products

•	 Textile Labelling Act, which sets out requirements for labelling clothing and other 
textiles

•	 Food and Drug Act, which regulates the manufacture, production, transport, stor-
age, and labelling of food and drugs

•	 Hazardous Product Act, which regulates the manufacture of hazardous and poten-
tially hazardous products. One example is the requirement that baby cribs be 
manufactured with no more than 10 cm between the rails

•	 Motor Vehicle Safety Act, which is an example of a regulation affecting a particular 
industry

One relatively new form of protection for consumers and individuals generally is 
freedom of information and privacy legislation. This legislation protects individuals 
from having their personal information collected and used by businesses and other 
organizations for any purpose to which the individual objects. For example, consumers’ 
names, addresses, and other information cannot be sold by one company to another 
without the consent of the individual. Another example is that organizations—not just 
businesses—must obtain prior approval to put a consumer on a mail or email distribu-
tion list. Under freedom of information and privacy legislation, organizations must take 
reasonable steps to ensure the security of information they need to collect on custom-
ers, users, or members. An example of the importance of this is the discovery of indi-
viduals’ health records on the hard drives of old computers disposed of by a hospital.5

There are two sources of legislation: the federal Personal Information Privacy and 
 Electronic Documents Act and the additional legislation of some provinces. The Personal 
Information Privacy and Electronic Documents Act supports and promotes electronic com-
merce by protecting personal information that is collected, used, or disclosed by provid-
ing for the use of electronic means to communicate or record information or transactions. 
For more information on this type of legislation and its implications for business, refer 
to the Industry Canada website at www.privacyforbusiness.ic.gc.ca or the Alberta govern-
ment’s Freedom of Information and Protection of Privacy website at www.foip.gov.ab.ca.

proteCting inveStorS
Provinces have securities acts to protect investors. These laws specify how businesses 
and individual investors must behave through the process of attracting investment.  

freedom of 
information and 
privacy legislation
protects individuals 
from having their 
personal information 
collected and used 
by businesses and 
other organizations 
for any purpose to 
which the individual 
objects

Personal 
Information 
Privacy and 
Electronic 
Documents Act
supports and 
promotes electronic 
commerce by 
protecting personal 
information that 
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or disclosed by 
providing for the use 
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to communicate or 
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securities acts
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issuance, and public 
sales of securities
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For example, the practice of insider trading—trades by the decision makers of a busi-
ness using knowledge not available to the general public about the business—is not 
allowed and is closely monitored. Other provisions give some protection to the minority 
shareholders in corporations.

promoting puBLiC WeLfAre
Many diverse kinds of law are designed to benefit the public welfare. Municipal health 
bylaws, for example, establish minimum standards of sanitation for restaurants to pro-
tect the health of patrons. Increasingly, environmental protection legislation such as 
the Ontario Environmental Protection Act, which has its counterpart in many provinces, 
ensures businesses do not do undue harm to the environment. For example, old service 
station sites must have any leakage from storage tanks remediated; another example is 
that oil companies must now do a pre-drilling site assessment and post-use remediation 
of sites before they can drill oil and gas wells.

Other legislation such as the Canadian Human Rights Act and similar provincial laws 
prevent discrimination based on age, gender, religion, and race. Other provisions set 
out the requirement for public facilities to be accessible to those in wheelchairs, for 
example.

proteCting empLoyee rightS
Employers are required to take reasonable steps to protect employees from robbery, 
assault, and other crimes at work. Other laws such as occupational health and safety 
acts, employment standards codes, and workers’ compensation acts have been designed 
primarily for employees and potential employees. (See Chapter 9.)

proteCting A firm’S intAngiBLe ASSetS
In addition to managing and protecting its physical assets, a firm must protect its intan-
gible assets, which may include trademarks, patents, copyrights, industrial designs, 
integrated circuit topography, and plant breeders’ rights. Trademarks, patents, and 
copyrights are some of the most common forms of legal protection that start-up busi-
nesses are often most interested in investigating.

trAdemArkS A trademark is a word, name, symbol, device, slogan, or any combination 
thereof used to distinguish a product sold by one manufacturer. Protection is given 
under the Trade-Marks Act. Examples of trademarks would be Nike’s “swoosh” and 
Intel’s “Intel Inside” sticker on computer equipment. Potential names for products or 
companies should be carefully investigated to ensure that they are not already in use. 
This can be done through the Canadian Intellectual Property Office (CIPO), which 
also publishes the Trade-Marks Guide. CIPO’s website is www.cipo.gc.ca.

pAtentS A patent is the registered, exclusive right of an inventor to make, use, or sell an 
invention (the latter is called licensing) for a 20-year period. This right is granted under 
the Patent Act. Patents must be applied for, and there are certain conditions an inven-
tion must fulfill before a patent application will be accepted by CIPO. A patent is good 
only in the country that grants the patent, so patenting an invention in many countries 
can be a very expensive and time-consuming effort.

CopyrightS A copyright is the exclusive right of a creator (author, composer, designer, 
or artist) to reproduce, publish, perform, display, or sell work that is a product of his or 
her intelligence and skill. Copyright works in a similar manner to patents.

Ontario 
Environmental 
Protection Act
provincial legislation 
that establishes 
procedures, 
standards, and 
liability to ensure 
environmental 
protection

Canadian Human 
Rights Act
federal legislation 
that prohibits 
discrimination 
against people and 
guarantees basic 
human rights

occupational 
health and safety 
acts
provincial legislation 
that regulates health 
and safety in the 
workplace to ensure 
safe workplaces and 
work practices

employment 
standards codes
provincial legislation 
regulating working 
conditions, minimum 
wages, and other 
work-related issues

workers’ 
compensation acts
provincial legislation 
that provides 
employer-supported 
insurance for 
workers who become 
ill or are injured 
in the course of 
employment

Trade-Marks Act
federal legislation 
that regulates 
trademarks and 
provides for their 
registration
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induStriAL deSign Industrial design is the protection afforded by the Industrial Designs 
Act to the original shape, pattern, or ornamentation applied to a manufactured article. 
It must be applied for prior to the design being made public and is granted for a five-
year term, renewable on application for an additional five years.

to pAtent or not?
Obtaining intellectual property protection through a patent is not necessarily a smart 
business decision. Filing a patent puts the information about a technology in the pub-
lic domain—that is, where other companies can see it. If a business is not ready to 
immediately capture a sizable part of the market, either because the technology is not 
fully developed or it does not have the distribution channels or production capacity in 
place, filing a patent can give a larger competitor time to come up with its own version 
of the product and gain a “first-to-market” advantage. Many companies choose to try to 
keep their technology quiet until they are ready to launch the product into the market 
before filing a patent. Others launch their product, which precludes filing a patent, 
hoping to build market share while “flying under the radar” of the competition. In situ-
ations where some aspect of the design can be easily altered to get around the patent 
protection or if the technological life is relatively short, the first-to-market or under-the-
radar-strategy may make better business sense. It should also be noted that protecting 
intellectual property through obtaining a patent is only as good as the owner’s ability to 
defend the patent. Should another company infringe on the design, the most common 
action is to have a lawyer send a “cease and desist” letter. If this is ignored, however, very 
costly and lengthy legal action is often the result.

There are situations where protecting intellectual property is very important. Licens-
ing a technology to another company normally requires protection of the property or 
there is nothing of value for the licensee to license. Another situation is where a com-
pany develops a technology with the hopes of being bought by a larger competitor. This 
is very common in high-technology businesses.

Business agreements and the Law

An entrepreneur should be careful in structuring agreements with individuals and 
other businesses. Because today’s society seems to encourage lawsuits and legal action, 
entrepreneurs must understand basic elements of law such as contracts, agency relation-
ships, and negotiable instruments, to name just a few (see Exhibit 10-3).

ContrACtS
Businesses frequently make agreements with employees, customers, suppliers, and oth-
ers. If the agreements are legally enforceable, they are called contracts. For a valid 
contract to exist, the following six requirements must be met:

1. Offer: A clear, genuine offer must be communicated and the offer must be free of 
mistakes or misrepresentations as to its essential terms.

2. Voluntary agreement: A genuine offer must be accepted unconditionally by the 
other party.

3. Competent contracting parties: Contracts with individuals who are under legal age, 
insane, seriously intoxicated, or otherwise unable to understand the nature of the 
transaction are typically voidable.

4. Legal act: The subject of the agreement must not be in conflict with public policy 
or law, as it would be in a contract to sell an illegal product.

Canadian 
intellectual 
property office 
(Cipo)
responsible for the 
administration 
and processing of 
intellectual property 
(ideas, designs, 
creativity)

patent
the registered, 
exclusive rights 
of an inventor to 
make, use, or sell an 
invention

Patent Act
federal legislation 
that gives a patent 
holder the exclusive 
right to construct, 
sell, manufacture, 
and use a patented 
invention for  
20 years

copyright
the exclusive right 
of a creator to 
reproduce, publish, 
perform, display, or 
sell his or her own 
work

Industrial Designs 
Act
federal legislation 
that protects the 
original shape, 
pattern, or 
ornamentation 
applied to a 
manufactured article

contracts
agreements that are 
legally enforceable
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5. Consideration: The parties must exchange something of value, such as money or 
time, known in legal terms as consideration.

6. Form of contract consistent with content: Contracts may be written or oral, but under 
the Statute of Frauds, contracts for the following must be in written form: sales 
transactions of $1,000 or more, sale of real estate, and actions that cannot be per-
formed within one year after the contract is made. The existence of an oral con-
tract must be demonstrable in some way; otherwise it may be difficult to prove.

If one party to a contract fails to perform in accordance with the contract, the 
court will either require specific performance or, more likely, award money to the 
injured party to restore it to the condition it would have been in had the contract been 
 performed. In other cases or in addition to damages, the injured party has the right to 
rescind (cancel) the contract.

AgenCy reLAtionShipS
An agency relationship is an arrangement whereby one party—the agent—represents 
another party—the principal—in contracting with a third party. Examples of agents are 
the manager of a branch office who acts as an agent of the business, a partner who acts as 
an agent for the other partner(s), and a real estate agent who represents a buyer or seller.

Agents differ in the scope of their authority. The manager of a branch office is a 
general agent with broad authority. A real estate agent is a special agent with authority 
to act only in a specific transaction. The principal is liable to the third party for perfor-
mance of contracts made by the agent acting within the scope of his or her authority. 
The principal is also liable for fraudulent, negligent, and other wrongful acts of an 
agent that are executed within the scope of the agency relationship, as the third party 
may rescind the contract and bring actions against the principal and agent.

It is apparent that the powers of agents can make the agency relationship a poten-
tially dangerous one. For this reason, businesses should exercise care in selecting agents 
and clearly stipulate their authority and responsibility.

negotiaBLe instruments
Credit documents that can be transferred from one party to the other in place of money 
are known as negotiable instruments. The requirements for such documents are set out 

Statute of Frauds
legislation enacted 
to prevent fraudulent 
lawsuits without 
proper evidence of a 
contract

agency 
relationship
an arrangement in 
which one party 
represents another 
party in dealing with 
a third party

Example:
Purchase order

Example:
The connection between 
a real estate agent and a 
buyer

Example:
Cheque

Agency Relationships
Relationships in which an 
agent represents a principal 
in dealing with a third party

Negotiable Instruments
Documents that can be
transferred in place of
money

Contracts
Legally enforceable
agreements

Exhibit 10-3 Basic Elements of Law 

negotiable 
instruments
credit documents 
that are transferable 
from one party to 
another in place of 
money
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in the federal Bills of Exchange Act. Examples of negotiable instruments are promissory 
notes, bank drafts, trade acceptances, and ordinary cheques. In general, the require-
ments for a negotiable instrument are as follows:

1. There must be a written, signed, unconditional promise or order to pay.
2. The amount to be paid in money must be specified.
3. The instrument must provide for payment on demand at a definite time or at a 

determinable time.

4. The instrument must be payable to the bearer or to the order of someone.

Bills of Exchange 
Act
a federal law 
that sets out the 
requirements for 
negotiable financial 
instruments such 
as cheques and 
promissory notes

advisory council, p. 274
agency power, p. 267
agency relationship, p. 281

articles of association, p. 268
Bills of Exchange Act, p. 282
board of directors, p. 272

Canadian Human Rights Act, p. 279
Canadian Intellectual Property Office 

(CIPO), p. 280

1 identify the common forms of legal organization 
used by small businesses and describe the char-
acteristics of each.

•	 The most common legal forms of organization used by 
small businesses are the sole proprietorship, the partner-
ship, and the corporation.

•	 In a sole proprietorship, the owner receives all profits 
and bears all losses. The principal disadvantage of this 
form is the owner’s unlimited liability.

•	 In a partnership, which should be established on the 
basis of a written partnership agreement, success 
depends on the partners’ ability to build an effective 
working relationship.

•	 Corporations are particularly attractive because of their 
limited-liability feature. The fact that ownership is easily 
transferable makes them well suited for combining the 
capital of numerous owners.

2 identify factors to consider in choosing among 
the primary legal forms of organization.

•	 The key factors in the choice among different legal forms 
of organization are organizational requirements and 
costs, liability of the owners, continuity of the business, 
transferability of ownership, management control, attrac-
tiveness for raising capital, and income taxes.

3 describe the effective use of boards of directors 
and advisory councils.

•	 Boards of directors can assist small corporations by 
offering counsel and assistance to their chief executives.

•	 To be most effective, members of the board should be 
properly qualified, independent outsiders.

•	 One alternative to an active board of directors is an 
advisory council, whose members are not personally 
liable for the company’s actions.

4 explain how different forms of organization are 
taxed by the federal government.

•	 Self-employed individuals who operate businesses as 
sole proprietorships report income from the businesses 
on their individual tax returns.

•	 A partnership reports the income it earns to Canada 
Revenue Agency, but the partnership itself does not pay 
income taxes. The income is allocated to the owners 
according to their partnership agreement.

•	 A corporation reports its income and pays any taxes due 
on this corporate income. Individual shareholders must 
also pay personal income taxes on dividends paid to 
them by a corporation.

5 understand the major legal and regulatory issues 
businesses face.

•	 The federal and provincial governments have legislation 
to regulate competition, protect consumers and investors, 
promote public welfare, protect employees’ rights, and 
protect an individual’s or business’s intellectual property.

•	 Businesses and individuals enter into agreements with other 
businesses or individuals that are known as contracts.

•	 Agency relationships exist where an individual or busi-
ness is appointed an agent of another party (the prin-
cipal) to represent the principal to third parties.

•	 In the normal course of business, individuals and busi-
nesses use negotiable instruments such as cheques in 
place of cash.

L o o k i n g  B A C k

k e y  t e r m S
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capital gains and losses, p. 277
Competition Act, p. 277
contracts, p. 280
copyright, p. 280
corporation, p. 268
employment standards codes, p. 279
freedom of information and privacy 

legislation, p. 278
general partner, p. 268
Industrial Designs Act, p. 280
legal entity, p. 268

limited partner, p. 268
limited partnership, p. 268
negotiable instruments, p. 281
occupational health and safety acts, 

p. 279
Ontario Environmental Protection Act, 

p. 279
ordinary income, p. 277
partnership, p. 265
partnership agreement, p. 266
patent, p. 280

Patent Act, p. 280
Personal Information Privacy and 

Electronic Documents Act, p. 278
pre-emptive right, p. 269
securities acts, p. 278
share certificate, p. 269
sole proprietorship, p. 264
Statute of Frauds, p. 281
Trade-Marks Act, p. 279
unlimited liability, p. 264
workers’ compensation acts, p. 279

disCussion Questions

1. Why would investors tend to favour a new 
business led by a management team over one 
headed by a lone entrepreneur? Is this prefer-
ence justified? Why or why not?

2. What are the merits of the three major legal 
forms of organization?

3. Does the concept of limited liability apply to a 
sole proprietorship? Why or why not?

4. Suppose a partnership is set up and operated 
without a formal partnership agreement. 
What problems might arise? Explain.

5. How do the three major forms of organization 
compare in terms of management control by 
the owner and sharing of the firm’s profits?

6. How might a board of directors be of value  
to management in a small corporation?  
What qualifications are essential for a director? 
Is ownership of shares in the firm a prerequi-
site for being a director?

7. How do advisory councils differ from boards 
of directors? Which would you recommend to 
a small company owner? Why?

8. How does the Canadian Human Rights Act 
affect hiring practices? Be specific.

9. Discuss the legal protection provided by pat-
ents. Does the granting of a patent guarantee 
no one else can use the design?

you make the CaLL

situation 1

Dennis Wong and Mark Stroder became close 
friends as 16-year-olds when both worked part-time 
for Wong’s dad in his automotive parts store. After 
high school, Wong went to college, while Stroder 
got a job with a hardware retailer and devoted his 
weekends to auto racing. Wong continued his asso-
ciation with the automotive parts store by buying 
and managing two of his father’s stores.

Wong conceived the idea of starting a new busi-
ness that would rebuild automobile starters, and 
he asked Stroder to be his partner in the venture. 
Originally, Stroder was somewhat concerned about 
working with Wong because their personalities are 
so different. Wong has been described as outgoing 
and enthusiastic, while Stroder is reserved and skep-
tical. However, Stroder is now out of work, and so 

he has agreed to the offer. They will set up a small 
shop behind one of Wong’s automotive parts stores. 
Stroder will do all the work; Wong will supply the cash.

The “partners” have agreed to name the busi-
ness Startover, and now they need to decide on a 
legal form of organization.

Question 1 How relevant are the individual person-
alities to the success of this entrepreneurial team? 
Do you think Wong and Stroder have a chance to 
survive their “partnership”? Why or why not?
Question 2 Do you consider it an advantage or a 
disadvantage that the members of this team are 
the same age?
Question 3 Which legal form of organization 
would you propose for Startover? Why?
Question 4 Would you recommend incorporation 
to Stroder and Wong? Why or why not?
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situation 2

Matthew Freeman started a business to provide 
corporate training in project management. He 
initially organized his business as a sole propri-
etorship. Until recently, he did most of his work 
on a contract basis for Corporation Education 
Services (CES). Under the terms of his contract, 
Freeman was responsible for teaching three- to 
five-day courses to corporate clients—primarily 
large multinational companies. He was compen-
sated according to a negotiated daily rate, and 
expenses incurred during a course (hotels, meals, 
transportation, etc.) were reimbursed by CES. 
Although some expenses were not reimbursed by 
CES (such as those for computers and office sup-
plies), Freeman’s costs usually amounted to less 
than 1  percent of his revenues. Freeman increas-
ingly found himself working directly with cor-
porate clients rather than contracting with CES. 
Over the years, he had considered incorporating 
but had assumed the costs and inconveniences 
of this option would outweigh the benefits. How-
ever, some of his new clients said that they would 
prefer to contract with a corporation rather than 
with an individual. And Freeman sometimes won-
dered about potential liability problems. On the 
one hand, he didn’t have the same liability issues 
as some other  businesses—he worked out of his 
home, clients never visited his home office, all 
courses were conducted in hotels or corporate 
facilities, and his business involved only services. 
But he wasn’t sure what would happen if a client 
were dissatisfied with the content and outcomes 
of his instruction. Finally, he wondered whether 
there would be tax advantages to incorporating.

Question 1 What are the advantages and 
 disadvantages of running the business as a sole 
proprietorship? As a corporation?

Question 2 If Freeman decided to incorporate his 
business, which types of corporations could he 
form? Which type would you recommend? Why?

situation 3

Julie Patton is cofounder and president of PM 
Meals, a food-services business that prepares and 
sells boxed meals and snacks to hotels and corpo-
rate clients primarily. The company has entered 
a growth phase, and attracted the attention of a 
high-potential investor. PM Meals could use the 
money to support its growth, but the investment 
would come with strings attached. For example, 
even though the company has been performing 
without a board of directors, the investor insists 
that it form one and that he be given a seat on the 
new board. In his words, “If I am going to put up 
money for the business, I want to be able to influ-
ence how my money is being used.”

Patton and her partner are concerned that 
forming a board and including the outside investor 
will undermine their control and paralyze the 
business. As they weigh alternatives, they are 
leaning toward forming a three-person board and 
accepting the new investment—but they are far 
from certain as to what they should do.

Question 1 Would you accept the investment and 
the conditions that go along with it, or refuse it 
and go a different direction?
Question 2 Can one outside member on a board 
of three make any real difference in the way the 
board operates?
Question 3 What will determine the usefulness or 
effectiveness of this board? Do you predict that it 
will be useful? Why or why not?

exPerientiaL exerCises

1. Interview a lawyer whose clients include small 
businesses. Inquire about the legal consid-
erations involved in choosing the form of 
organization for a new business. Report your 
findings to the class.

2. Interview the partners of a local business. 
Inquire about the factors they considered 
when drawing up their partnership  
agreement. Report your findings to  
the class.
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3. Discuss with a corporate director, lawyer, 
banker, or business owner the contributions of 
directors to small firms. Prepare a brief report 
on your findings. If you discover a particularly 
well-informed individual, suggest that person 
to your instructor as a possible speaker.

4. Interview a local lawyer and determine what 
areas of law he or she considers most vital to 

small business owners. Report your findings 
to the class.

5. Interview a local business owner— preferably 
a manufacturer of a technology-based 
product—about his or her strategy to protect 
the intangible assets (intellectual property) 
of the business. Report your findings to the 
class.

Case 10

Citistorage (P. 469)

The case describes the difficulty an entrepreneur 
had in adjusting to life after selling the majority 
interest in his business. He continued with 
the business, but was no longer the “decision 
maker.” He was told before the sale that things 
would change. But even after being warned, he  

still had trouble adjusting to his new role in the 
business.

aLternative Cases For ChaPter 10 

Case 7, Rodgers Chevrolet, p. 464
Case 15, D’Artagnan, p. 481
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Selecting a location and 
Planning the FacilitieS

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Describe the key factors in locating a 
bricks-and-mortar start-up.

2 Discuss the challenges of designing 
and equipping a physical facility.

3 Describe the attraction and challenges 
of a home-based business.

4 Understand the potential benefits of 
locating a start-up on the Internet.

ChApter 11
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Sources: http://www.bowcycle.com; http://www.bicyclettesdehull.com; Denise Deveau, “When Done Right, Setting Up an Online Store 
Can Generate Tremendous Traffic for All Manner of Entrepreneurs,” Financial Post, November 11, 2013, available at: http://business.

financialpost.com/2013/11/11/a-storefront-to-the-world-how-to-open-your-own-online-shop/?__lsa=7113-fb9a; Vancouver Sun, “For Bike 
Shop Owner, Path to Sales Is Online,” October 17, 2012, available at: http://www.canada.com/story.html?id=7e5e4c40-07a0-46dd-a0de-

bc528d902d4e; and Denise Balkissoon, “Three Online Sellers That Reap Tidy Profits,” Special to the Globe and Mail, May 13, 2013, 
available at: http://www.theglobeandmail.com/report-on-business/small-business/sb-growth/success-stories/three-online-sellers-that-

reap-tidy-profits/article11857289/

i n  t h e  S p o t L i g h t

A tale of two Bike Stores
Location, location, location. For many business owners just starting out, these three words are often 
uppermost in their mind when deciding on a business location, as it can sometimes set the stage for 
success, or contribute to a firm’s downfall. For retail businesses, the most common location consid-
erations involve: customer traffic, accessibility, proximity to other businesses, and the cost–benefit 
trade-off that usually comes when considering various locations.

Bow Cycle has been a retail institution in Calgary since 1957, when the family-owned small 
sporting goods store first opened its doors and proclaimed, “Bow Cycle, this is where the fun 
begins.” Since then, the business has grown by leaps and bounds, and at 24,000 square feet of 
retail space, over 6,000 bicycles in stock and another 16,000 square feet in warehouse space, 
Bow Cycle is one of Canada’s largest bike retailers. Their mammoth retail location was designed 
to be able to display thousands of bikes basking in lots of natural light, as well as an in-store parts 
and accessories shop and a Fit Studio, where expert staff can analyze a rider’s unique physical 
characteristics, pedal stroke, and body position in order to create an individualized assessment to 
optimize bike and equipment choices. Bike enthusiasts can join the store’s Cyclist Club and partici-
pate in weekly group rides, as well as special events throughout the year, with the store acting as 
the hub for the start of all the activities.

At the other end of the spectrum, is Bicyclettes de Hull or BDH Bikes, a retail bike store that also 
began as a family business in Gatineau, Quebec. Jean-Francois Lapointe took over the business 
from his father in 2006, and set an objective for himself, to pay his father back for the company 
in 10 years. In order to combat the seasonality issues of the retail bike business, and to try and 
gain some of the business that he knew was being lost to online bike parts and accessories sellers, 
Lapointe decided to try and start selling parts online using the eBay platform. For Lapointe, eBay 
provided a well-known and secure infrastructure that would allow him to run a small, side venture 
to help him through the leaner months, all with limited investment or risk.

The eBay experiment began to generate immediate results so Lapointe began to expand his 
online offerings, purchasing clear-out deals from suppliers and starting to sell frames, seats, wheels, 
and then eventually full bikes. Within a year of starting his eBay online store, BDH became eBay’s 
top bike suspension retailer, and with the exposure from eBay the company was able to tap into a 
global market. Although the U.S. is their largest online market, the company has shipped to more 
than 50 countries around the world. Online sales now represent about 25 percent of the company’s 
revenues with sales now topping $6 million. BDH Bikes still has a bricks-and-mortar location in 
Gatineau, Quebec with the online business occupying the entire second floor. For BDH, utilizing a 
bricks-and-mortar location and an e-commerce platform has translated into financial success, and 
allowed Lapointe to meet his 10-year goal of paying back the business—in only four years.

diSCuSSion QueStionS:

1. What are the key considerations to take into account when choosing a bricks-and-mortar  
location?

2. How can an online business compete with a bricks-and-mortar location? What are the challenges 
and benefits of each?

BK-NEL-LONGENECKER-140433-Chp11.indd   287 29/12/14   8:31 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations288

NEL

A business idea begins to take shape as an entrepreneur starts to formulate a business 
plan. The idea becomes more tangible as the entrepreneur selects the resources needed 
to implement the plan, including the selection of a business location and any necessary 
facilities and equipment. The location-related possibilities for small businesses are growing  
in number and variety. For some entrepreneurial ventures, location planning may be 
limited to a desk space at home, a cell-phone, and a website while at the other end of 
the spectrum, it may include a rental space or the purchase of a building or physical 
space. For entrepreneurs that elect to start a venture from scratch, the location deci-
sion can be time consuming compared to those who purchase an existing business or 
a franchise, where guidance or specific direction is provided with respect to location. 
Regardless of the specific resources needed, location decisions should be made after 
careful consideration of the key factors and the rationale included in the business plan.

In this chapter we discuss three primary options for the initial location decision—a 
traditional physical space, the entrepreneur’s home, and a website on the Internet, also 
known as e-commerce. Although we recognize that the Internet can be an integral part 
of operations for both traditional and home-based businesses, we treat e-commerce ven-
tures in a separate category because of the Internet’s significance as a sole sales outlet 
for these small businesses.

Locating the Bricks-and-Mortar start-Up
The importance of the initial location decision for a traditional physical location—a 
bricks-and-mortar location—is underscored by both the high cost and the hassle of pulling 
up stakes and moving an established business. In many cases the choice of a location for 
a business is often a one-time decision—made only when the business is first established 
or purchased. However, sometimes an entrepreneur must occasionally consider relocating 
the business to reduce operating costs, get closer to customers, or gain other advantages. 
Also, as a business grows, it is sometimes desirable to expand operations to other locations. 
Also, if the choice of site is particularly poor, the business may never be successful, even 
with adequate financing and superior managerial ability. This importance of location is 
so clearly recognized by national chains that they spend thousands of dollars investigating 
sites before establishing new stores. As noted in Chapter 4, one of the reasons franchising 
is so attractive is that franchisors typically assist the franchisee in site selection.

The choice of a good location is much more vital to some businesses than to others. 
For example, the site chosen for a retail clothing store can make or break the business 
because for many target markets, convenience will be of major importance. In contrast, 
the physical location of the office of a painting contractor or accountant is of less impor-
tance, since customers do not need frequent access to the facility.

key Factors in seLecting a good Location

Five key factors, shown in Exhibit 11-1, can guide an entrepreneur in choosing a bricks-
and-mortar location including: customer accessibility, business environment conditions, 
availability of resources, the entrepreneur’s personal preference, and site availability 
and costs. Other factors relevant to the location decision may include: neighbouring 
businesses (e.g., complementary or competition?), what was in the location prior, and 
the lifecycle of the location itself (e.g., is the area developing, maturing, or declining?) 
In a particular situation, one factor may carry more weight than others, but each always 
has an influence on the final location decision.

bricks-and-mortar 
location
the traditional 
physical store or 
location from which 
businesses have 
historically operated

describe the key 
factors in locating a 
bricks-and-mortar 
start-up.

1
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CuStomer ACCeSSiBiLity
For many businesses, customer accessibility is an extremely important consideration in 
selecting a location, especially for retail and service businesses where convenience is 
often a concern for target customers. Consider Brian Grant Duff, who decided to move 
his business from downtown Vancouver to the West Side of the city. Grant Duff’s All 
Nations Stamp and Coin had operated downtown for six years, but he became increas-
ingly unhappy with the location. While Duff hadn’t experienced skyrocketing rent 
increases like many small businesses in the downtown core, the lack of parking and loss 
of transit due to construction of a rapid transit line drove him to move to a new loca-
tion. His new location features free parking and, since All Nations Stamp and Coin has 
always been a destination, Grant Duff is sure long-time customers will check out the new 
store. “Most people living downtown don’t have room to collect anything, but in Dun-
bar people not only have the room, but there’s a bunch of private schools nearby and  
I might end up with a whole new generation of collectors,” he says.1 In addition, for some 
manufacturing businesses, where the cost of shipping the finished product is high relative 
to the product’s value, products should be produced near the consuming markets.

Convenient access for customers is another reason why many small businesses have 
successfully created such a strong online presence. Using a computer with Internet 
access, customers can reach a small business’s home page from anywhere in the world. 
(Locating a start-up on the Internet is discussed later in this chapter.)

Locating close to niche market customers often dictates a site that otherwise would 
be less than desirable. For example, Carey Vigneux located his gymnastics and exercise 
club inside an existing recreation centre in LaSalle, near Windsor, Ontario.2 The busi-
ness location is ideal according to Vigneux, because people who drop by the large rec-
reation centre are already physically fit, “and you can tap into their relatives,” Vigneux 
says.

BuSineSS environment ConditionS
A start-up business is affected in a number of ways by the environment within which 
it operates; environmental conditions can hinder or promote success. For example, 
weather is an important environmental factor influencing the demand for products 
such as air conditioners and swimming pools. Competition, legal requirements, and the 

Optimum
 Location

Environmental
Business

Conditions

Customer
Accessibility

Resource
Availability

Entrepreneur’s
Personal

Preference

Site
Availability
 and Costs

Exhibit 11-1  
Five Key Factors in 
Determining a Good 
Business Location 
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Sales tax %
Corporate tax  

(Small Business) %
Corporate tax  
(general) %

Alberta 0 3.0 10.0

British Columbia 7.0 2.5 10

Manitoba 7.0 0 12

New Brunswick 8.0 4.5 12

Nova Scotia 10.0 3.5 16.0

Newfoundland 8.0 4.0 14.0

Ontario 8.0 4.5 11.5

Prince Edward Island 9 4.5 16.0

Quebec 9.975 8.0 11.9

Saskatchewan 5.0 2 12.0

Source: Data from Nova Scotia Department of Finance, Other Comparative Tax Rates 2013 Tax Year, 
http://www.novascotia.ca/finance/en/home/taxation/tax101/othercomparativetaxrates.aspx

tax structure are a few of the many other critical environmental factors related to the 
selection of a business location that can impact the financial position of a new business.

Provincial and local governments can help or hinder a new business by forgiving 
or levying taxes. Considerable variation exists across Canada in provincial corporate 
income taxes and retail sales tax rates. Exhibit 11-2 shows the rates for the various prov-
inces. Variation also exists in provincial personal tax rates, with Ontario and Alberta 
having the lowest rates and Saskatchewan and Manitoba the highest, depending on 
taxable income level.3 Municipal taxes and levies, as well as cost of living differences, 
also influence the cost of locating in a particular town or city. KPMG’s 2012 competitive-
ness study ranked Saskatoon, Edmonton, Moncton, St. John’s, and Fredericton as the 
top five lowest-cost Canadian cities in which to do business.4 Obviously, the best time to 
evaluate environmental conditions is prior to making a location commitment.

plastic is the new Leather

The fashion industry is notorious for being difficult 
to break into, especially the high-end luxury mar-
ket. This didn’t stop Inder Bedi from launching Via 
Vegan Ltd., a Montreal-based firm that designs a line 
of vegan handbags under the Matt & Nat label, and 
competing with heavyweights like Burberry, Prada, 
Chanel, and Gucci. In case you are wondering,  
Via Vegan handbags are made from recycled plastic 

bottles rather than leather (it takes about 21 water 
bottles to make the inside lining of one bag), and have 
managed to attract some high-profile followers— 
including Natalie Portman, Charlize Theron, and 
Paul McCartney—with their unique products and 
environmentally conscious message. The idea for 
the business came to Bedi while he was in university, 
and needed to develop a business plan as part of 

ENTREPRENEURIAL ExPERIENCES

Exhibit 11-2  
Provincial tax Rates 
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reSourCe AvAiLABiLity
The availability of resources associated with producing a product and operating a busi-
ness should also be considered in selecting a location. Access to raw materials, suitable 
labour, critical suppliers, and transportation are some of the factors that have a bearing 
on location. Proximity to raw materials and suitability of labour supply are particularly 
critical considerations in the location of a manufacturing business.

proximity to rAw mAteriALS And SuppLierS If raw materials required are not readily 
available in all areas being considered as potential locations, a region in which these 
materials abound offers special location advantages. For a business dependent on bulky 
or heavy raw materials that lose much of their bulk or weight in the manufacturing 
process, proximity to these materials is a powerful force driving the location decision. 
A sawmill is an example of a business that must stay close to its raw materials in order 
to operate economically.

Some companies buy parts or materials in small amounts or have highly customized 
products requiring frequent purchases from suppliers. Proximity to suppliers allows 
these companies to save time and respond to customers’ needs faster.

SuitABiLity of LABour SuppLy A manufacturer’s labour requirements depend on the 
nature of its production process. For labour-intensive operations, a location that 

one of his marketing courses. He decided to com-
bine his passion for vegetarianism with a market he 
felt held great potential: high-end fashion accesso-
ries. The end result, according to Bedi, is “products 
for people who appreciate a smart, unpretentious, 
socially conscious brand characterized by minimal-
ist design and utility.”

The decision was made early on to launch this 
unique brand in markets all over the world, not 
just in Canada, eventually securing orders from 
notable high-end department stores like Saks Fifth 
Avenue in the United States and Selfridges & Co. in 
the United Kingdom. The decision to export made 
sense considering the limited size of the luxury 
market in Canada compared to the much larger 
markets in the United States and Europe. Along 
the way, the owners of Via Vegan have learned that 
establishing a presence in international markets 
is not without its challenges including finding 
established and reputable distributors and sales 
representatives, navigating the legal implications 
of selling in foreign countries, and understanding 
the needs of local consumers. Their experience led 
them to develop a standardized system with which 
to manage their export business and to provide 
employees with a framework to follow to ensure 
organizational consistency. Their efforts have  
paid off and the company continues to pursue 
global expansion, eyeing the emerging markets 

in Russia, China, and India and making plans 
for a line of eco-friendly outerwear and recycled 
jewellery.

According to Bedi, small businesses need to 
focus on finding a niche and then capitalizing 
on it. “You’re better off with a stronghold on  
20 percent of the market than going up against all 
kinds of competition with 80 percent of the mar-
ket. Being a big fish in a small pond can be very 
dangerous.”

QueStionS:

 1. What role does distribution play in the 
fashion industry?

 2. What are the challenges that might face  
a small business in trying to expand  
internationally?

Sources: HSBC Global Connections, “Matt and Nat Has 
the World in the Bag,” HSBC Global Connections, June 
12, 2013, available at: https://globalconnections.hsbc 
.com/canada/en/articles/matt-nat-has-world-bag; 
Diane Jermyn, “Vegan Accessories Maker has Success in 
the Bag,” Special to the Globe and Mail, September 30, 
2011, available at: http://www.theglobeandmail.com/
report-on-business/small-business/sb-growth/success-
stories/vegan-accessories-maker-has-success-in-the-bag/
article596124/?page=all; EDC, “2009 Winner,” available 
at: http://www.exportawards.ca/exportawards/quebec.
html; and http://www.mattandnat.com.
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is near workers with appropriate skills and reasonable wage requirements or has a 
 history of acceptable levels of labour productivity and peaceful industrial relations are 
also important considerations in terms of location selection. In some cases, the need 
for semiskilled or unskilled labour justifies locating in an area with surplus labour 
whereas in other cases, locating close to a pool of highly skilled labour is a key factor to  
consider.

AvAiLABiLity of trAnSportAtion Access to good transportation is important to many 
companies. It permits customers to travel to retail stores and allows manufacturers to 
ship finished goods. In Canada, most of the population lives in a narrow band within 
200 kilometres of the U.S. border. However, a great deal of business is done with the 
United States, making good north–south transportation critical.

perSonAL preferenCe of the entrepreneur
As a practical matter, many entrepreneurs tend to focus primarily on their personal 
preference and convenience in terms of location, and consider only their home com-
munity. The possibility of locating elsewhere never enters their minds. Just because an 
individual has always lived in a particular city or town, however, does not automatically 
make that area a satisfactory business location.

On the other hand, locating a business in one’s home community may offer cer-
tain unique advantages that cannot be found elsewhere. From a personal standpoint, 
the entrepreneur generally appreciates and feels comfortable with the atmosphere of 
the home community, whether it is a small town or a large city. From a practical busi-
ness standpoint, the entrepreneur may feel more confident dealing with local financial 
institutions for lending purposes, and other businesspeople may be of great service 
in helping evaluate a given opportunity. If potential customers are local residents, the 
prospective entrepreneur probably has a better idea of their tastes and preferences than 
an outsider would have. Relatives and friends may be the entrepreneur’s first customers 
and may help advertise his or her products or services.

Nevertheless, personal preference does not always dictate a local site. Sometimes 
the choice is a location offering other advantages. Greg McFarland moved from the 
family farm to an acreage in the hamlet of Carroll, south of Brandon, Manitoba, where 
his small business manufactures walkers for people with leg problems. “It’s home,” says 
McFarland, and has the advantage of low overheads and a safe, healthy lifestyle for his 
family. “If I was in a situation where I needed fifty people to work here it might be dif-
ferent, but as long as I can get the people I need where I am, the buildings are paid for, 
so why move?”5 Personal preference, however, should not be allowed to take priority 
over obvious location weaknesses.

Site AvAiLABiLity And CoStS
Once an entrepreneur has settled on a certain area, a specific site must still be chosen. 
The availability of potential sites and the costs associated with obtaining them must be 
investigated.

Site AvAiLABiLity An entrepreneur, evaluating a site for his new business, is said to have 
exclaimed “It must be a good site—I know of four businesses that were there in the last 
two years!” Fortunately, such a misguided approach to site evaluation is not typical of 
entrepreneurs, many of whom seek professional assistance including local real estate 
agents, in determining site availability and appropriateness.

If an entrepreneur’s top choices are unavailable, other options must be considered. 
One choice is shared facilities. In recent years, business incubators have sprung up in all 
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areas of the country. A business incubator is a facility that rents space to new businesses 
or to people wishing to start businesses. Incubators are often located in repurposed build-
ings, such as abandoned warehouses or schools. They serve fledgling businesses by mak-
ing space available, offering management advice, and providing administrative assistance, 
all of which help lower operating costs. An incubator tenant can be fully operational the 
day after moving in, without buying phones, renting a copier, or hiring office employees.

Most incubators—though not all—have some type of government or postsecond-
ary sponsorship and are motivated by a desire to stimulate economic development. 
Although the building space provided by incubators is significant, their greatest contri-
bution is the business expertise and management assistance they provide. According to 
the Canadian Association of Business Incubation (www.cabi.ca), more than 80 percent 
of businesses started in an incubator survive past five years, compared to a survival rate 
of less than 50 percent for all start-ups.6

Although incubators are temporary by design—the purpose is to see fledgling 
businesses hatch, grow, and leave, many businesses are looking for permanent shared-
office space. Companies like Regus, a leading provider of shared office space, offers 
ready-to-go work spaces and meeting spaces through the company’s more than 1,800 
business centres located in over 600 cities and over 100 countries.

Another variation on the shared-office space concept is the “co-working” movement, 
which involves shared working spaces that allow mostly freelancers, consultants, artists, 
and other independent workers to operate and/or collaborate under the same roof. 
When Chad and Sandra Ballantyne, started their marketing and web design business, 
Rhubarb Media, they elected to share office space with another small company to help 
keep overhead costs down. They quickly realized the benefits of the arrangement and 
decided to expand on the concept, launching The Creative Space, a co-working busi-
ness that rents office space to other small business owners, entrepreneurs, and telecom-
muters looking for the perks of a professional business environment, without having to 
shoulder the high costs that typically come along with that.7

Site CoStS When it comes to site selection—whether permanent or more flexible—the 
process should factor in all relevant costs. Unfortunately, an entrepreneur is frequently 
unable to afford the “best” site. The costs involved in building on a new site may be prohib-
itive, or the purchase price of an existing structure may exceed the entrepreneur’s budget.

Assuming that a suitable space is available, the entrepreneur must decide whether 
to lease or buy. Although ownership confers greater freedom in the modification and 
use of a building, the advantages of leasing usually outweigh these benefits. It is often 
recommended that most new firms lease for a few reasons: 

•	 A large cash outlay is avoided. This is important for a new small firm, which  
typically lacks adequate financial resources.

•	 Risk is reduced by avoiding substantial investment and by postponing commit-
ments for space until the success of the business is assured and the nature of 
building requirements is better known.

•	 It is usually more affordable to lease in a high-image area compared to buying in  
a prime location.

•	 Leasing allows the entrepreneur to focus on running the business rather than 
managing properties.

When entering into a leasing agreement, the entrepreneur should check the land-
lord’s insurance policies to be sure there is proper coverage for various types of risks.  
If not, the lessee should seek coverage under his or her own policy. It is important to have 

business incubator
a facility that 
provides shared 
space, services, 
and management 
assistance to new 
businesses
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the terms of the leasing agreement reviewed by a lawyer. Sometimes a lawyer can arrange 
for special clauses to be added to a lease, such as an escape clause that allows the lessee to 
exit the agreement under certain conditions. And a lawyer can ensure that an entrepre-
neur will not be unduly exposed to liability for damages caused by the gross negligence of 
others. Consider the experience of one firm that wished to rent 300 square feet of storage 
space in a large complex of offices and shops. On the sixth page of the landlord’s standard 
lease, the firm’s lawyer found language that could have made the firm responsible for the 
entire 30,000-square-foot complex if it burned down, regardless of blame!

LeASe terminoLogy8 

•	 Lessor is the owner of the property who is leasing it to a tenant(s). Often the  
lessor is represented by a broker.

•	 Lessee is the person or business leasing the space—the tenant.
•	 Square feet (sf) or square metres (sq m) is the measurement of space you will occupy. 

Usable square feet or metres is the actual space you will use; rentable square feet or 
metres includes an allocation of a portion of the common areas (lobby, hallways, 
washrooms, for example) to your space. Therefore 1,000 sf of usable square feet could 
become 1,100 sf of rentable space. You will pay for the 1,100 sf of rentable space.

•	 Net rent (base rent) refers to the net cost to rent space in a building and may be 
expressed as a monthly or annual amount or as a dollar per square foot per year 
(psf) amount. Our 1,100 sf rent above could be expressed as $10 psf, $11,000 per 
year, or $916.67 per month. This can also be referred to as triple net rent.

•	 Additional rent refers to the practice of the tenant paying for the operating 
expenses such as taxes, insurance, common area maintenance, utilities, and janito-
rial services in addition to the monthly base rent. This amount is usually estimated 
at the beginning of the year, and tenants pay their proportionate share monthly. 
The landlord then reconciles the accounts at the end of the year when actual costs 
are known and either charges or refunds the tenant for the difference. In some 
retail leases there may be a requirement for the tenant to pay a percentage of sales 
in addition to triple net rent. There may also be a requirement to pay into a coop-
erative advertising fund, for a major shopping mall, for example.

•	 Realty taxes are property taxes charged to the property by the municipality and/
or province. They may be included in the “Additional rent” charges or be charged 
separately to the tenants in the same way as operating expenses.

•	 Leasehold improvements are improvements or changes to the space to make it suitable 
to the tenant’s purpose and taste. These can be considerable if walls and utilities must 
be moved, but at the very least will likely involve cosmetic changes such as new paint.

•	 Inducements are such things as temporary reductions in rent, rent-free periods 
at the beginning of the lease term, and leasehold improvements paid for by the 
lessor. They are commonly used by lessors to entice you to lease the space.*

negotiating a Lease
It is highly recommended that professional advice is sought prior to signing a lease as 
an experienced lawyer can save you from not only onerous lease terms but also potential 
problems. For example, it is a good idea to check the landlord’s insurance policies to 
be sure there is proper coverage for various types of risks. If not, the lessee should seek 
coverage under his or her own policy.

*Excerpted and adapted from Todd Bechard, “Getting Space,” CMA Management, vol. 75, no. 3 (May 2001), 
pp. 14–15.
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Sometimes a lawyer can arrange for special clauses to be added to a lease, such as an 
escape clause that allows the lessee to exit the agreement under certain conditions. And a law-
yer can ensure that an entrepreneur will not be unduly exposed to liability for damages caused 
by the gross negligence of others. Consider the experience of one firm that wished to rent 
300 square feet of storage space in a large complex of offices and shops. On the sixth page of 
the landlord’s standard lease, the firm’s lawyer found language that could have made the firm 
responsible for the entire 30,000-square-foot complex if it burned down, regardless of blame!

Most landlords will have what they claim to be a standard lease form, however, 
the terms are often negotiable. The landlord will be more or less open to concessions 
depending on his or her appraisal of the value of the tenant. For example, a large depart-
ment store in a suburban mall will likely pay less per square foot than smaller shops, as it 
is the “anchor tenant” that attracts other businesses and customers to the mall.

Of course, the major points in a retail lease negotiation will be the costs: the base 
rent, triple net amount, and inducements. Other points to consider are as follows: 

•	 If the property is destroyed by fire or becomes unusable for any reason, you 
should be able to terminate the lease or have a provision that rebuilding, repairs, 
or restoration be done in a reasonable amount of time.

•	 The landlord should be responsible for personal injury claims by staff and visitors 
in the common areas of the building.

•	 Make sure the lease allows your business to install signage.
•	 Try to ensure the lease can be assigned or that the space can be subleased to 

another business. If this can’t be done, the lessee will be responsible for all lease 
payments for the entire life of the lease, whether using the space or not.

•	 Most renewal periods are between three and five years. It is advisable to make sure 
there is a right to renew at the end of the first and succeeding lease terms.

•	 Be aware of any clause that gives the landlord the right to move a tenant from one 
location in the building to another, especially if location (such as in a shopping 
mall) is critical to the success of your business.9

Once a suitable location has been found, the site must be properly laid out and 
equipped to effectively serve the business’s needs.

designing and eqUipping the physicaL 
FaciLities
A business plan should describe the physical space in which the business will be housed 
and an explanation of any equipment needs. The plan may call for a new building or 
an existing structure, but ordinarily a new business that needs physical space will occupy 
an existing building, perhaps after some minor or major remodelling. Therefore, the 
following discussion will focus on designs for existing facilities.

chaLLenges in designing the physicaL FaciLities

When specifying building requirements, the entrepreneur must avoid committing to a 
space that is too large or too luxurious for the company’s needs. At the same time, the 
space should not be too small or too limiting that operations are hindered or become 
inefficient. Buildings do not produce profits directly; they merely house the operations 
and personnel who do so. Therefore, the ideal building will be practical, not extravagant.

The general suitability of a building for a given type of business operation depends on 
the functional requirements of the business. For example, a restaurant should ideally be 
on one level to make service manageable. Other important factors are the age and con-

discuss the challenges 
of designing and 
equipping a physical 
facility.

2
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dition of the building, fire hazards, heating and air conditioning, lighting and restroom 
facilities, and appropriate entrances and exits. Obviously, these factors will be weighted 
differently depending on the type of business, however, the comfort, convenience, and 
safety of the business’s employees and customers must not be overlooked. Ultimately, 
achieving a good layout involves arranging physical facilities so that they contribute to 
efficient business operations, whether it be a manufacturing business (whose primary 
concern is production) or a retail business (whose primary concern is customer traffic).

fACtory LAyout
A key consideration for factory layout is how to allocate space to facilitate easy move-
ment of products from one location to another. The ideal setup for a manufacturing 
process is to have a straight-line, forward movement of materials from receiving room to 
shipping room in order to reduce production delays. The two types of layouts most often 
used in industrial firms are process layout (see Exhibit 11-3) where similar machines are 
grouped together and a product layout, where special-purpose equipment is arranged 
along a production line in the sequence in which it is used in processing. The product 
is moved progressively from one work station to the next, and the machines are located 
at the stations where they are needed for the various stages of production.

retAiL Store LAyout
The objectives for retail store layout include displaying merchandise so as to maximize 
sales and customer service. Convenient and attractive surroundings contribute to a 

process layout
a factory design 
that groups similar 
machines together

product layout
a factory design 
that arranges 
machines according 
to their roles in the 
production process

Exhibit 11-3  
typical Process Layout 
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customer’s overall shopping experience and repeat visits. Lighting, music, colour, and 
even aroma are all important layout factors for a retail business. Another objective is 
protecting a store’s equipment and merchandise. Finally, an efficient layout lowers 
operating costs. In order to achieve all these objectives, the flow of customer traffic must 
be anticipated and planned.

The grid pattern and the free-flow pattern are the two most widely used layouts.  
A grid pattern is the plain, block layout typical of supermarkets and hardware stores (see 
Exhibit 11-4) that provides maximum merchandise exposure and simplifies security and 
maintenance. A free-flow pattern (see Exhibit 11-5) provides greater flexibility in mer-
chandise presentation and visual appeal, allowing customers to move in any direction 
at their own speed, however, this format is a less efficient use of space.

Most retailers, especially food merchandisers, use a self-service layout, which per-
mits customers direct access to the merchandise. Self-service not only reduces selling 
expenses but also permits shoppers to examine the goods before buying.

Some types of merchandise—for example, magazines and snacks—are often pur-
chased on an impulse basis so these goods should be placed where customers can see 
them easily; for example, displayed near the checkout. Products that customers need 
and for which they specifically come to the store may be placed in less conspicuous 
spots. Bread and milk, for example, are located at the back of a food store, with the idea 
that customers will buy other items as they walk down the aisles.

Various areas of a retail store differ markedly in sales value. Certainly, the best space 
should be given to departments or merchandise producing the greatest sales and profits. 

grid pattern
a block-like retail 
store layout that 
provides for good 
merchandise 
exposure and 
simplifies security 
and cleaning

free-flow pattern
a flexible retail store 
layout that is visually 
appealing and gives 
customers freedom of 
movement

self-service layout
a type of retail 
store design that 
gives customers 
direct access to 
merchandise
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Grocery Store Layout 
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Customers typically turn to the right on entering a store, and so the right front space 
is considered the most valuable, followed by the centre front and right middle spaces. 
Department stores often place high-margin giftware, cosmetics, and jewellery in these 
areas. The third most valuable areas are the left front and centre middle spaces; the left 
middle space is fourth in importance. Since the back areas are the least important as far 
as retail space value is concerned, service facilities and the general office are typically 
found in the rear of a store. Finally, the first floor has greater space value than a higher 
floor in a multistorey building.

chaLLenges in eqUipping the physicaL 
FaciLities
The final step in arranging for physical facilities is the purchase or lease of equipment 
and tools. The National Federation of Independent Business has reported that, over-
whelmingly, owners of small businesses would rather own their equipment than lease it 
(see Exhibit 11-6). The majority believe that, in the long run, it is cheaper to buy than 
to lease. Having the flexibility to use the equipment as they wish and to keep it until 
it is no longer needed are also important reasons why small business owners prefer to 
own rather than lease. Still, the leasing option has advocates as well. So what should 
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a small business owner do? To make an informed decision on this, use an equipment  
lease-versus-buy calculator, which can be found online with a simple Internet search. It’s 
also a good idea to check with an accountant to be sure that any tax consequences of 
your decision to lease or buy are considered.

mAnufACturing eQuipment
Machines used in factories can include either general-purpose or special-purpose equip-
ment. General-purpose equipment requires minimal investment and is easily adapted to 
various operations. Small machine shops and cabinet shops, for example, use this type 
of equipment, which can be set up to handle two or more shop operations using the 
same piece of machinery. This offers flexibility, which is most important to industries in 
which products are so new that the technology is not yet well developed or there are fre-
quent design changes. Special-purpose equipment, such as manufacturing robots used 
in factories, offer a more narrow range of possible applications and is more expensive 
to buy or lease. A small firm can use special-purpose equipment economically only if it 
makes a standardized product on a fairly large scale. Upgrades via special tooling can 
lead to greater output per machine-hour of operation and reduce the labour cost per 
unit of product even further. On the downside, though, it is important to remember 
that this equipment has little or no resale value, due to its narrow range of possible 
applications.

retAiLing eQuipment
Small retailers need merchandise-display racks, counters, storage racks, shelving, mir-
rors, seats for customers, shopping carts, cash registers, and other items to facilitate 
selling. Such equipment may be costly, but it is usually less expensive than that necessary 
for a factory operation. And enterprising entrepreneurs often find ways to reduce start-
up or expansion costs by purchasing used equipment, making their own, or finding 
other ways to improvise.

If a store is intended to serve a high-income market, its fixtures should signal this by 
displaying the elegance and style expected by such customers. For example, polished 
mahogany showcases with bronze fittings can help to create an upscale setting. Indirect 
lighting, thick rugs, and oversized easy chairs also communicate luxury to clients. In 
contrast, a store that caters to lower-income customers should concentrate on simplicity. 
Luxurious fixtures and plush seating would suggest an atmosphere that is inconsistent 

general-purpose 
equipment
machines that serve 
many functions 
in the production 
process

special-purpose 
equipment
machines designed 
to serve specialized 
functions in the 
production process

Usually Buy 23%

Do you prefer to buy or lease
your business equipment?

What is the most important advantage of
buying business equipment over leasing it?

36%

29%

23%

5.4%

4.4%

Usually Lease 6%
Always Lease 5.5%

Did Not Answer
2.8%

Did Not Answer

Puts Asset on Books

Own an Asset Until You
Want to Get Rid of it

Can Treat Asset
as You Wish

Cheaper Overall

Always
Buy
63%

Exhibit 11-6  
Small Business Owners 
Choose Buying over 
Leasing 

Source: Based on data from National Federation of Independent Business, “Reinvesting in the Business,” 
http://www.411sbfacts.com/files/reinvesting.pdf.
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with low prices and only add to the cost of the operation, making it more difficult to 
keep prices down.

offiCe eQuipment
Every business office—even a home office—needs furniture, filing and storage cabinets, 
and other such items. Major manufacturers of office furniture can certainly provide the 
necessary desks, chairs, and cabinetry, but so can scores of smaller vendors. Check out 
local sources of used office furniture, which may have items for sale that are still very 
presentable but a lot less expensive. And always make your decisions with the future 
in mind. If you select furnishings that are simple, free-standing, and detachable, then, 
when your business takes off, you can easily move them all to a larger facility.

Selecting office equipment that can help a business operate efficiently can be chal-
lenging. Be sure to choose computers, multifunction printers, and telephone systems 
that reflect the latest technological advances applicable to a particular business.

A company’s major equipment needs should be identified in the location plan. This 
can ensure that the financial section of the plan will include funds for their purchase.

BUiLding iMage

All new ventures should be concerned with projecting the appropriate image to custom-
ers and the public at large. The appearance of the workplace should create a favourable 
impression about the quality of a firm’s product or service and, generally, about the way 
the business is operated. For firms that have many visitors, especially clients, the design 
of the facility should make a good impression. It is especially important for small busi-
nesses to create the impression of being a solid, professional company, and physical 
facilities can help accomplish that.

Locating the start-Up in  
the entrepreneUr’s hoMe
Rather than lease or buy a commercial site, increasing numbers of entrepreneurs are 
electing to use their basement, garage, or spare room for their business operation, cre-
ating a home-based business. According to a Statistics Canada study, in 2008 just under 
1.8 million Canadians worked from home, up from 1.4 million in 2000.10 In the past, 
a home location for a business was regarded as second-rate. But times have changed, 
and home-based entrepreneurs no longer feel embarrassed about their location. The 
home office, once viewed as a passing phase on the path to growth for many business, 
has become a viable permanent option and for many entrepreneurs, they have no plans 
to ever move out of the home.

the attraction oF hoMe-Based BUsinesses

Why do many entrepreneurs find operating a business at home so attractive? Although 
motivations vary, the main attraction of a home-based business relates to financial and 
family lifestyle considerations.

finAnCiAL ConSiderAtionS
Like most business ventures, a home-based business has an important goal—earning 
money—and locating at home helps increase profits by reducing costs. For many entre-
preneurs, this makes it possible to keep overhead expenses to a minimum, allowing them 

home-based 
business
a business that 
maintains its 
primary facility in 
the residence of its 
owner

describe the attraction 
and challenges of a 
home-based business.
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to maximize sales revenues and maintain a much better cashflow. Although monthly bills 
will be higher when running a business out of your home, the costs are considerably less 
than locating off-site, with the added bonus of being able to write off these expenses on 
your taxes.

fAmiLy LifeStyLe ConSiderAtionS
Many young entrepreneurs remain in a family business because of close family ties. 
Similarly, entrepreneurs who locate business operations in the home are frequently 
motivated by the desire to spend more time with family, sometimes even including 
them in the work. Marissa Shipman, founder and CEO of Shipman Associates, Inc., 
launched her cosmetics business from her home and has never looked back. “I love 
working from home,” she says. But she also reveals that her home has had to change 
several times to accommodate her growing business. And Shipman Associates is a 
true family affair, as Shipman’s sister, Jordana, is executive vice president with mar-
keting responsibilities. At one point, Shipman even had her father on the payroll. It 
has worked out well enough for Shipman to conclude that a home is a great place 
to start a business. “If you have something you think could work,” she says, “do it 
on a small scale and see.”11

Even couples with grown children enjoy the lifestyle afforded by a home business. 
Nancy Cole and John Perry of Schurman’s Point, near Summerside, P.E.I., left their 
hectic long-time careers to establish Periwinkle bears, handcrafted stuffed bears. The 
slow pace of painstaking craftsmanship is a far cry from Cole’s position with the Depart-
ment of Veterans Affairs and Perry’s 35-year radio broadcasting career. “It’s the control 
and freedom. Just being able to have more of a hand in our destiny and where we want 
to go is wonderful,” says Cole.12

chaLLenges oF operating a BUsiness at hoMe

Just as most businesses located at commercial sites have their problems, home-based 
businesses face special challenges attributable to their location. We will look briefly 
at three of these challenges—family and business conflicts, business image, and legal 
considerations.

fAmiLy And BuSineSS ConfLiCtS
For entrepreneurs who locate at home in order to be close to family members, busi-
ness demands can conflict with family responsibilities, so it is a good idea for owners of 
home-based businesses to establish both spatial and nonspatial boundaries between the 
business and the home. For example, the owner should set aside specific business space 
in the home and schedule definite hours for business matters. Since the owner never 
leaves the home to go to an office or place of business, he or she may find that either 
the business or the family absorbs every waking moment.

Entrepreneur Shirley Broback, a Vancouver-based mother of two, runs Laugh-
ing Belly Productions, a company that puts on baby-related trade show events. In the 
months leading up to one of her shows, it’s not unusual for Shirley to put in 12- to 
16-hour days, leaving her little time to spend with her family. The issue of work–life 
balance was not something Broback researched when planning her business, although 
she has made a concerted effort to help achieve greater balance in her family and work 
life—not answering the phone after business hours and working in the evenings after 
her kids have gone to bed.13

BK-NEL-LONGENECKER-140433-Chp11.indd   301 29/12/14   8:31 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations302

NEL

BuSineSS imAge
Maintaining an image of professionalism when working at home is a major challenge 
to home-based entrepreneurs. Allowing young children to answer the telephone, for 
example, may dispel a professional image. Likewise, a baby crying or a dog barking in 
the background during a phone call can be distracting to a client.

If clients or salespeople visit the home-based business, it is critical that a professional 
office area be maintained, however, space limitations sometimes make this difficult. 
Such was the experience of Scott Walker, owner of a family-owned firm that manufac-
tures the novelty party game Walla Balla. His office is located in the basement of his 
home. Walker recalls the day when a salesperson came to the office: “She came into the 
house and down the dark stairs to our dimly lit basement office. Throughout the entire 
meeting, I could tell she was uncomfortable about her surroundings.”14

One way to avoid such awkwardness is to rent a meeting room or boardroom at an 
executive centre or set up meetings at a nearby café or restaurant.

LegAL ConSiderAtionS
Some local laws pose a problem for home-based businesses. Zoning ordinances, or zoning 
bylaws, for example, regulate the types of enterprises permitted in various geographi-
cal areas. The intent of such laws is to protect a neighbourhood’s residential quality by 
preventing commercial signs and parking problems. Most cities now require home-based 
businesses to be licensed and restrict the kind of business and amount of traffic allowed 
for a home-based business. There is also an increasing trend to regulate home-based busi-
ness by charging fees, similar to the business taxes levied by many municipalities on busi-
nesses operating within their limits. Manufacturer’s agent Leo Kelsch of Winnipeg said he 
was forced to pay the $135 licence fee when the city found out his business phone was at 
his house. “I have no stock. I have no signage. I have no employees and I don’t deal with 
the public,” Lelsch said. “But because I have a phone, I’m liable.”15

There are also tax issues related to a home-based business. Generally, a separate 
space must be clearly devoted to business activities in order for the entrepreneur to 
claim a tax deduction. An accountant can be helpful in explaining these tax regulations.

Insurance considerations may also affect a home-based business. An entrepreneur’s 
homeowner’s policy is not likely to cover business activities, liabilities, and equipment. 
The policy should be checked with the homeowner’s agent and if the business is not 
covered, a special home-based business policy can be purchased.

e-coMMerce: Locating a start-Up on  
the WeB
What is e-commerce? What benefits does e-commerce offer the start-up? What business 
models reflect an e-commerce strategy? These are the primary questions we address in 
this section of the chapter. We hope that our discussion will help you understand both 
the opportunities and the limitations associated with today’s digital economy.

What is e-coMMerce?

What does the term e-commerce really describe? E-commerce means the buying and sell-
ing of products or services over the Internet. It is an alternative means of conducting 
business transactions that traditionally have been carried on by telephone, by mail, or 
face to face in bricks-and-mortar stores. With 93 percent of Canadians online, it is not 

zoning ordinances
local laws regulating 
land use

surprising that e-commerce continues to grow. In 2012, Canadian businesses sold nearly 
$122 billion of goods and services online, double the amount sold in 2007. However, 
there is still a lot of room for growth when you consider that only 27 percent of SMEs 
are tapping into the Canadian online market online and online sales accounted for only 
4 percent of total sales of goods and services in Canada. A Web location reshapes the 
way small firms conduct business, while also providing an alternative and/or a comple-
ment to the traditional bricks-and-mortar business.16

BeneFits oF e-coMMerce to start-Ups

Electronic commerce can benefit a start-up in a number of ways. It can allow a new ven-
ture to compete with bigger businesses on a more level playing field. Limited resources 
often restrict the ability of small firms to reach beyond local markets, however, the 
Internet expands a small company’s reach, allowing businesses the potential to gain 
access to customers almost anywhere. As well, since costs associated with e-commerce 
have evolved, the Internet is proving to be a great equalizer, giving small firms a pres-
ence comparable to that of the giants in the marketplace.

An e-commerce operation can help the start-up with early cash flow problems by com-
pressing the sales cycle—that is, reducing the time between receiving an order and convert-
ing the sale to cash. E-commerce systems can be designed to generate an order, authorize 
a credit card purchase, and contact a supplier and shipper in a matter of minutes, all with-
out human assistance. The shorter cycle translates into quicker payments from customers 
and improved cash flows to the business. In addition, e-commerce businesses often offer 
reduced overhead expenses compared to a traditional bricks and mortar location.

E-commerce also enables small firms to build on one of their greatest strengths— 
customer relationships. The Internet has brought new life and technology to bear on the old-
fashioned notion of customer service. Electronic Customer Relationship Marketing (eCRM) 
is an electronically based system that helps a company handle its customer relationships 
more effectively. At the heart of eCRM is a customer-centric data warehouse. A typical eCRM 
system allows an e-commerce firm to integrate data from websites, call centres, sales force 
reports, and other customer contact points, with the goal of building customer satisfaction 
and loyalty. E-commerce has several limitations that also need to be considered. Technical 
limitations include the cost of developing and maintaining a website, insufficient telecom-
munications bandwidth, constantly changing software, the need to integrate digital and 
nondigital sales and production information, and access limitations of dial-up, cable, and 
wireless. Nontechnical limitations include customer concern over privacy issues, the security 
and privacy of your Web operations, customers’ inability to touch products, employees’ lack 
of technical knowledge, and the challenges of dealing with global cultures and languages.17

e-commerce
the buying and 
selling of products 
or services over the 
Internet

electronic 
Customer 
relationship 
marketing (eCrm)
an electronically 
based system that 
helps a company 
handle its customer 
relationships more 
effectively

understand the 
potential benefits of 
locating a start-up on 
the internet.
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surprising that e-commerce continues to grow. In 2012, Canadian businesses sold nearly 
$122 billion of goods and services online, double the amount sold in 2007. However, 
there is still a lot of room for growth when you consider that only 27 percent of SMEs 
are tapping into the Canadian online market online and online sales accounted for only 
4 percent of total sales of goods and services in Canada. A Web location reshapes the 
way small firms conduct business, while also providing an alternative and/or a comple-
ment to the traditional bricks-and-mortar business.16

BeneFits oF e-coMMerce to start-Ups

Electronic commerce can benefit a start-up in a number of ways. It can allow a new ven-
ture to compete with bigger businesses on a more level playing field. Limited resources 
often restrict the ability of small firms to reach beyond local markets, however, the 
Internet expands a small company’s reach, allowing businesses the potential to gain 
access to customers almost anywhere. As well, since costs associated with e-commerce 
have evolved, the Internet is proving to be a great equalizer, giving small firms a pres-
ence comparable to that of the giants in the marketplace.

An e-commerce operation can help the start-up with early cash flow problems by com-
pressing the sales cycle—that is, reducing the time between receiving an order and convert-
ing the sale to cash. E-commerce systems can be designed to generate an order, authorize 
a credit card purchase, and contact a supplier and shipper in a matter of minutes, all with-
out human assistance. The shorter cycle translates into quicker payments from customers 
and improved cash flows to the business. In addition, e-commerce businesses often offer 
reduced overhead expenses compared to a traditional bricks and mortar location.

E-commerce also enables small firms to build on one of their greatest strengths— 
customer relationships. The Internet has brought new life and technology to bear on the old-
fashioned notion of customer service. Electronic Customer Relationship Marketing (eCRM) 
is an electronically based system that helps a company handle its customer relationships 
more effectively. At the heart of eCRM is a customer-centric data warehouse. A typical eCRM 
system allows an e-commerce firm to integrate data from websites, call centres, sales force 
reports, and other customer contact points, with the goal of building customer satisfaction 
and loyalty. E-commerce has several limitations that also need to be considered. Technical 
limitations include the cost of developing and maintaining a website, insufficient telecom-
munications bandwidth, constantly changing software, the need to integrate digital and 
nondigital sales and production information, and access limitations of dial-up, cable, and 
wireless. Nontechnical limitations include customer concern over privacy issues, the security 
and privacy of your Web operations, customers’ inability to touch products, employees’ lack 
of technical knowledge, and the challenges of dealing with global cultures and languages.17
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urban reptile

Craig Stewart, owner of Urban Reptile in Wood-
bridge, Ontario has taken his passion and interest 
in reptiles and translated it into a full-time family 
business, selling geckos and snakes to pet stores 

and collectors worldwide. This highly specialized 
market is one that Urban Reptile has managed to 
successfully tap into, gaining a reputation for hav-
ing rare and high quality animals, with sales ranging 

ENTREPRENEURIAL ExPERIENCES

(Continued)

BK-NEL-LONGENECKER-140433-Chp11.indd   303 29/12/14   8:31 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations304

NEL

e-coMMerce BUsiness ModeLs

One of the fundamental features of an online operation is the business model upon 
which it is built. Online business firms differ in their decisions concerning which 
customers to serve, how best to become profitable, and what to include on their 
websites. Exhibit 11-7 shows some possible alternatives for e-commerce business 
models, however, the real world of e-commerce contains endless combinations of 

from $10 to $25,000. The business operates in two 
online markets; sales to retail pet stores are part of 
their B2B market, and direct sales to customers and 
collectors make up their B2C market.

What started out as a hobby has turned into a 
full-time business for Stewart and his wife Lori. The 
couple began running the business out of their 
home, The Stewarts began to explore the possi-
bilities that the Internet could provide and soon 
realized that an online retail store made the most 
sense for them, allowing them to reach custom-
ers across a much larger geographic area and at a 
reasonable cost. As the business began to increase, 
it became apparent that their basement could no 
longer provide the room they needed to expand 
their operation. Urban Reptile now operates a 
4,000 sq ft breeding facility out of two industrial 
units with the help of seven employees, however, 
the company is run completely online, capitalizing 
on the benefits of an e-commerce business model.

Stewart explains, “We’re only web-based, we 
don’t have bricks-and-mortar stores, so that’s 
enabled us to keep our costs down.” The  Internet 
and social media play a major role in gaining 

 business exposure, customers, and repeat  business 
in this very unique market. Urban Reptile has 
no plans to change to a bricks-and-mortar retail 
model, as the Internet has proven to be a major 
competitive advantage to the company and if 
 Stewart gets his wish, Urban Reptile will become 
the largest player in this small specialty market.

QueStionS:

 1. How important is physical location for this 
kind of business?

 2. What advice would you give to someone 
designing an online e-commerce site?

 3. What are the biggest challenges associated 
with running an online e-commerce  
business?

Sources: Tracy Hanes, “Pet Owners Represent $6.5 Bil-
lion a Year Business Opportunity,” Special to the Globe  
and Mail, April 8, 2013, available at: http://www 
.theglobeandmail.com/report-on-business/small-business/ 
starting-out/pet-owners-represent-65-billion-a-year- 
business-opportunity/article10430341/; and http://
www.theurbanreptile.com.

Exhibit 11-7  
E-Commerce Business 
Models Business-to-Business (B2B)

Type of
Customer

Served
Business-to-Consumer (B2C)

Consumer-to-Consumer (C2C)

Content/Information-BasedDegree of
Online

Presence Transaction-Based

BK-NEL-LONGENECKER-140433-Chp11.indd   304 29/12/14   8:31 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 11 Selecting a Location and Planning the Facilities 305

NEL

business models. However, it is important to keep in mind that a poorly devised 
business model can be a major factor in business failure.

utilizing technology

e-CommerCe mythS
One of the earliest myths to arise concerning 
e-commerce is it is a strategy that is only accessible 
and useful for large businesses. However, as the 
barriers to entry into the world of online selling 
have receded, many small businesses now incorpo-
rate e-commerce into their business strategy. The 
following are some of the other myths associated 
with small business and e-commerce.

myth 1: SeLLing onLine iS eASy. While it is true 
that small businesses today have easy access to 
programs, websites, and individuals that can cre-
ate an e-commerce website, you need a lot more 
than just a well designed site to do business online. 
Small business owners must address other critical 
issues including inventory management, order 
fulfillment, shipping logistics, marketing, and cus-
tomer service in order to function successfully as 
an e-commerce business.

myth 2: e-CommerCe iS CheAp. There are some 
ways to save money in terms of your e-commerce 
operation (for example, if you are able to write 

product descriptions, take your own product pho-
tos, or deal with customer service issues directly); 
however, this depends on what resources you 
have access to and how much you are willing to 
spend to get what you want. Just as in many other 
business situations, you get what you pay for.

myth 3: An onLine Site provideS eASy ACCeSS 
to A gLoBAL mArket. It is true that the Internet 
crosses geographic borders; however, simply hav-
ing a website doesn’t mean that customers from 
all over the world will automatically flock to your 
online site. Just like any other store, an online 
store needs traffic, and in order to get it, you have 
to have a solid marketing plan in place to ensure 
visitors hear about and eventually land on your 
site. This takes time and money!

myth 4: the LoweSt priCe ALwAyS winS. Although 
there are online customers who are primarily inter-
ested in the lowest price, there are also a lot of cus-
tomers who prefer to deal with online businesses 
they trust or that provide better customer service, 
even if that means paying more for an item.

ENTREPRENEURIAL ExPERIENCES

type of CuStomerS Served
Marketing theory classifies traditional bricks-and-mortar firms as manufacturers, wholesal-
ers, or retailers, depending on the customers they serve. E-commerce businesses also are 
commonly distinguished according to customer focus. There are three major categories 
of e-commerce business models: business-to-business (B2B), business-to-consumer (B2C), 
and consumer-to-consumer (C2C). In this section, we examine some strategies used by 
e-commerce firms within these three categories.

BuSineSS-to-BuSineSS modeLS The dollar amounts generated by firms using a  
business-to-business (B2B) model (selling to business customers) are significantly 
greater than those for firms with a business-to-consumer (B2C) model (selling to 
final consumers). Because B2B success stories generally receive less publicity than 
B2C ventures do, the potential of a B2B opportunity may be overlooked, however, 
aspiring entrepreneurs should be sure to consider the B2B model.

business-to-
business (B2B) 
model
a business model 
based on selling to 
business customers 
electronically
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B2B operations are not all alike, but the most popular form of B2B strategy empha-
sizes sales transactions. By using online capabilities, a B2B firm can achieve greater effi-
ciency in its selling and buying. For example, by dealing directly with its business clients 
online, International Business Machines (IBM) is able to build its computer systems 
and related products to meet the specific needs of its customers. IBM relies heavily on 
the Internet to deliver its business solutions, but it also has an extensive sales-force and 
consulting services to deliver value to its many customers worldwide.

A unique form of B2B trade involves work outsourcing, which helps connect free-
lancers and other specialists with companies that need their services. Some of the 
better known sites include eLance.com, FreeLancerCanada.com, CanadianVirtual-
AssistantConnection (CVAC.ca), and Sologig.com. While work-outsourcing marketplaces 
help freelancers reach the clients they need to build their businesses, they can also help 
entrepreneurs locate the support services necessary to improve their own operations.

BuSineSS-to-ConSumer modeLS The business-to-consumer (B2C) model focuses on 
sales of products and services to final consumers. Online superstars like Amazon, 
Apple, and Chapters-Indigo have perfected the B2C online model, however, small- 
and medium-sized businesses are also able to successfully utilize this model. A number 
of Canadian e-commerce websites like Shopify, ShopLocket, and Shopcaster have 
sprung up to meet the needs of SMEs looking to gain a convenient and low-cost entry 
into the online marketplace.

B2C ventures are extremely diverse in the products they sell, with offerings ranging 
from clothing to pet items, computer software, toys, and groceries. The B2C model 
offers three main advantages over bricks-and-mortar retailing: convenient use, immedi-
ate transactions, and round-the-clock access to a broad array of products and services. It 
is true that for many consumers there is still reluctance to send credit card and banking 
information electronically and to purchasing a product without seeing it. However, B2C 
e-commerce businesses have many advantages, including the ability to quickly change 
merchandise mixes and prices, as well as the appearance of the “store” (the website). 
Traditional merchants located in bricks-and-mortar stores find such changes very costly 
and time consuming to do in their physical environment, however, many are opting to 
offer e-commerce options as a means of augmenting their existing retail business.

business-to-
consumer (B2C) 
model
a business model 
based on selling to 
business customers 
electronically

diy for online e-Commerce

When Tobias Lutke decided to start selling snow-
boards online he found that there were limited 
options for small business owners like himself—
either sell on eBay or some other auction site but 
have little ability to build a brand image or pay 
upwards of $50,000 for a hosted e-commerce site. So, 
like many other entrepreneurs, Lutke parlayed his 
own frustrating personal experience into an idea for 
a new kind of online business service, and launched 
Shopify.com to help businesses create independent 

e-commerce sites to sell online. Sellers have access to 
over 100 free e-commerce website templates that can 
be used to customize the look of the website to pro-
vide greater personalization. Shopify acts as the host 
site, as well as providing retailers with a dashboard 
to track sales and inventory and in-house software to 
help keep track of the e-commerce functions. Shop-
ify charges range from $29 a month with a 2 percent 
commission on all sales for small volume retailers to 
a flat fee of $179 a month for larger volume sellers.

ENTREPRENEURIAL ExPERIENCES
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ConSumer-to-ConSumer modeLS A growing number of entrepreneurs sell products and 
services over the Internet without either a website or a storefront. Auction sites that 
allow individuals and companies to list products available for sale to potential bidders 
fall under what is sometimes called the consumer-to-consumer (C2C) model.

Online auctions like eBay have become one of the real success stories on the Internet. 
You can buy or sell nearly anything on eBay—and it is incredibly easy, which is why “I got 
it on eBay” quickly become part of our collective vocabulary. The company has more than 
104 million active users around the world and sells over $2,000 in goods every second. It may 
also surprise you to know that $18 billion was sold on eBay in a recent three-month period, 
and the most expensive item sold to date was a private business jet (for $4.9 million).18

For those interested in using this format, eBay consultants abound; and for a 
fee, they will coach you on how to be a successful seller. Or you can “attend” eBay 

auction sites
web-based businesses 
offering participants 
the ability to list 
products for bidding

Ottawa-based Shopify is not the only Cana-
dian company offering small businesses an online 
e-commerce platform. Toronto-based ShopLocket 
provides an e-commerce platform to help entrepre-
neurs conduct business online as well as offering 
a host of other resources for its members includ-
ing: interviews and conversations with other entre-
preneurs, start-up and launch advice, reading lists 
and blog posts, and the ability to share their own 
entrepreneurial journey throughout their start-up  
experience. For many fledgling small business 
owners, being part of an online community with 
these kind of resources may be very appealing— 
that and the fact that the company does not take a 
commission until you sell something.

Toronto-based Shopcaster focuses on small 
retailers who have bricks-and-mortar locations, but 
are hesitant to commit time and money into devel-
oping or maintaining an online website. Shopcaster 
offers small retailers an easy to use e-commerce 
platform for online sales that can be managed 
entirely by smartphone. For example, a clothing 
boutique owner can simply take a photo of an item, 
upload it to the Shopcaster site, fill in the prod-
uct details and specifications, and then post it to 
their Shopcaster store—all in a few minutes. When 
a sale is made online, the boutique confirms the 
order, prints a shipping label, packages the item 
in a box that has been pre-delivered by Shopcaster, 
and then a delivery agent is dispatched to pick up 
the item the following business day.

Judy Sims, founder of Shopcaster believes that 
selling online is the natural progression for many 
small stores and boutiques. “It’s just the way the 
world is going. Because we gather them into a mar-

ketplace, we provide them a much larger potential 
than they would have without e-commerce, or if they 
did e-commerce on their own.” “Retailers are univer-
sally time-starved,” said Sims. “With this they can do 
it all from the palm of their hands. It’s dead simple.”

QueStionS:

 1. What kinds of businesses would benefit the 
most from online e-commerce sites men-
tioned above?

 2. What are the potential challenges associ-
ated with joining a shared online  
e-commerce platform?

Sources: Grant Buckler, “Small Businesses Offered Easy 
E-commerce Options,” ItBusinessOnline, January 31, 
2013, available at: http://www.itbusiness.ca/news/small-
businesses-offered-easy-e-commerce-options/19702; Russ 
Martin, “WordPress Partners with Toronto Startup for 
E-commerce Offering,” Marketing Magazine, March 28, 
2013, available at: http://www.marketingmag.ca/news/
marketer-news/wordpress-partners-with-toronto-startup-
for-e-commerce-offering-75368; Erin Bury, “Retailers 
Turning to Clicks-and-Bricks Strategy to Find New 
Customers,” Financial Post, April 14, 2014, available 
at: http://business.financialpost.com/2014/04/14/
retailers-turning-to-clicks-and-bricks-strategy-to-find-new-
customers/?__lsa=e25f-58e2; Sheena Lyonnaise, “Shop-
caster Helps Independent Boutiques Gain Traction  
Online,” YongeStreet Media Online March 27, 2013, avail-
able at: http://www.yongestreetmedia.ca/features/ 
innovativeboutique032713.aspx; and Lesley Ciarula 
Taylor, “Retailers Starting to Feel Heat from E-tailers: 
Report,” the Star.com, July 18, 2012, available at: http://
www.thestar.com/business/2012/07/18/retailers_
starting_to_feel_heat_from_eretailers_report.html.
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University in person or via online tutorials to learn the ins and outs of operating 
an eBay business.

Auction sites like eBay generate most of their revenue through listing fees and com-
missions. However, eBay is no longer the only show in town as new entrants like UBid 
.com, Bidz.com, Etsy.com, and Shopify.com are now competing for the same custom-
ers. To help maintain its competitive position and continue its rapid growth, eBay has 
expanded the eBay Stores side of its business, which gives sellers access to millions of 
shoppers worldwide. This option helps eBay Store sellers achieve success by providing 
powerful tools to help them build, manage, promote, and track their eBay presence. 
And they can create a listing, with full search exposure, for as little as $0.03.19 The 
company has also harnessed the power of the smartphone revolution by perfecting a 
new generation of powerful mobile-shopping technologies that have sharply increased 
sales.20 (See Exhibit 11-8 for e-commerce tips.)

degree of onLine preSenCe
A second broad way of categorizing e-commerce models relates to the firm’s intended 
level of online presence. The role of a website can range from merely offering content 
and information to enabling complex business transactions.

informAtion-BASed modeL A website built on the information-based model of e-commerce 
offers information about a business, its products, and other related matters and is typically 
just a complement to an existing bricks-and-mortar location and many small businesses 
use this model for their online operations. Your dentist or plumber may have a website 
that simply describes the services offered but probably will require a phone call to set up 
an appointment. These sites often feature a “Contact Us” link that will take the user to a 
separate web page displaying the company’s address and phone number and, in many cases, 
offer “click-through” access that allows the user to get in touch with the business via email.

consumer-to-
consumer (C2C) 
model
a business model 
usually set up 
around Internet 
auction sites that 
allow individuals 
and companies to 
list items available 
for sale to potential 
bidders

EffEctivE EcommErcE SitES 
 1. First impressions matter. Make sure your value is clear to the customer. What is it that your 

site offers that sets it apart from others? Is it variety, uniqueness, customer service, price?  
Try to communicate your unique selling proposition right from the start.

 2. Think like your customer. What are their preferences in terms of a shopping environment? 
How should products be displayed and categorized? By colour, by size, by price?

 3. Show off the merchandise. Customers appreciate well-crafted product descriptions that include 
product specifications and relevant information. In addition, high quality photos are a must: 
photos taken from multiple angles and preferably with 360-degree product views, so there is 
no question about the relative size or components of the product.

 4. Cover all the bases. By including FAQs, policies, and procedures prominently that list  
information regarding shipping, returns, defects, customer service hours and numbers, and 
estimated delivery dates, you can cut down on customer inquiries and alleviate customer  
concerns.

 5. Make it easy. You want your call-to-action buttons (for example, Buy Now, Order Here) to be 
prominently displayed, preferably on every page. A clear and concise checkout process helps 
to instill confidence and reduce abandoned shopping carts, as well.

Sources: The Small Business Authority, “Habits of Highly Effective Ecommerce Sites,” May 2, 
2011, available at: http://www.thesba.com/2011/05/02/habits-of-highly-effective-ecommerce-
sites; and Inc, “7 Tips for Effective eCommerce,” available at: http://www.inc.com/ss/7-tips-for-
effective-e-commerce#6

Exhibit 11-8  
E-Commerce tips 

information-based 
model
a business model in 
which the website 
provides information 
but not the ability to 
buy or sell products 
and services
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Content-BASed modeL The content-based model of e-commerce is a variation of the  
information-based alternative in that it also features a website that provides access to infor-
mation but not the ability to make purchases. Rather than selling products or services, a 
content-based website provides information (content) for those who visit it, usually with the 
hope of attracting a healthy stream of visitors. In most cases, this online traffic can be “mon-
etized” (turned into a source of revenue), assuming that is what the creator has in mind. For 
example, it is easy enough to have Google place ads or banners on your website; you would 
then earn money each time a visitor clicks on them (see www.google.com/adsense for details). 

the world According to etsy

For consumers looking for unique, hand-crafted 
items made by artisans and craftspeople, the world 
of Etsy provides an online business format where 
buyers and sellers can interact and conduct busi-
ness through the Internet. Like eBay, Etsy is able 
to connect small-scale sellers to buyers that are 
geographically far apart, however, there are some 
key differences in the Etsy world. The Etsy model 
incorporates a social element that allows Etsians 
(as Etsy sellers are known) to interact and learn 
from each other, as well as from the company 
itself—Etsy facilitates online bulletin boards and 
offline meetings for its sellers in major markets 
with a high “Etsian” population.

For Josh Blodans and Julia Vagelatos of Whis-
tler, B.C., owners of Love Jules Leather, Etsy pro-
vided them with the tools and the know-how to 
turn their passion for making hand-crafted leather 
goods from a hobby into a business. The couple 
chose to sell their handmade leather shoes, boots, 
and accessories on Etsy because of the site’s rep-
utation for attracting buyers who want unique, 
handmade goods and for providing a nurturing 
business model for artisans looking to harness the 
power of e-commerce as a business format. Etsy 
charges 20 cents to post an item as well as a 3.5 cent 
commission on sales, both of which are processed 
through PayPal (now a division of eBay). For Josh 
and Julia, the arrangement has been a success, 
allowing them to draw customers from across the 
globe. In fact, 90 percent of their sales are from 
outside of Canada, with fans as far away as Australia 
and Russia. Etsy now has over 800,000 sellers and 
42 million unique visitors a month and its success 
has paved the way for other similar online models 
in other industries. For example, for many local 
producers in the food industry, the most direct 

method of finding customers is to frequent local 
farmers markets. However, online marketplaces 
like FoodiePages now provide independent food 
and drink vendors a place to tell their story and 
gain exposure to “foodies” and new customers who 
want to support local producers. The FoodiePages 
website offers meat, seafood, cheeses, wine, and 
other gourmet products from more than 150 arti-
san producers across Canada. Online niche mar-
ketplaces like Etsy and FoodiePages provide small 
businesses an opportunity to harness the power of 
the Internet, at a more affordable cost.

QueStionS:

 1. What other types of industries or busi-
nesses do you think would benefit from an 
online marketplace?

 2. What are the challenges for small business 
owners who want to sell on these kinds of 
sites?

Sources: Denise Balkissoon, “Three Online Sellers That 
Reap Tidy Profits,” Special to the Globe and Mail, May 
13, 2013, available at: http://www.theglobeandmail.
com/report-on-business/small-business/sb-growth/
success-stories/three-online-sellers-that-reap-tidy-
profits/article11857289/; “Artisanal Capitalism. The 
Art and Craft Of Business,” the Economist, January 4, 
2014, available at: http://www.economist.com/news/
business/21592656-etsy-starting-show-how-maker- 
movement-can-make-money-art-and-craft-business; Erin 
Bury, “How Online Marketplaces Like Foodiepages Can 
Help Local Producers Boost Sales,” the Financial Post Online, 
March 9, 2014, available at: http://business.financialpost 
.com/2014/03/09/how-online-marketplaces-like-
foodiepages-can-help-local-producers-boost-sales/?__
lsa=e25f-58e2; http://www.shopify.ca; and http:// 
www.etsy.com.

ENTREPRENEURIAL ExPERIENCES

BK-NEL-LONGENECKER-140433-Chp11.indd   309 29/12/14   8:31 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations310

NEL

Ad revenue is usually disappointingly low, but another option is to become an online affiliate. 
Affiliate programs (sometimes called associate programs) arrange for online merchants to pay a 
commission to websites for any traffic that they send to them. For example, Amazon’s Associ-
ates Program pays referral fees of up to 10 percent on qualified sales of its products that are 
initiated through links on an affiliate’s website. As a bonus, the program is easy to use, and 
the company will show you more than a dozen options for building links and ads for Amazon 
products on your site. But this is just one example of hundreds of affiliate programs that you 
could choose to join.

trAnSACtion-BASed modeL In a transaction-based model of e-commerce, a website pro-
vides a mechanism for buying or selling products or services. The transaction-based 
model, which is at the very heart of e-commerce, calls for websites to be online stores 
where visitors go to shop, click, and buy.

Many e-commerce companies generate a lot of sales by merging the content- and trans-
action-based models into one website. BodyBuilding.com is probably the most visited body-
building and fitness website in the world. Its 25,000 pages of content, most of which plugs 
products that are sold on the site through its transaction features, attracts more than 250,000 
unique visitors each day, enough traffic to generate more than 6 million orders to date.21

But this raises a thorny ethical question: How can an online company feature con-
tent that is so closely tied to its own products? To maintain integrity in this situation, 
the company should be transparent and make sure that all claims are legitimate. After 
all, the long-term performance of the company will depend on it. According to Peter 
Nguyen, an Internet entrepreneur consultant, websites that get extraordinary results 
usually do at least one of the following three things:22 

•	 Create meaningful value in the form of valuable information, incentives, or services.
•	 Provide remarkable experiences that create entertainment that can be shared.
•	 Offer impactful solutions that help people improve themselves, their businesses, or 

their communities.

It follows that online entrepreneurs who create the most benefit for their customers 
are far more likely to succeed. Websites that make false or overstated claims are usually 
short-lived, as the news of their misdeeds spreads quickly on the Internet. As with bricks-
and-mortar operations, enduring and impactful online businesses must have integrity 
and deliver genuine value to their customers.

emerging optionS The Internet world is known for how fast it moves, and entrepre-
neurial minds are constantly finding new ways to cash in on its potential. In most cases, 
these are variations on the content-based model discussed earlier.

Bloggers produce online journals to trade comments with friends and other read-
ers, but these can also be managed as a money-making venture. Small firms have found 
blogs easy to use and thus an attractive platform from which to promote the sale of 
an overstocked item or to give an employee special recognition. But Web traffic on a 
blog can also generate substantial income from advertising and paid links. The amount 
earned is dependent on such factors as how much traffic the site generates, the trust-
worthiness of the content offered, and how relevant the ads are to those who visit. 
Another option is to create podcasts, audio, or video files that are distributed over the 
Internet and can draw a listenership of around 38 million. Comedian, former radio per-
sonality, and multimedia ranter Adam Carolla launched his podcast venture in 2009 and 
now records crude, radio-like episodes that he archives online. More than 2.8 million 
listeners tune in each month to see what he has to say, and that translates to substantial 

content-based 
model
a business model 
in which a website 
provides information 
(content) that 
attracts visitors, 
usually with the 
hope of generating 
revenue through 
advertising or by 
directing that traffic 
to other websites

transaction-based 
model
a business model 
in which the 
website provides 
a mechanism for 
buying or selling 
products or services
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1 describe the key factors in locating a bricks-and-
mortar start-up.

•	 Customer accessibility is a key factor in the location  
decision of retail and service businesses.

•	 Climate, competition, legal requirements, and the tax 
structure are types of environmental factors affecting the 
location decision.

•	 Availability of resources, such as raw materials, labour 
supply, and transportation, is important to location decisions.

•	 The entrepreneur’s personal preference is a practical 
consideration in selecting a location.

•	 An appropriate site must be available and within the 
entrepreneur’s budget.

•	 Lease terms and the negotiation process must be under-
stood prior to entering into discussions about leasing 
space for the business.

2 discuss the challenges of designing and  
equipping a physical facility.

•	 The general suitability of a building depends on the func-
tional requirements of the business, it should be neither 
too large and extravagant nor too small and restrictive.

•	 The comfort, convenience, and safety of the business’s 
employees and customers must not be overlooked.

•	 Deciding whether to purchase or lease equipment is an 
important choice many entrepreneurs face.

•	 Good layout emphasizes productivity for manufacturers 
and customer accessibility for retailers.

•	 Retailers may require merchandise display racks and 
counters, shelving, shopping carts, cash registers, and 
other equipment that facilitates selling.

•	 Fixtures and visual merchandising equipment should 
create an atmosphere appropriate for the customers in 
the retail target market.

•	 All new ventures, regardless of their function, should 
project an image that is appropriate to and supportive of 
the business and its intentions.

3 describe the attraction and challenges of a  
home-based business.

•	 Home-based businesses are started for both finan-
cial reasons and to incorporate family lifestyle 
considerations.

•	 Operating a business at home can pose challenges 
beyond family and business conflict, particularly in the 
areas of business image and legal considerations.

4 understand the potential benefits of locating  
a start-up on the internet.

•	 E-commerce offers small firms the opportunity to  
compete with bigger companies on a more level  
playing field.

•	 Internet operations can help small firms with cash flow 
problems by compressing sales cycles.

•	 E-commerce enables small firms to build stronger  
customer relationships.

•	 Business-to-business (B2B) companies generate far more 
sales than ventures following alternative models.

•	 The three main advantages of online business-to- 
consumer (B2C) firms are convenient use, immediate trans-
actions, and continuous access to products and services.

•	 Internet auction sites, like eBay, are based on the  
consumer-to-consumer (C2C) model and can help even 
the smallest of businesses access a worldwide market 
with great convenience.

•	 The role of a website can range from merely offering 
content and information to permitting the buying and 
selling of products and services online.

L o o k i n g  B A C k

profit. Carolla and other podcasters can make money by peddling ads and sponsorships, 
asking for donations, selling subscriptions, and charging for access to live events.23

Still other entrepreneurs are cashing in on the Web by exploiting the reach of You-
Tube or Pinterest to create a following that can be turned into profit. YouTube has 
organized a Partner Program that allows high-traffic content creators to display Google 
ads on their videos and earn a percentage of the revenues generated whenever a visitor 
clicks on one of those ads. Pinterest first launched its social image bookmarking web-
site in 2010 and is still trying to figure out how to make money from it. But that hasn’t 
stopped some of its more popular “pinners” from finding a way to cash in. For example, 
31-year-old designer Satsuki Shibuya has more than a million followers, exposure that has 
prompted some companies to pay her anywhere from $150 to $1,200 just for pinning 
an image of one of their products. “It’s a smart move [for the paying brands],” she says. 
“They’re already putting ads in magazines, and there are 10 times as many people look-
ing at Pinterest.”24 As these examples demonstrate, new online business concepts are 
being created all the time, and alert entrepreneurs are finding ways to cash in on them.
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discUssion qUestions

1. What are the key attributes of a good business 
location? Which of these would probably be 
most important for a retail location? Why?

2. Which resource factors might be most vital to a 
new manufacturing venture that produces resi-
dential home furniture? Why?

3. Is the hometown of the business owner likely 
to be a good location? Is it logical for an owner 
to allow personal preferences to influence a 
decision about business location? Explain your 
answers.

4. Under what conditions would it be most appro-
priate for a new firm to buy rather than lease a 
building for the business?

5. Explain the issues an entrepreneur should be 
aware of in negotiating a lease.

6. What factors should an entrepreneur evaluate 
when considering a home-based business? Be 
specific.

7. What legal issues should one consider before 
starting a home-based business?

8. When should a small manufacturer utilize  
(a) a process layout and (b) a product layout? 
Explain.

9. Discuss the conditions under which a new small 
manufacturer should buy
a. general-purpose equipment
b. special-purpose equipment

10. Define and describe B2B, B2C, and C2C busi-
nesses. What is the major thrust of each of these 
three models?

11. What are the primary features of the  
information-based, content-based, and  
transaction-based models of e-commerce? Which 
of these offers the greatest business potential? 
Explain your answers.

12. What are some of the emerging options for 
making money in an Internet-based business? 
Which of these has the greatest potential for 
profits and long-term growth?

yoU Make the caLL

sitUation 1

A husband and wife operate small department stores in 
two prairie towns with populations of about 2,000 each. 
Their clientele consists of the primarily blue-collar and 
rural populations of those two areas. After several years 
of successful operation, they have decided to open a 
third store in a town of 5,000 people. Most of the busi-
nesses in this larger town are located along a six-block 
strip—an area commonly referred to as “downtown.” 
One attractive site for the store is in the middle of the 

business district, but the rental fee for that location is 
very high. Another available building, vacated several 
years earlier by Zellers, is located on a block at one end 
of the business district. Other businesses on the same 
block include an electronics store and some service 
businesses. Two clothing stores are located in the next 
block—closer to the centre of town. The rent for the 
former Zellers store is much more reasonable than that 
for the downtown site, a three-year lease is possible, 
and a local bank is willing to loan sufficient funds to 
accomplish the necessary remodelling.

k e y  t e r m S

auction sites, p. 307
bricks-and-mortar location, p. 288
business incubator, p. 293
business-to-business (B2B) model,  

p. 305
business-to-consumer (B2C) model, 

p. 306
consumer-to-consumer (C2C) model, 

p. 308

content-based model, p. 310
e-commerce, p. 302
electronic Customer Relationship 

Marketing (eCRM), p. 303
free-flow pattern, p. 297
general-purpose equipment,  

p. 299
grid pattern, p. 297
home-based business, p. 300

information-based model,  
p. 308

process layout, p. 296
product layout, p. 296
self-service layout, p. 297
special-purpose equipment,  

p. 299
transaction-based model, p. 310
zoning ordinances, p. 302
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Question 1 Does the location in the middle of the 
business district seem to be substantially better 
than the other site?
Question 2 How might these owners evaluate the 
relative attractiveness of the two sites?
Question 3 To what extent would the department 
store benefit from having the service businesses 
and the electronics business in the same block?
Question 4 What other market or demographic 
factors, if any, should the owners consider before 
opening a store in this town?

sitUation 2

Eliza Roundtree, a single parent, wants to start an 
interior design business to help support her two 
young children. She works in the banking industry 
but has always had a desire to start a business. 
She enjoys decorating her own home and is often 
asked, “Have you ever considered doing this pro-
fessionally? You have such a good sense of colours 
and how they blend together with fabrics, furnish-
ings, and design.”

Roundtree is unsure whether she should locate 
in a commercial site or in her home, which is in 
rural Saskatchewan. She is leaning toward locating 
at home because she wants more time with her chil-
dren. However, she is concerned that the home- 
based location is too far from the closest city, which 
is where most of her potential customers live.

Initially, her services would include planning 
for mid-market residential interior design projects, 
which would involve estimating project options 
and costs and consulting with clients on colours, 
fabrics, and furnishings. Eventually, she would like 
to specialize in creating luxury interiors for owners 
of upscale homes. But she has a lot to learn before 
she will be ready for that.

Question 1 What are some potential problems that 
Roundtree will face if she locates her new busi-
ness at home?
Question 2 What do you see as the major benefits 
for Roundtree of a home-based business?
Question 3 How could Roundtree use technology 
to help operate a home-based business?

sitUation 3

A business incubator rents space to a number of 
small firms that are just beginning operations or 
are fairly new. In addition to supplying space, 
the incubator provides a receptionist, com-
puter, conference room, fax machine, and copy 
machine. In addition, it offers management 
counselling and assists new businesses in getting 
reduced advertising rates and reduced legal 
fees. One client of the incubator is a jewellery 
repair, cleaning, and remounting service that 
does work on a contract basis for pawn shops 
and jewellery stores. Another is a home health 
care company that employs a staff of nurses to 
visit the homes of elderly people who need daily 
care but who cannot afford or are not yet ready 
to go to a nursing home.

Question 1 Evaluate each of the services offered 
by the incubator in terms of its usefulness to 
these two businesses. Which of the two businesses 
seems to be a better fit for the incubator? Why?
Question 2 If rental costs for incubator space were 
similar to rental costs for space outside the incu-
bator, would the benefits of the services offered 
seem to favour location in the incubator? Why or 
why not?

experientiaL exercises

1. Search for articles online that provide rank-
ings of provinces or cities as business sites. 
What trends do you notice? Report on your 
findings.

2. Identify and evaluate a local site that is now 
vacant because of a business closure. Point 
out the strengths and weaknesses of that loca-

tion for the former business, and comment 
on the part location may have played in the 
closure.

3. Interview a small business owner concerning 
the strengths and weaknesses of that busi-
ness’s location. Prepare a brief report summa-
rizing your findings.
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4. Visit three local retail stores and observe the dif-
ferences in their layouts and flow of customer 
traffic. Prepare a report describing the various 
patterns used and explaining the advantages of 
what you consider to be the best pattern.

5. Consider a local small business that might 
benefit from adding e-commerce as a sup-

porting feature of its business strategy. 
Prepare a report on the reasons that this par-
ticular business is not involved in e-commerce 
and recommend an e-commerce strategy that 
would help to boost its performance.

case 11

prestige dance acadeMy (p. 472)

A “mompreneur” struggles with how to balance 
family and work life while growing her business.

aLternative case For chapter 11

 Case 8, iYellow Wine Club, p. 465

the BUsiness pLan: Laying the FoUndation

asking the right qUestions

As part of laying the foundation for preparing your 
own business plan, respond to the following ques-
tions regarding location.

Bricks-and-Mortar start-Up 
Location qUestions

1. How important are your personal reasons for 
choosing a location?

2. What business environment factors will  
influence your location decision?

3. What resources are most critical to your  
location decision?

4. How important is customer accessibility to 
your location decision?

5. What special resources do you need?
6. How will the formal site evaluation be  

conducted?
7. What laws and tax policies of municipal and pro-

vincial governments have been considered?
8. What is the cost of the proposed site?

physicaL FaciLity qUestions

1. What are the major considerations in 
choosing between a new and an existing 
building?

2. What is the possibility of leasing a building or 
equipment?

3. How feasible is it to locate in a business  
incubator?

4. What is the major objective of your building 
design?

5. What types of equipment do you need for 
your business?

hoMe-Based start-Up Location 
qUestions

1. Will a home-based business be a possibility for 
you?

2. What are the advantages and disadvantages of 
a home-based business?

3. Have you given consideration to family life-
style issues?

4. Will your home project the appropriate image 
for the business?

5. What zoning ordinances, if any, regulate the 
type of home-based business you want to 
start?

internet start-Up qUestions

1. What type of customers will be served by the 
Internet start-up?

2. What degree of online presence will you strive 
for?
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OperatiOns ManageMent 
and COntrOl systeMs

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Discuss the nature of the operations 
process for both products and 
services.

2 Identify ways to control inventory and 
minimize inventory costs.

3 Explain how operations management 
can contribute to product and service 
quality.

4 Discuss the importance of purchasing 
and the nature of key purchasing 
policies.

5 Discuss ways to improve productivity 
and make a firm more competitive.

ChApter 12
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row, row, row Your Boat
For over 20 years, Regatta Sport has been making custom rowing apparel for customers all over 
the world. This small company, based in St. Catharines, Ontario, and started by two former 
national rowing team members, Chris Cookson and Joe Camillo, has carved out a name for itself 
in the world of competitive rowing and dragon boat racing producing high quality customized 
water sport apparel. Regatta Sport prides itself on its efficient business operation that serves clients 
around the globe. Regatta Sport proudly provided the unisuits worn by the Canadian rowing team 
at the 2008 Beijing Olympics and in London in 2012. For Cookson and Camillo, having their 
company chosen as the preferred supplier is further validation that Regatta Sport can compete in 
the global market. However, competing in this industry means having to deal with issues that can 
sometimes pose a challenge in terms of business operations.

In the sport of rowing and dragon boat racing, teams are not always chosen until a few weeks 
before a big race, and travel is often required to attend regattas and competitions. This means that 
often delivery windows are tight, and orders must be processed quickly and effectively to ensure 
that products are shipped and received in time. The average lead time for Regatta Sport is about 
1 month—from order to production to delivery, with production taking the most time, which is why 
the company chose to keep production local, establishing a production facility in nearby Hamilton, 
Ontario. As Tracey Cookson, office manager explains, “Most of that time is needed for production. 
So when it comes to shipping, we have to rely on the fact that we can get it there within a couple 
of days.”

Regatta Sport, like many small businesses that want to expand into global markets, relies on 
an efficient supply chain and infrastructure to ensure the product is delivered on time and with no 
bottlenecks along the way, particularly when it comes to customs requirements, which often vary 
from one country to another. “We have to be compliant in all our documentation,” Ms. Cookson 
says. “It’s especially tricky in textiles, since declarations are more complicated than even food ship-
ments. Some countries require a certificate of origin for example. Others don’t.”

In order to keep on top of the documentation and paperwork, Regatta Sport has a full-time logis-
tics staffer, but also relies on carefully selected international brokers to complete a lot of the compli-
ance work. So far, the system is working; the company now has distributors in Europe, Japan, and 
Australia and has added a line of custom cycling and running apparel to the company’s offerings.

www.regattasport.com

diSCuSSion QueStionS:

1. How important do you think operations management is to a company like Regatta Sport?
2. How would potential customers of Regatta Sport assess quality?
3. What kind of strategic alliances could a company like Regatta Sport form?

Sources: Don Fraser, “Tipping the Hat to Niagara Entrepreneurs,” The St. Catharines Standard, February 8, 2013, available at:  
http://www.stcatharinesstandard.ca/2013/02/08/tipping-the-hat-to-niagara-entrepreneurs; and  

Denise Deveau, “Fast Thinking Keeps Global Businesses on Track,” Financial Post, May 2, 2011.  
Material reprinted with the express permission of: National Post, a division of Postmedia Network, Inc.
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Operations refers to the processes used to create and deliver a product or service. Oper-
ations are the heart of any business and their design and effectiveness can determine 
the success of a business and contribute significantly to a firm’s competitive advantage. 
In a manufacturing business, this process begins with the purchase of raw materials 
and includes all the steps required to create the products desired by customers. For a 
service business, operations includes the purchase of supplies as well as other tasks and 
processes involved in serving customers. 

The OperaTiOns prOcess
The operations process is necessary to get the job done—that is, to perform the work 
and create the quality expected by customers. It is central to having a sustainable, profit-
able business.

The naTure Of The OperaTiOns prOcess

Operations management involves the planning and control of a conversion process that 
includes acquiring inputs and then overseeing their transformation into outputs that 
customers want. An operations process is required whether a firm produces a tangible 
product, such as clothing or bread, or an intangible service, such as dry-cleaning or 
entertainment. The production process in clothing manufacturing, the baking pro-
cess in a bakery, the cleaning process in dry-cleaning, and the performance process in 
entertainment are all examples of an operations process. Operations processes differ 
in general for products and services, and they also differ from one type of product or 
service to another.

Despite their differences, all operations processes are similar in that they change 
inputs into outputs. Inputs may include money, raw materials, labour, equipment, infor-
mation, and energy—all of which are combined in varying proportions, depending on 
the nature of the finished product or service. Outputs are the products and/or services 
that a business provides to its customers. Thus, the operations process may be described 
as a conversion or transformation process. As Exhibit 12-1 shows, the operations process 
converts inputs of various kinds into products, such as baked goods, or services, such 
as dry-cleaning.

ManufacTuring versus service OperaTiOns

The operations of product- and service-producing firms differ in a number of ways. 
One of the most obvious differences is the intangible nature of services and that greater 
customer contact typically occurs in a service firm. In a hair salon or a fitness facility, for 
example, the customer is a participant in the operations process as well as a user of the 
service. There are other differences as well.

In general, it is easier to measure productivity in a manufacturing business than in 
a service business because a manufacturing operation produces tangible products that 
can be readily accounted for. For example, an automobile manufacturer can measure 
the number of components or vehicles produced in a day, whereas a management con-
sultant who spends time networking, meeting with clients, or conducting research may 
find it more challenging to measure daily productivity. Similarly, quality standards are 
often easier to define for a manufacturing operation and thereby, easier to observe and 
subsequently measure. Defining and measuring the quality or value of a service-based 
business, such as a management consultant or a hotel, is more of a challenge.

operations
the processes used to 
create and deliver a 
product or service

operations 
management
the planning and 
control of the 
operations process 
that includes turning 
inputs into outputs

discuss the nature of 
the operations process 
for both products and 
services.

1
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Service operations, by their very nature, have direct customer contact, which means 
that the marketing and customer service aspects of the operation often overlap the 
operations function. As a result, managing the customer relationship is often a key 
component of the service, which means the actions of employees can often influence 
the success of a service company.

Finally, a manufacturing business can often store up inventory of finished products 
to facilitate demand throughout the year. A service business, such as a salon, cannot 
store up services during slow times in order to offset demand in peak times. What a ser-
vice business can do, however, is to try and level out the demand process. For example, 
offering discounted pricing on days or times that are often slow, to encourage custom-
ers to change their appointment times, will help to smooth out demand and avoid 
overtaxing the operation.

Types Of ManufacTuring OperaTiOns

Manufacturing operations differ in the degree to which they are repetitive. Some fac-
tories produce the same product day after day and week after week. Other production 
facilities have great flexibility and often change the products they produce. There are 

Exhibit 12-1 The Operations Process 

Flour and Other Ingredients, Labour,
Ovens and Other Equipment, Facilities,

Energy, Workers and Their Skills

Handling Ingredients, Baking Products,
Storing Finished Products, Shipping

Products to Distributors

Baked Products
Satisfied Customers

Clean and Pressed Clothing
Satisfied Customers

Processes

Outputs

Inputs

Products
Example: Bakery

Services
Example: Dry Cleaner

Retail Transaction, Spot Treating, Washing,
Dry Cleaning, Pressing/Ironing

Soiled or Wrinkled Clothing, Cleaning
Chemicals, Hangers, Plastic Bags, Storefront,

Equipment, Workers and Their Skills
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three types of manufacturing operations—job shops, project manufacturing, and repeti-
tive manufacturing.

Job shops are designed for short production runs where only one or a few products 
are produced before the general-purpose machines are shifted to a different produc-
tion setup. Each job may be unique, requiring a special set of production steps to com-
plete the finished item. Machine shops are a good example of this type of operation.

Project manufacturing is used to create unique but similar products, such as site-
built homes and grandstands for sporting facilities. In some cases, these operations may 
not even seem to belong to the manufacturing family. Creative work, such as composing 
music or painting portraits, can fall into this category, as can professional work, such 
as processing tax returns or drafting specific legal documents. Because each project 
is unique, this type of operation has to be highly flexible to meet the requirements of 
the job and the demands of customers. However, because of the similarity involved, a 
company can achieve operational efficiencies by using manufacturing methods that, in 
some ways, resemble those of repetitive manufacturing, which is described next.

Firms that produce one or relatively few standardized products use repetitive 
 manufacturing, which is considered mass production as it involves long production 
runs. Repetitive manufacturing is associated with the assembly-line production of 
automobiles and other high-volume products. Highly specialized equipment can be 
employed, because it is used over and over again in manufacturing the same item.

OperaTiOns planning and scheduling

In manufacturing, production planning and scheduling procedures are designed to 
achieve the orderly, sequential flow of products through a plant at a rate that matches 
deliveries to customers. To reach this objective, it is essential to avoid production dis-
ruptions and to utilize machines and personnel efficiently. Simple, informal control 
procedures are often used in small plants. If a procedure is simple and the output small, 
a manager can keep things moving smoothly with a minimum of paperwork. Eventually, 
however, any manufacturing organization experiencing growth will have to establish 
formal procedures to ensure production efficiency.

Because service firms are so closely tied to their customers, they are limited in their 
ability to produce services and hold them in inventory for customers. An automobile 
repair shop must wait until a car arrives, and a hair salon cannot function until a cus-
tomer is available. A retail store can perform some of its services, such as transportation 
and storage, but it, too, must wait until the customer arrives to perform other services.

Part of the scheduling task for service firms relates to planning employees’ work-
ing hours. Restaurants, for example, schedule the work of servers to coincide with 
variations in customer traffic. In a similar way, retail stores increase their staff to meet 
times of peak demand. Other strategies of service firms focus on scheduling customers. 
Appointment systems are used by many automobile repair shops and hair salons, for 
example. Other firms, such as movie theatres, maintain a fixed schedule of services and 
tolerate some idle capacity. Some businesses attempt to spread out customer demand 
by offering incentives to use services at off-peak hours—examples include early-bird 
dinner specials at a restaurant and lower-price tickets for afternoon movies.

invenTOry ManageMenT and OperaTiOns
Inventory management can make the difference between success and failure for a small 
firm as inventory typically represents a major financial investment by firms, particularly 

job shops
a type of 
manufacturing 
operation in which 
short production 
runs are used to 
produce small 
quantities of unique 
items

project 
manufacturing
manufacturing 
operations used to 
create unique but 
similar products

repetitive 
manufacturing
manufacturing 
operations designed 
for long production 
runs of high-volume, 
standardized products

identify ways to 
control inventory and 
minimize inventory 
costs.

2
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for retail or small wholesale businesses. These firms often have to balance the pressure of 
wanting to have higher levels of inventory to satisfy customer demand with the desire to 
have less inventory to help preserve cash flow and maintain a healthier financial situation.

ObjecTives Of invenTOry ManageMenT

Both purchasing and inventory management share the same objective: to have the right 
goods in the right quantities at the right time and place. Achieving this general  objective 

Small retailers need to Be Smart Buyers

In the world of retailing, inventory management 
is a critical factor for success; however, many small 
retail owners do not always take the time and effort 
to ensure they have the right information needed 
to produce effective buying plans. For some, pur-
chasing inventory may be more about “gut feel” and 
less about historical data or sales forecasting, which 
can lead to poor purchase decisions and high carry-
ing costs. Carrying costs associated with retail inven-
tory include the price of financing, processing, and 
handling inventory and have been estimated to 
represent about 25 percent of the inventory value 
on hand, which can severely impact cash flow. Fur-
thermore, inventory that sits on the shelf too long 
eventually gets marked down and erodes a retailer’s 
profit margin, which again can cripple a small busi-
ness, especially one just starting out.

There are ways, however, that retailers can 
improve inventory management. A solid inventory 
buying plan can ensure that retail shelves are full, 
merchandise continues to “move” or turn over, and 
that new items can be added to draw customers in 
and ensure repeat visits. An inventory buying plan 
should be based on historical data and projections 
and the best way to collect, track, and access that 
information is using a Point of Sales (POS) system.

Paul Simmonds, owner of three footwear and 
clothing stores in Fredericton, New Brunswick, 
invested in a POS system for his retail operation, 
allowing him to organize inventory into catego-
ries used to track sales performance, inventory 
turns, and gross profit. Simmonds says the system 
provides a “road map for buying at market that is 
determined by history of the performance of the 
inventory and the vendors who provide it.”

Mark Halpern, owner of Kitchen Stuff Plus—a 
discount retailer of housewares and home décor 

items in the Greater Toronto area—also uses a POS 
system to break out sales plans by month. “We start 
off with a global view of sales and then we drill down 
to the store level and to the department level,” says 
Halpern. By forecasting the level of monthly sales, 
an inventory buying plan is developed by determin-
ing the amount of inventory needed at the end of 
each month to support the following month. Halp-
ern is quick to point out, however, that a buying 
plan “won’t tell you specifically which items to buy, 
but it does tell you how much money you have 
available to spend in order to support your sales 
plan, and how and where to spend that money at a 
very high level.” For example, his buying plan may 
allocate $200,000 for cookware so using the POS 
system he can then zero in on that category to see 
which items are selling best. In this case it might 
identify that stainless steel cookware is outselling 
nonstick, which will then give Halpern an indica-
tion of how to spend that allocation. Since inven-
tory is usually the biggest investment a retailer 
makes, the more information you have to make a 
decision, the better you’ll be at it.

QueStionS:

 1. Discuss the role that purchasing plays in 
this type of business. How can this retailer 
make better purchase decisions?

 2. What kinds of factors would be most 
critical to consider in terms of choosing 
suppliers?

Sources: Camilla Cornell, “Inventory Buying Plans,” Indepen-
dent Retailer, Fall 2010, available at: http://members.retail 
council.org/training/publications/independentretailer/ 
ir_fall2010.pdf; and http://www.kitchenstuffplus.com.

ENTREPRENEuRIAl ExPERIENCES
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requires pursuing more specific subgoals of inventory control: ensuring continuous 
operations, maximizing sales, protecting assets, and minimizing inventory investment.

Ensuring continuous operations is particularly important in manufacturing, as 
delays caused by lack of materials or parts can be costly. Furthermore, sales can be 
maximized by completing production in a timely manner and by stocking an appropri-
ate assortment of merchandise in retail stores and wholesale establishments. Protecting 
inventory against theft, shrinkage, and deterioration, and minimizing investment costs 
likewise contribute to operational efficiency and business profits.

invenTOry cOsT cOnTrOl

Maintaining inventory at an optimum level—the level that minimizes stockouts and 
eliminates excess inventory—saves money and contributes to operating profits. A tradi-
tional inventory management method is economic order quantity (EOQ), a relatively 
simple index that determines the purchase quantity of an item that minimizes total 
inventory costs. Recently, small businesses preferring a more advanced method, have 
turned to statistical inventory control, which accommodates the variability of supply and 
demand using a targeted service level. This method allows you to determine statistically 
the appropriate amount of inventory to carry, and it is easier to use than you might 
imagine. In fact, the tools required for this computation are built into many inexpen-
sive, off-the-shelf business software packages that work for small firms, such as Microsoft 
Dynamics GP or SAP Business One.

If a firm could order merchandise or raw materials and carry inventory with no 
expenses other than the cost of the items, management could be less concerned about 
what quantity to order at any given time. However, inventory costs are affected by both 
the costs of purchasing and the costs of carrying inventory—that is,

Total inventory costs = Total carrying costs + Total ordering costs

As noted earlier, carrying costs include storage costs, insurance premiums, the cost 
of money tied up in inventory, and losses due to spoilage, obsolescence, or shrinkage. 
Carrying costs increase as inventories increase in size. Ordering costs, on the other hand, 
include expenses associated with preparing and processing purchase orders, and expenses 
related to receiving and inspecting the purchased items. The cost of placing an order is a 
fixed cost; therefore, total ordering costs increase as a firm purchases smaller quantities 
more frequently. Quantity discounts, if available, favour the placement of larger orders.

The point labelled EOQ in Exhibit 12-2 is the lowest point on the total costs curve; it 
coincides with the intersection of the carrying costs and ordering costs curves. In cases 
in which sufficient information on costs is available, this point can be calculated with 
some precision.1 Even when the economic order quantity cannot be calculated with 
precision, a firm’s goal must be to minimize both ordering costs and carrying costs.

ABC inventorY AnALYSiS
Some inventory items are more valuable or more critical to a firm’s operations than 
others. Therefore, those items have a greater effect on costs and profits. As a general 
rule, managers should attend most carefully to those inventory items entailing the larg-
est investment.

One approach to inventory analysis, the ABC method, classifies inventory items into 
three categories based on dollar velocity (purchase price × annual quantity consumed). 
The purpose of the ABC method is to focus managerial attention on the most  important 

economic order 
quantity (eoQ)
an index that 
determines the 
quantity to purchase 
in order to minimize 
total inventory costs

statistical 
inventory control
a method of 
controlling inventory 
that uses a targeted 
service level, 
allowing statistical 
determination of the 
appropriate amount 
of inventory to carry

ABC method
a system of 
classifying items in 
inventory by relative 
value
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items. The number of categories could easily be expanded to four or more, if that 
seemed more appropriate for a particular firm.

Category A holds a few high-value inventory items that account for the largest per-
centage of total dollars or are otherwise critical in the production process and, there-
fore, deserve close control. They might be monitored, for example, by an inventory 
system that keeps a running record of receipts, withdrawals, and balances of each such 
item. In this way, a firm can avoid an unnecessarily heavy investment in costly inven-
tory items. Category B items are less costly but deserve moderate managerial attention 
because they still make up a significant share of the firm’s total inventory investment. 
Category C contains low-cost or noncritical items, such as paperclips in an office or nuts 
and bolts in a repair shop. The carrying costs of such items are not large enough to 
justify close control. These items might simply be checked periodically to ensure that a 
sufficient supply is available.

As can be seen in Exhibit 12-3, the highest-value inventory items are categorized as 
A, the next highest-value items are categorized as B, and the lowest-value items as C. In 
terms of inventory management, more time and attention would be paid to category 
A items, slightly less to category B, and very little to category C. Some experts suggest 
the top 20 percent of items by dollar value should be categorized as A items, the next  
30 percent as B, and the remaining items as C.

JuSt-in-time inventorY SYStem
Reducing inventory levels remains a goal of all operations managers. The just-in-time 
inventory system attempts to cut inventory carrying costs by reducing inventory to an 
absolute minimum, making or buying what is needed just as it is needed. Popularized 
in Japan as kanban, the just-in-time system has led to cost reductions there and in other 
countries. New items are received, presumably, just as the last item of that type from 
existing inventory is placed into service. Many large North American firms use some 
form of the just-in-time system for inventory management, and small businesses can also 
benefit from its use. It is important to note though that adoption of a just-in-time system 
necessitates close cooperation with suppliers. Supplier locations, production schedules, 

Exhibit 12-2 
Graphic Portrayal of 
the Economic Order 
Quantity 

EOQ Total Costs

Order Costs

Carrying Costs

Order Quantity (Units)

Cost ($)

just-in-time 
inventory system
a method of reducing 
inventory carrying 
costs by making 
or buying what is 
needed just as it is 
needed
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and transportation schedules must be carefully considered, as they all affect a firm’s 
ability to obtain materials quickly and in a predictable manner—a necessary condition 
for using a just-in-time inventory system.

The benefits of just-in-time management go beyond reducing in-house inventory 
and creating a healthier balance sheet. Quality problems become more evident, and 
sooner, which reduces waste. Storage space, insurance costs, and revolving credit are 
freed up for other purposes. The ultimate objective of this method is a smooth and 
balanced system that responds nimbly to market demand. However, the potential for 
failure is high in the just-in-time system and out-of-stock situations, which arise when 
delays or mistakes occur, may result in interrupted production or unhappy customers. 
Most firms using the just-in-time inventory system maintain some safety stock (a reserve 
amount for use in emergency) to minimize difficulties of this type. Although safety stock 
represents a compromise of the just-in-time philosophy, it protects a firm against large 
or unexpected withdrawals from inventory and delays in delivery of replacement items.

In general, just-in-time inventory works well for businesses that have predictable, 
on-going demand for inventory items and where there are backup suppliers that can 
be called upon if supply problems are encountered. Most manufacturers with assembly-
line-type manufacturing have adopted just-in-time. The most obvious example of this is 
automobile and other machinery manufacturers. Just-in-time is generally not suited to 
specialty retail outlets where retailers order seasonal products with long lead times. For 
example, ski/snowboard shops order in bulk months in advance. Special orders can be 
accommodated, but manufacturers are generally very slow in delivering them, since the 
cost of producing small or “one-off” orders is very high compared to the longer produc-
tion runs they normally have.

invenTOry recOrd-Keeping sysTeMs

The larger the business, the greater the need for record keeping, but even a very 
small business needs a system for keeping tabs on its inventory. Because manufacturers 
are concerned with three broad categories of inventory (raw materials and supplies, 

part 
number

price 
(Cost)

Annual 
demand

dollar 
volume

Cumulative 
dollar volume

inventory 
Category

S 479 $19.50 225 $4,387.50 $4,387.50 A

P 360 6.90 450 3,105.00 7,492.50 A

Q 112 4.10 420 1,722.00 9,214.50 B

S 480 1.65 500 825.00 10,039.50 B

P 361 3.10 155 480.50 10,520.00 C

Q 113 0.75 475 356.25 10,876.25 C

S 450 26.00 10 260.00 11,136.25 C

S 410 0.25 115 28.75 11,165.00 C

P 330 8.50 30 255.00 11,390.00 C

Q 108 0.78 85 66.30 11,456.30 C

Exhibit 12-3 
Example of ABC 
Inventory Method 
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 work-in-process, and finished goods), their inventory records are more complex than 
those of wholesalers and retailers. Small firms should emphasize simplicity in their con-
trol methods. Too much control is as wasteful as it is unnecessary.

In most small businesses, inventory records are computerized. A large variety of 
software programs are available for this purpose; the manager, in consultation with the 
firm’s accounting advisers, can select the software best suited for the particular business.

A physical inventory system depends on an actual count of items on hand. The 
counting is done in physical units such as pieces, litres, gallons, and boxes. By using 
this method, a firm presumably gains an accurate record of its inventory level at a given 
point in time. Some businesses have an annual shutdown to count everything—a com-
plete physical inventory. Others use cycle counting, scheduling different segments of 
the inventory for counting at different times during the year. This simplifies the inven-
torying process and makes it less of an ordeal for the business as a whole.

A perpetual inventory system provides an ongoing, current record of inventory 
items. It does not require a physical count. However, a physical count of inventory 
should be made periodically to ensure the accuracy of the system and to make adjust-
ments for factors such as theft.

OperaTiOns ManageMenT and QualiTy
Owners of successful small firms realize that quality management is serious business and 
that a strong commitment is essential for realization of quality goals. Companies that 
fail to produce quality in their operations will not have the buyers they need to stay in 
business for long.

Quality can be defined as the characteristics of a product or service that determine 
its ability to satisfy stated and implied needs. Quality has many different aspects. For 
example, a restaurant’s customers base their perceptions of its quality on the taste of 
the food, the attractiveness of the décor, the friendliness and promptness of the servers, 
the cleanliness of the silverware, the type of background music, and numerous other 
factors. The operations process establishes a level of quality as a product is produced 
or as a service is provided. Although costs and other considerations cannot be ignored, 
quality must constitute a primary focus of a firm’s operations. It is important to under-
stand that “quality” is determined by the customer, and entrepreneurs must understand 
their customers’ definition of quality.

International competition is increasingly turning on quality differences. Automo-
bile manufacturers in Canada and the united States, for example, now place greater 
emphasis on quality in their attempts to compete effectively with foreign producers. 
However, small business managers must also direct special attention to achieving supe-
rior product or service quality.

An aggressive effort by a firm to achieve superior quality is often termed total  quality 
management (TQM). Total quality management implies an all-encompassing, quality-
focused management approach that is customer driven, emphasizes organizational 
commitment, and focuses on a culture of continuous improvement. In essence, firms 
that implement TQM programs are making quality a major goal.

The cusTOMer fOcus Of QualiTy ManageMenT

A firm’s quality management efforts should begin with a focus on the customers who 
purchase its products or services. A concrete customer focus is the driving force behind 

physical inventory 
system
a method that 
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counting of items in 
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physical inventory 
at different times 
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a method for keeping 
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quality
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total quality 
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successful quality programs. Without such a focus, the quest for quality easily degener-
ates into an aimless search for some abstract, elusive ideal.

CuStomer expeCtAtionS
Quality is ultimately determined by the extent to which a product or service satisfies 
customers’ needs and expectations. Customers have expectations regarding the quality 
of both products (durability and attractiveness, for example) and services (speed and 
accuracy, for example). Customers are concerned with product quality when purchasing 
a digital camera or a loaf of bread; their primary concern is service quality when having 
an automobile repaired or their nails done. Frequently, a customer expects some com-
bination of product and service quality—when buying a laptop computer, a customer 
may be concerned with the performance of the computer, knowledge and courtesy of 
the sales associate, credit terms offered, and terms of the warranty.

Customers often have in mind specific standards that are relevant to a product or 
service. In the following comments, customers revealed their expectations regarding 
three types of service businesses:

AutomoBiLe repAir CuStomerS 

•	 Be competent. (“Fix it right the first time.”)
•	 Explain things. (“Explain why I need the suggested repairs—provide an itemized list.”)
•	 Be respectful. (“Don’t treat me like I’m stupid.”)

hoteL CuStomerS 

•	 Provide a clean room. (“Don’t have a deep-pile carpet that can’t be completely 
cleaned … You can literally see germs down there.”)

•	 Provide a secure room. (“Have good locks and a peephole on the door.”)
•	 Treat me like a guest. (“It is almost like they’re looking me over to decide whether 

they’re going to let me have a room.”)
•	 Keep your promises. (“They said the room would be ready, but it wasn’t at the 

promised time.”)

eQuipment repAir CuStomerS 

•	 Share my sense of urgency. (“Speed of response is important. One time I had to buy 
a second piece of equipment because of the huge downtime with the first piece.”)

•	 Be competent. (“Sometimes I’m quoting stuff from their instruction manuals to 
their own people, and they don’t even know what it means.”)

•	 Be prepared. (“Have all the parts ready.”)2

A genuine concern for customer needs and customer satisfaction is a powerful force 
that energizes the total quality management effort of a business. When customer satis-
faction is seen merely as a means of increasing profits, its effect on quality is negligible. 
When the customer becomes the focal point in quality efforts, however, real quality 
improvement occurs, and profits tend to grow as a result.

CuStomer FeedBACk
Attentive listening to customers’ opinions can often provide information about their 
level of satisfaction. Employees having direct contact with customers can serve as the 
eyes and ears of the business in evaluating existing quality levels and customer needs. 
unfortunately, many managers are oblivious to the often subtle feedback from custom-
ers. Preoccupied with operating details, managers may not listen to, let alone solicit, 
customers’ opinions. Employees having direct contact with customers—servers in a 
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restaurant, for example—are seldom trained or expected to obtain information about 
customers’ quality expectations.

Experts now recommend that firms make aggressive efforts to involve and empower 
customers in efforts to improve quality.3 The marketing research methods of obser-
vation, interviews, and customer surveys, as described in Chapter 6, can be used to 
investigate customers’ views regarding quality. Some businesses, for example, provide 
comment cards for their customers to use in evaluating service or product quality.

One method of comparing how a firm performs on the dimension of quality (or 
others, for that matter), is benchmarking, which is the process of identifying the best 
products, services, and practices of other businesses; carefully studying those examples; 
and using any insights gained to improve one’s own operations. A simple type of bench-
marking occurs as owner-managers eat in competitors’ restaurants or shop in competi-
tors’ stores and then use what they learn to make improvements in their own businesses.

TOOls and TechniQues Of QualiTy ManageMenT  
and cOnTrOl

Effective quality management requires the use of various tools, techniques, and proce-
dures needed to ensure high-quality products and services. Once the focus is on the 
customer and the entire organization is committed to providing top-quality products 
and services, operating methodology becomes important. Implementing a quality man-
agement program requires developing practical procedures for training employees, 
inspecting products, and measuring progress toward quality goals. We will discuss three 
important areas—employee participation, the inspection processes, and the use of sta-
tistical methods of quality control.

empLoYee pArtiCipAtion
In most organizations, employee performance is a critical quality variable. Obvi-
ously, employees who work carefully produce better-quality products than those who 
work carelessly. The admonition “Never buy a car that was produced on a Friday or a 
 Monday!” conveys the popular notion that workers lack commitment to their work and 
are especially careless prior to and immediately after a weekend away from work. The 
vital role of personnel in producing a high-quality product or service has led managers 
to seek ways to actively involve employees in quality management efforts.

Many businesses have implemented work teams and empowerment of employees 
as approaches to building employee involvement in the workplace. Japanese firms are 
particularly noted for their use of work teams. Many self-managed work teams, both in 
Japan and in Canada, monitor the quality level of their work and take any steps neces-
sary to continue operating at the proper quality level.

The quality circle is another technique that utilizes the contributions of employ-
ees in improving the quality of products and services. Originated by the Japanese, it 
is widely used by small firms around the world. A quality circle consists of a group of 
employees, usually a dozen or fewer. They meet on company time, typically about once a 
week, to identify, analyze, and solve work-related problems, particularly those involving 
product or service quality. Quality circles can tap employees’ potential to make enthu-
siastic and valuable contributions.

the inSpeCtion proCeSS
Management’s traditional method of maintaining product quality has been inspection, 
which consists of scrutinizing a part or a product to determine whether or not it is 

benchmarking
the process of 
studying the 
products, services, 
and practices of 
other firms, and 
using the insights 
gained to improve 
quality internally

quality circle
a group of employees 
who meet regularly 
to discuss quality-
related problems

inspection
an examination of a 
product to determine 
whether it meets 
quality standards
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acceptable. An inspector typically uses gauges to evaluate important quality variables. 
For effective quality control, the inspector must be honest, objective, and capable of 
resisting pressure from shop personnel to pass borderline cases.

Although the inspection process is usually discussed with reference to product qual-
ity, comparable steps can be used to evaluate service quality. Follow-up calls to customers 
of an auto repair shop, for example, might be used to measure the quality of the firm’s 
repair services. Customers can be asked whether recent repairs were performed in a 
timely and satisfactory manner.

The problem with inspection is that it occurs after the fact—that is, after faulty 
goods or inadequate services have been created or offered for sale. At that point, con-
siderable resources have already been consumed in a company’s operations, but with 
nothing of quality to show for it. This can lead to both internal costs (those related to 
repair, inspection, prevention, and training) and external costs (those related to the 
loss of reputation and repeat customers). Knowing this inspired quality guru Philip 
Crosby to declare, “Quality is free!” In other words, the savings associated with getting 
quality right more than offset the cost of a total quality management program.

Quality inspection processes are helpful, but poka-yoke (Japanese for the notion of 
designing business processes to prevent defects) is a more proactive approach that seeks 
to mistake-proof a firm’s operations. For example, a microwave oven may be designed 
so that it will not work with the door open, thereby preventing radiation leakage. Fry-
ers at many fast food restaurants now raise the product out of the hot grease using a 
timed machine, rather than relying on a vigilant employee and an audible alarm. This 
innovation prevents food waste (from over- or under-cooked foods) and removes an 
opportunity for grease-burn injuries.

sTaTisTical MeThOds Of QualiTy cOnTrOl

The use of statistical methods can often make controlling product and service quality 
easier, less expensive, and more effective. As some knowledge of quantitative methods 
is necessary to develop a quality control method using statistical analysis, a properly 
qualified employee or outside consultant must be available. The savings made possible 
by use of an efficient statistical method can often justify the consulting fees required to 
devise a sound plan.

Acceptance sampling involves taking random samples of products and measuring 
them against predetermined standards. Suppose, for example, that a small firm receives 
a shipment of 10,000 parts from a supplier. Rather than evaluate all 10,000 parts, the 
purchasing firm might check the acceptability of a small sample of parts and generalize 
about the acceptability of the entire order. The size of the sample affects the discrimi-
nating power of a sampling plan. The smaller the sample, the greater the risk of either 
accepting a defective lot or rejecting a good lot due to sampling error. A larger sample 
reduces this risk but increases the cost of inspection. A well-designed plan strikes a 
balance, simultaneously avoiding excessive inspection costs and minimizing the risk of 
accepting a bad lot or rejecting a good lot.

The use of statistical analysis makes it possible to establish tolerance limits that allow 
for inherent variation due to chance. When measurements fall outside these tolerance 
limits, however, the quality controller knows that there is a problem and must then search 
for the cause. A control chart graphically shows the limits for the process being controlled. 
As current data are entered, it is possible to tell whether a process is under control or out 
of control. Control charts may be used for either variable or attribute inspections.

poka-yoke
a proactive 
approach to quality 
management that 
seeks to mistake-
proof a firm’s 
operations

acceptance 
sampling
the use of a random, 
representative 
portion to determine 
the acceptability of 
an entire lot

control chart
a graphic illustration 
of the limits used in 
statistical process 
control
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Attributes are product or service parameters that can be counted as being either 
present or absent. A light bulb either lights or doesn’t light; similarly, a water hose 
either leaks or doesn’t leak. Variables are measured parameters that fall on a contin-
uum, such as weight or length. If a large can of cashews is to be sold as containing a 
minimum of 900 grams of nuts, an inspector may judge the product acceptable if its 
weight falls within the range of 907 to 925 grams.

Continuing improvements in computer-based technology have advanced the use of 
statistical control processes in small enterprises. In fact, many off-the-shelf enterprise 
resource planning systems (computer software that coordinates all major facets of a 
firm’s operations) for smaller businesses now include statistical quality control tools. 
Some of the systems best suited to the needs of small companies include NetSuite, Sage, 
SYSPRO, and Epicor. Selecting the package that is right for a specific venture can be a 
complex decision, which should be made with great care and the help of a knowledge-
able adviser.

inTernaTiOnal cerTificaTiOn fOr  
QualiTy ManageMenT

A firm can obtain international recognition of its quality management and environ-
mental management programs by meeting a series of standards, known as the ISO 9000 
series of standards originally developed by the International Organization for Stan-
dardization (ISO) in Geneva, Switzerland. The standards provide guidance and tools 
for companies and organizations who want to ensure that their products and services 
consistently meet customer’s requirements, and that quality is consistently improved.4

The ISO 9000 quality management standards are based on the following eight qual-
ity management principles:

1. Customer focus
2. leadership
3. Involvement of people in the organization
4. A process approach to quality management
5. A systems approach to quality management
6. Continual improvement
7. A factual approach to decision making
8. Mutually beneficial supplier relationships

The certification process requires full documentation of a firm’s quality manage-
ment procedures, as well as an audit to ensure that the firm is operating in accor-
dance with those procedures. In other words, the firm must show that it does what 
it says it does.

ISO 9000 certification is particularly valuable for small firms, because they usu-
ally lack a global image as producers of high-quality products. Buyers in other coun-
tries, especially in Europe, view this certification as an indicator of supplier reliability.  
ISO certification may be challenging to earn for some small firms as the process involves 
substantial effort and financial outlay to obtain certification, however, the payoff from 
achieving it can make it all worthwhile.

QualiTy ManageMenT in service businesses

As discussed earlier, maintaining and improving quality are no less important for service 
businesses, such as restaurants, dry-cleaners, accounting firms, and hair salons than 
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for manufacturers. In fact, many firms offer a combination of tangible products and 
intangible services, and effectively manage quality in both areas. Six factors positively 
influence customers’ perception of service quality:

1. Being on target: Set and meet the customer’s expectations. Do what was promised, 
when and where it was promised. Heighten the customer’s awareness of the  
service provider’s actions.

2. Care and concern: Be empathetic. Tune in to the customer’s situation, frame of 
mind, and needs. Be attentive and willing to help.

3. Spontaneity: Empower service providers to think and respond quickly. Allow them 
to use their discretion and bend, rather than quote, procedures.

4. Problem solving: Train and encourage service providers to be problem solvers.  
Service providers have the customer’s undivided attention when that person is 
experiencing a problem. A positive response to a problem will stick in the custom-
er’s mind. Capitalize on this opportunity to show the organization’s capabilities.

5. Follow-up: Follow-up captures customers’ attention and is often sincerely appreci-
ated. It is associated with caring and professionalism, so follow up with flair and 
create a reputation for legendary service quality.

6. Recovery: Customers experiencing problems often have low expectations for their 
resolution; thus, they are exceedingly mindful and appreciative of speedy solu-
tions. Making things right quickly is a powerful factor in creating an enduring 
image of high-quality service.5

purchasing pOlicies and pracTices
Purchasing constitutes a key part of operations management for most small busi-
nesses. Through purchasing, firms obtain materials, merchandise, equipment, and 
services to meet production and marketing goals. For example, manufacturing firms 
buy raw materials or components, merchandising firms purchase products to be sold, 
and all types of firms obtain supplies. Purchasing also contributes to profitable opera-
tions by ensuring that goods and services are delivered when needed and at the best 
possible price.

The iMpOrTance Of purchasing

The quality of a finished product depends on the quality of the raw materials used. If 
a product must be made with great precision and close tolerances, the manufacturer 
must acquire high-quality materials and component parts. Then, if a well-managed 
production process is used, excellent products will result. Similarly, the acquisition of 
high-quality merchandise makes a retailer’s sales to customers easier and reduces the 
number of necessary markdowns and merchandise returns.

Purchasing also contributes to profitable operations by ensuring that goods are 
delivered when they are needed. Failure to receive materials, parts, or equipment on 
schedule can cause costly interruptions in production operations. In a retail business, 
failure to receive merchandise on schedule may mean a loss of sales and, possibly, a 
permanent loss of customers.

Another aspect of effective purchasing is securing the best possible price. Cost sav-
ings go directly to the bottom line, so purchasing practices that seek out the best prices 
can have a major impact on the financial health of a business.

discuss the importance 
of purchasing and 
the nature of key 
purchasing policies.

4
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mAking or BuYing
Many firms face make-or-buy decisions. Such decisions are especially important for 
small manufacturing firms that have the option of making or buying component parts 
for the products they produce. A less obvious make-or-buy choice exists with respect to 
certain services—for example, purchasing janitorial or car rental services versus provid-
ing for those needs internally. Some reasons for making component parts, rather than 
buying them, follow:

•	 More complete utilization of plant capacity permits more economical production.
•	 Supplies are assured, with fewer delays caused by design changes or difficulties 

with outside suppliers.
•	 A secret design may be protected.
•	 Expenses are reduced by an amount equivalent to transportation costs and the 

outside supplier’s selling expense and profit.
•	 Closer coordination and control of the total production process may facilitate 

operations scheduling and control.
•	 Products produced may be higher quality than those available from outside 

suppliers.

Some reasons for buying component parts, rather than making them, follow: 

•	 An outside supplier’s part may be cheaper because of the supplier’s concentration 
on production of the part.

•	 Additional space, equipment, personnel skills, and working capital are 
unnecessary.

•	 less diversified managerial experience and skills are required.
•	 Greater flexibility is provided, especially in the manufacture of a seasonal item.
•	 In-plant operations can concentrate on the firm’s specialty—finished products and 

services.
•	 The risk of equipment obsolescence is transferred to outsiders.

The decision to make or buy should be based on long-run cost and profit optimi-
zation because it may be expensive to reverse. underlying cost differences need to be 
analyzed carefully, as small savings from either buying or making may greatly affect 
profit margins.

outSourCing
Buying products or services from other business firms is known as outsourcing. Although 
the preceding discussion of making or buying component parts related specifically to 
manufacturing, the concept can also be extended to services. A small company can 
often reduce costs by working with outside suppliers specializing in a particular type of 
work. For example, a business may contract with outside suppliers to provide account-
ing services, payroll services, janitorial services, equipment repair services, and so on.

For small businesses, the main reasons to outsource are usually lack of skills to 
do certain tasks, or not enough work of certain kinds to justify having an employee 
responsible for doing the activity. For most businesses, for example, services such as 
delivery services are contracted out. The costs of acquiring a vehicle through lease or 
purchase, the cost of operating and maintaining the vehicle, and the cost of a driver 
could be in excess of $2,500 per month, whereas the cost of paying a courier company 
to do the deliveries is generally substantially less. There is the additional benefit of 

outsourcing
purchasing products 
or services that are 
outside the firm’s 
area of competitive 
advantage

make-or-buy-
decision
a firm’s choice 
between producing 
and purchasing 
component parts for 
its products
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a courier service having multiple vehicles and drivers available so that pickups can 
be made as needed compared to a business’s own courier who would typically follow 
a preplanned route and is thus less able to respond to the need for an emergency 
delivery request.

Outsourcing is typically done only for noncore activities of a firm. The critical oper-
ations processes are kept firmly in control by hiring employees to do the work and 
managing the process internally. When a business outsources an activity, it loses some 
control over it. In the example above, a grumpy courier driver from an outside courier 
service may make a bad impression, which in turn reflects badly on the shipper’s busi-
ness. The business can complain to the courier company about its grumpy employee, 
but it has no ability to discipline the employee, as it could if it had its own vehicle and 
driver. Keeping internal control of key processes is also important for quality control, 
maintaining production schedules, and, in some cases, keeping costs under control. 
The decision to outsource should be made only after careful analysis of the costs and 
benefits, both monetary and qualitative. Businesses should also be very wary of losing 
the ability to be creative and innovative in certain areas of their business by giving up 
some activities.

diverSiFYing SourCeS oF SuppLY
Small firms often must decide whether it is desirable to use more than one supplier 
when purchasing a given item. The somewhat frustrating answer is, “It all depends.” For 
example, a business would rarely need more than one supplier when buying a few rolls 
of tape. However, several suppliers might be involved when a firm buys a component 
part to be used in hundreds of products.

A small firm might prefer to concentrate purchases with one supplier for any of the 
following reasons: 

•	 A particular supplier may be outstanding in its product quality.
•	 Concentrating purchases may lead to quantity discounts.
•	 Orders may be so small that it is impractical to divide them among several 

suppliers.
•	 The purchasing firm may, as a good customer, qualify for prompt treatment of 

rush orders and receive management advice, market information, and financial 
leniency in times of crisis.

•	 A small firm may be linked to a specific supplier by the very nature of its 
 business—if it is a franchisee, for example.

The following reasons favour diversifying rather than concentrating sources of 
supply: 

•	 Shopping among suppliers enables the purchasing firm to locate the best source 
in terms of price, quality, and service.

•	 A supplier, knowing that competitors are getting some of its business, may try 
to provide better prices and service in order to obtain a larger piece of the 
 purchasing pie.

•	 Diversifying supply sources for key products provides insurance against interrup-
tions caused by strikes, fires, or similar problems with sole suppliers.

Some firms compromise by following a purchasing policy of concentrating enough 
purchases with a single supplier to justify special treatment and, at the same time, diver-
sifying purchases sufficiently to maintain alternative sources of supply.
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relaTiOnships wiTh suppliers

Good relationships with suppliers are essential for firms of any size, but they are par-
ticularly important for small businesses. The small company is only one among dozens, 
hundreds, or perhaps thousands buying from that supplier. And the small company’s 
purchases are often very limited in volume and, therefore, of little concern to the sup-
plier. To implement a policy of fair play and to cultivate good relations with suppliers, a 
small business should try to observe the following purchasing practices: 

•	 Give sales representatives a prompt, courteous hearing.
•	 Avoid abrupt cancellation of orders merely to gain a temporary advantage.
•	 Avoid attempts to browbeat the supplier into special concessions and/or unusual 

discounts.
•	 Cooperate with the supplier by making suggestions for product improvement and/

or cost reduction, whenever possible.
•	 Provide courteous, reasonable explanations when rejecting bids, and make fair 

adjustments in the case of disputes.

Although price can never be completely ignored, the development of cooperative 
relationships with qualified suppliers can pay substantial dividends to many small firms. 
Small business buyers should remember that, although it takes a long time to build 
good relationships with suppliers, those relationships can be damaged by one ill-timed, 
tactless act.

Increasingly there is a trend to closer linkages between suppliers and customers. 
Some of the drivers of this are the torrid pace of business activity, the need for flex-
ibility in a time of rapid technological change, and the application of technology to the 
exchange of data between firms. In many instances the use of Electronic Data Inter-
change (EDI) has taken the place of traditional paper-based systems, and in fact many 
larger companies refuse to do business with smaller companies that cannot communi-
cate using EDI. In an EDI environment orders are placed and tracked via electronic 
communications, received by the customer and logged into the computer, which then 
approves the transfer of funds electronically from the customer to the supplier in pay-
ment. EDI eliminates the need to re-enter order and billing data, and speeds the infor-
mation exchange between companies.

Getting smaller suppliers to adopt EDI can be a problem. Quebec-based Rona stores 
adopted EDI in the mid-1990s, but by 2001 only 7 percent of the company’s 3,200 
suppliers were connected. Fortunately new inexpensive Internet-based solutions have 
become available to smaller suppliers that make EDI almost painless to adopt. Rona had 
another 1,000 suppliers on board within a year.6

develOping sTraTegic alliances

Some small firms have found it advantageous to develop strategic alliances with suppli-
ers. This form of partnering enables the buying and selling firms to work much more 
closely together than is customary in a simple contractual arrangement. The choice of 
partner can quickly determine whether the arrangement succeeds or fails, so business 
owners should choose their strategic partners wisely. A good strategic partner is often 
one that offers the right fit, is trustworthy, and has a track record of good performance.

Mitec Telecom Inc., a manufacturer of mobile wireless components, formed a stra-
tegic alliance with Covalon Technologies ltd., a medical technology developer, to help 
develop and bring to market wireless technologies and biosensors for the health care 

strategic alliance
an organizational 
relationship 
that links two 
independent business 
entities in a common 
endeavour
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industry. This strategic alliance appears to be a win-win situation for both companies. 
Covalon president and CEO Brian Pedlar explains that combining his company’s port-
folio of patents and technology with Mitec’s knowledge of wireless capabilities “has 
the potential to allow Covalon to introduce several exciting new technologies and for-
mulations to the medical and consumer marketplaces.” Jeffrey Mandel, Mitec’s presi-
dent and CEO echoes the sentiment: “We are excited to share information on how we 
can jointly develop ways to improve health care and patient experiences using wireless 
technology.”7

using infOrMaTiOn sysTeMs

In recent years, small firms have greatly improved operational efficiency by using com-
puters, new business software, and Internet links with suppliers and customers. Tedious, 
paper-based processes for tracking orders, work in process, and inventory have been 
replaced by simplified and accelerated computer-based processes.

Forrester Research has shown that accounts payable electronic invoicing and pro-
cessing can cut the cost of an invoice process by 75 percent.8 For a company that pro-
cesses thousands of invoices per month, this savings can have a substantial impact on 
costs. The software can be purchased off the shelf, so changing how things are done and 
training personnel on a new system may actually be more challenging than the instal-
lation of the new software itself. Overall, the management information systems options 
and other tech-based tools available to small companies just keep getting better, more 
powerful, and less expensive.

up in the Clouds

For many small businesses, the administrative tasks 
involved in running a business are often extremely 
time consuming and can easily take the focus off 
what may be more valuable in terms of the busi-
ness’s financial situation—generating sales and 
managing operations. For example, billing cus-
tomers can be a challenging process for many 
small businesses, with valuable time being spent 
sending out invoices, and then waiting for pay-
ments to trickle in. The same goes for other tasks 
like keeping track of accounts receivables, run-
ning payroll, balancing budgets, and paying taxes. 

Enter companies like FreshBooks, Square, and 
ZenPayroll, to name a few, who offer cloud-based 
accounting software packages that make it easier 
for business owners to take care of these critical yet 
time consuming responsibilities. In the simplest 
terms, cloud computing means storing and access-
ing data and programs over the Internet instead 
of your computer’s hard drive. Toronto-based 

 FreshBooks offers accounting software tailored 
for small business owners that is available on all 
the devices a business owner uses including their 
smartphone, tablet, desktop, or laptop. In addi-
tion to the standard accounting software report 
functions, FreshBooks also offers users time saving 
features including: being able to track time spent 
on tasks, electronic invoicing, online payment 
options for customers, and being able to automati-
cally import expenses from your bank account or 
credit card or by simply snapping a photo of the 
receipt. 

FreshBooks updates their product offerings 
every week and as Mark Mcleod, chief financial 
officer of FreshBooks, explains, “Clients are get-
ting fine-tuned, continually updated services 
with no interruptions. People are demanding an 
intuitiveness and ease of use, as they’ve become 
used to through Twitter and Facebook, and we’re 
meeting that need with intuitive and easy to use 
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cOMpeTiTive sTrengTh ThrOugh iMprOved 
prOducTiviTy
A society’s standard of living depends, to some extent, on its productivity—the efficiency 
with which inputs are transformed into outputs. Similarly, the competitive strength of a 
particular business depends on its productivity. This section discusses approaches that can 
be used by small businesses to become more competitive through improved productivity.

The iMpOrTance Of iMprOving prOducTiviTy

To remain competitive, a firm should continually try to improve its productivity. 
Improvement efforts vary greatly. Some involve major reorganizations or changes in 
technology, while others merely upgrade existing operations.

A business firm’s productivity may be expressed in the following way:

Productivity = 
Outputs Products and/or services

 Inputs  
=

 Labour + Energy + Money + Raw materials + Information

A firm improves its productivity by doing more with less—increasing outputs and/
or decreasing inputs. This can be accomplished in many different ways. For example, a 

productivity
the efficiency with 
which inputs are 
transformed into 
outputs

accounting software. The bar is going higher, not 
only in terms of continuous improvement, but also 
across multiple platforms.”

According to Jack Newton, president and 
chief executive of Clio, a Vancouver-based 
company that offers online legal practice man-
agement software, employee efficiency can be 
drastically increased as a result of switching to 
an on-demand cloud-based service. In a typi-
cal law firm, the manual processing of informa-
tion related to case management and including 
tracking time spent, is one of the most time- 
consuming activities. using a cloud-based system 
that processes and stores all of the firm’s informa-
tion together and offloads the support functions 
to service providers, employee efficiency can be 
increased dramatically as employees can focus 
on their core business. Newton refers to a study 
that showed that the average employee saved over  
8.5 hours per week using their software, a dra-
matic improvement in efficiency. 

Purchasing, installing, maintaining, and 
troubleshooting traditional software can be a sig-
nificant burden, leading smaller businesses to 
outsource IT support and larger firms to require 
expanded staffs in this area. Businesses that elect 
to use the on-demand software, subscribe to a ser-
vice, the way individuals can to services such as 

Netflix, rather than paying a one-time fee to pur-
chase the right to use an application.

For many small- and medium-sized businesses, 
this type of technology is now an affordable option 
for those wanting to focus on improved productivity.

QueStion:

 1. What other kinds of technology should 
small businesses consider to help improve 
productivity and improve their bottom line?

Sources: Eileen Zimmerman, “New Options for Small 
Businesses looking to Go Paperless,” New York Times 
Online, November 4, 2013, available at: http://boss.
blogs.nytimes.com/2013/11/04/new-options-for-small-
businesses-looking-to-go-paperless/?_r=0; Joshua Reeves, 
“The Emerging Software Ecosystem for Running Small 
Businesses,” Forbes Magazine Online, November 22, 2013, 
available at: http://www.forbes.com/sites/ciocentral/ 
2013/11/22/the-emerging-software-ecosystem-for-running-
small-businesses/; Mikal Belicove, “6 Tools Your Busi-
ness Should Invest In for 2014,” Entrepreneur Magazine, 
November 22, 2013, available at: http://www.entrepreneur. 
com/article/229414; and Rebecca Walberg, “How SaaS 
Helped One Canadian Company Discover An Extra 
Workday” Financial Post, January 21, 2014, available at: 
http://business.financialpost.com/2014/01/21/how-
saas-helped-one-canadian-company-discover-an-extra-
workday/?__lsa=e25f-58e2

discuss ways to 
improve productivity 
and make a firm 
more competitive.
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small restaurant may improve the pastry making of its chef by sending the chef to cook-
ing school, buying better ingredients, getting a better oven, or redesigning the kitchen.

Quality improvements, automation, and other improvements in operations methods 
are all routes to better productivity. Improving productivity in the labour-intensive ser-
vice sector can be more challenging, since managers may have less opportunity to take 
advantage of automation and there may be measurement problems in terms of assessing 
quality of service. However, for many types of service firms, quality control constitutes 
the most important managerial responsibility since customers’ perceptions of the qual-
ity of service can have a major impact on a businesses’ success.

Over the years, a variety of operations management practices have been adopted by 
businesses in an effort to improve productivity.

reengineering

In the early 1990s, Michael Hammer and James Champy described a method for restruc-
turing corporations to provide better service for customers. In their book, Reengineer-
ing the Corporation, Hammer and Champy defined reengineering as “the fundamental 
rethinking and radical redesign of business processes to achieve dramatic improve-
ments in critical, contemporary measures of performance, such as cost, quality, service, 
and speed.”9

Reengineering is concerned with improving the way in which a business operates, 
whether that business is large or small. Hammer and Champy concentrated their early 
analysis on large corporations such as Walmart, Taco Bell, and Bell Atlantic, which rede-
signed their rigid bureaucratic structures to become more efficient. Firms that engage 
in reengineering seek fundamental improvements by asking questions about why they 
perform certain functions the way they do. They expect to make dramatic, radical 
changes rather than minimal adjustments to traditional operating methods. Reengi-
neering involves careful analysis of the basic processes followed by a firm in creating 
goods and services for customers.

Reengineering’s emphasis on basic processes is crucial and holds the potential for 
substantial improvements in operations. like effective quality control efforts, it directs 
attention to activities that create value for the customer. Essentially, reengineering asks 
how the operations process can be better managed, even if it means eliminating tradi-
tional departmental lines and specialized job descriptions.

lean ManufacTuring

Another modern method of analyzing and improving operations for manufacturing 
and service companies is lean manufacturing, a management approach that emphasizes 
efficiency through the elimination of all forms of waste in a company’s operations. 
It gets its name because it is just that: lean. It uses less of everything compared with 
mass manufacturing: space, labour, tools, and inventory, and generally results in fewer 
defects. lean organizations apply a three-pronged approach to eliminate waste, ensure 
quality, and involve employees in designing and managing their work

The ideas at the centre of lean production certainly are not new. In fact, the seeds 
of the concept were sown more than a century ago by Henry Ford, a leading visionary 
in the automobile industry and an outspoken opponent of manufacturing inefficiency. 
later, Shoichiro Toyoda, former president of Toyota Motors, built on Ford’s concepts 
and focused on eliminating waste, in all of its many forms, from his production system. 
He defined waste as “anything other than the minimum amount of equipment,  materials, 

reengineering
a fundamental 
restructuring 
to improve the 
operations process

lean 
manufacturing
an approach that 
emphasizes efficiency 
through elimination 
of waste in a 
company’s operations
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parts, space, and workers’ time, which are absolutely essential for adding value to the 
product.”10 In other words, the goal of lean production is to use the minimum amount 
of resources necessary to achieve a total bundle of satisfaction for the customer.

The lean production mindset that has been integrated into the operations of most 
major corporations, including the Toyota Production System (TPS), makes the elimina-
tion of waste a top priority by emphasizing the following principles:11 

•	 Defects are costly because they have to be repaired or scrapped.
•	 Overproduction must be stored and may never be sold.
•	 Transportation costs can be minimized by locating close to suppliers and customers.
•	 Waiting can be wasteful because resources are idle.
•	 Inventory in excess of the minimum required is unproductive and costly.
•	 Motion, whether by product, people, or machinery, is wasted when it’s unnecessary.
•	 Processing itself is wasteful if it is not productive.

the Secret of Wasabi 

More and more farmers are turning to tech-
nology as a means of improving processes and 
increasing the productivity and profitability of 
their operations. Wasabi (most commonly rec-
ognized by North Americans as the green dol-
lop served with sushi) is a plant that is growing 
in popularity but is very challenging to grow in 
Canada—until now. 

Most of the world’s wasabi supply comes from 
the mountain regions in Japan, where this very 
fickle plant grows in abundance due to the unique 
conditions that exist there—flooded gravel stream-
beds fed by cool mountain water. However, a Cana-
dian company by the name of Pacific Coast Wasabi 
(PCW) developed a method for producing wasabi 
in greenhouses, and in doing so, has tapped into 
the growing market for this unique plant. While 
there are other countries that grow wasabi, most 
simply use the traditional method of sowing the 
plant in dirt; however, the yield is smaller, lower-
quality plants. PCW’s method artificially replicates 
the Japanese growing conditions, and in doing so, 
provides a better quality product to more discrimi-
nating buyers. 

Blake Anderson of Nanoose, B.C., entered into 
an arrangement to grow wasabi greenhouse crops 
for PCW using their unique methods, but he was 
able to develop a further improvement on the pro-
cess. By adding a computer-controlled sprinkler 

system he is able to decrease the  typical two-year 
growing time by 38 percent, which translates into 
a major boost to productivity and profitability. His 
innovation has led to increased interest in wasabi 
growing operations, with plans to increase from 
three to 60 greenhouses on his 34 acre property. 
With wasabi supply in short supply in Japan due 
to the country’s increasing population, growing 
interest in Asian cuisine around the world, and 
lower yields due to the aftermath of the Fukushima 
nuclear disaster, the path is clear for growers like 
PCW to capitalize on the market for this plant. 
And it is not just the food and restaurant indus-
try that is interested in wasabi. Medical research-
ers in the pharmaceutical industry have been keen 
to explore the anti-cancer and anti-inflammatory 
properties of wasabi, however, they have been hin-
dered in their efforts due to the plant’s short sup-
ply. PCW is taking this market very seriously, having 
their own scientific studies done in the hopes of 
selling wasabi as a medicinal product. 

According to Anderson, “In the biomedical mar-
kets, all projections are we can sell for double what 
we’re selling for in the culinary market.” Although 
health regulations are known to have long testing 
periods and take substantial capital investments, 
Anderson is undeterred by the long-term outlook 
and extremely confident about the future opportu-
nities that exist for this unusual plant. 

ENTREPRENEuRIAl ExPERIENCES
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reduCing or eLiminAting WASte
From a lean manufacturing perspective there are seven types of waste that can be 
reduced or eliminated to increase efficiency and thereby increase profits:

1. Stop overproduction for building inventory, and eliminate products no longer in 
demand or that are redundant to the product being produced.

2. Manage inventory to prevent holding or buying unnecessary raw materials or  
performing unnecessary work-in-progress.

3. Streamline transportation of materials to reduce or eliminate multiple handling 
or delays in handling.

4. Optimize motion and actions of personnel. For example, storing parts closer to 
where employees work will reduce the amount of time they spend retrieving parts.

5. Reduce waiting times for parts or previous stages in the manufacturing process: 
idle time is wasted time.

6. Reduce or eliminate defects. Defective units either cannot be sold or require 
rework to make them saleable. Either way, this is not a value-added activity.

7. Reduce or stop overprocessing by eliminating unnecessary steps or product  
features that customers do not value.

LeAn mAnuFACturing And the WorkForCe
Employees are generally affected in very positive ways in lean manufacturing and ser-
vice operations. Employees are involved in forming teams, training, ensuring quality, 
performing basic maintenance, and so on. They are empowered to fix quality problems 
or stop production if a major problem occurs so only quality product goes out the door. 
Employees are cross-trained to acquire new skills and be able to perform multiple jobs 
in the manufacturing process.

BeneFitS oF “Being LeAn”
Among the benefits of implementing lean principles are 

•	 Creating a culture of continuous improvement
•	 Decreasing manufacturing cycle times—the time it takes to manufacture an order
•	 Reducing waste
•	 Empowering employees
•	 Increasing profits and cash flow
•	 Increasing production capacity

QueStionS:

 1. How would you classify this type of manu-
facturing operation?

 2. What types of quality management tools 
would be most useful for this operation?

 3. What kinds of strategic alliances would 
benefit this business?

Sources: Elizabeth Hames, “B.C. Company Aims to Revolu-
tionize Wasabi Farming,” Canadian Business Online, August 
20, 2013, available at: http://www.canadianbusiness 

.com/companies-and-industries/b-c-s-spicy-new-cash-
crop-wasabi/; Tristin Hopper, “Wasabi Empire: B.C. 
Growers Backed by Top-Secret Technology Chal-
lenge Japanese Domination of World Market,” The  
National Post, September 13, 2013, available at: http://
news.nationalpost.com/2013/09/13/b-c-farmers-may-
help-solve-wasabi-shortage-with-top-secret-way-to-grow- 
japanese-quality-horseradish-abroad/; and Robert 
Barron, “North America’s First Wasabi Operation Takes 
Root North of Nanaimo,” The Vancouver Sun, November 
20, 2012, available at: http://www.vancouversun.com/
business/North+America+first+wasabi+operation+takes+
root+north+Nanaimo/7581107/story.html
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•	 Increasing customer satisfaction
•	 Reducing costs12

Going a step beyond lean production, synchronous management views the assets and 
activities of an organization as interdependent and suggests that they be managed in a way 
that optimizes the performance of the entire company. This approach presumes that the 
goal of the organization, and the definition of performance that flows from it, is known 
and influences all decision making. It requires an understanding of how a shift in one area 
of operations can affect the rest of the organization—that is, it provides insight regarding 
interrelationships between assets, changes in activities, and achievement of the firm’s goals.

An approach that recognizes the interdependence of assets and activities and man-
ages them to optimize the entire firm’s performance.

Although these ideas are not original, they are finally being understood and imple-
mented, in many cases for the first time. Henry Ford concluded early on that the key 
to manufacturing efficiency lies in a synchronized flow of materials and products into, 
through, and out of the plant in concert with market demand. Stated another way, com-
panies that understand crucial interactions between their assets and activities are likely 
to produce the greatest profits.

Identifying bottlenecks is imperative to making synchronous management work. A 
bottleneck is any point in an operations system where limited capacity reduces the pro-
duction capability of an entire chain of activities so that it cannot satisfy market demand 
for products or services. For example, a bottleneck can be created by a machine that 
cannot operate fast enough to keep up with the rest of the equipment on an assembly 
line. In a more complex production system, it is possible to have more than one bottle-
neck (i.e., more than one resource whose capacity is lower than the market demand for 
what is being produced). In this case, the most restrictive of the bottlenecks is called 
a constraint. Since the constraint determines the capacity of the entire system, it is 
imperative to synchronize all other organizational activities with it.

Finding the bottlenecks in an organization can be a challenging exercise. But once 
a constraint is found, what can be done to address it? The three basic options shown in 
Exhibit 12-4 provide common ways to deal with bottlenecks and constraints.

Any loss of throughput at a bottleneck or constraint translates to lower produc-
tion for the entire line or organization. It follows that these points in an operations 
system deserve special attention, for the sake of the company and its performance. For 
resources that do not contribute to a bottleneck or constraint in a production line or 
service firm, it is far less important to make investments to improve their functioning 
and increase their efficiency.

synchronous 
management
an approach that 
recognizes the 
interdependence of 
assets and activities 
and manages 
them to optimize 
the entire firm’s 
performance

bottleneck
any point in the 
operations process 
where limited 
capacity reduces the 
production capability 
of an entire chain of 
activities

constraint
the most restrictive 
of bottlenecks, 
determining the 
capacity of the entire 
system

Add 
Capacity

•	 Expand	resources.
•	 Subdivide	the	work.
•	 Outsource	production	to	a	company	with	more	capacity.

Increase 
Efficiency

•	 Arrange	schedules	so	that	the	resources	take	no	breaks	(e.g.,	have	employees	take	
breaks	during	setup,	teardown,	or	maintenance	activities).

•	 Schedule	 maintenance	 on	 nights,	 weekends,	 and	 holidays	 rather	 than	 during	
productive	time.

•	 Increase	productivity	through	employee	training,	upgraded	tools,	or	automation.

Filter 
Production

•	 Inspect	quality	prior	to	a	constraint.
•	 Allow	only	work	 that	achieves	 firm	goals	and	contributes	 to	performance	(i.e.,	a	
finished	goods	inventory	would	be	unnecessary).

Exhibit 12-4 
Avoiding Bottlenecks 
and Constraints 
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1  discuss the nature and importance of the opera-
tions process for both products and services.

•	 The term operations refers to the processes used to 
create	and	deliver	a	product	or	service,	which	can	be	
used to compete for customers.

•	 To	be	successful,	a	company’s	operations	must	involve	
all	of	the	activities	required	to	create	value	for	customers	
and earn their dollars.

•	 Service	and	manufacturing	operations	typically	differ	in	
the	extent	of	their	contact	with	customers	and	the	level	of	
difficulty	in	establishing	quality	standards.

•	 The	three	types	of	manufacturing	operations	are	job	shops,	
project	manufacturing,	and	repetitive	manufacturing.

•	 Operations	management	involves	planning	and	scheduling	
activities	that	transform	inputs	into	products	or	services.

2 identify ways to control inventory and minimize 
inventory costs.

•	 Inventory	management	can	help	an	entrepreneur	under-
stand	the	vital	balance	between	two	competing	pressures	
in	the	business—increasing	inventory	to	satisfy	customer	
demand	and	reducing	inventory	to	maintain	a	healthy	
balance	sheet.

•	 The	reasons	for	carrying	inventory	include	the	following:	
to	meet	customer	demand,	to	be	less	dependent	on	a	
supplier,	to	protect	against	stockouts,	to	benefit	from	
quantity-based	discounts,	and	to	protect	against	price	
increases.

•	 One	method	of	determining	ideal	inventory	levels	is	
economic	order	quantity,	an	index	that	determines	the	
purchase quantity of an item that will minimize total 
inventory	costs.

•	 The	ABC	method	classifies	items	into	three	categories	
based	on	dollar	velocity.

•	 Just-in-time	inventory	systems	are	designed	to	cut	inven-
tory	carrying	costs	by	making	or	buying	what	is	needed	
just as it is needed.

•	 Types	of	inventory	record-keeping	systems	are	physical	
inventory	systems,	perpetual	inventory	systems,	and	two-
bin	inventory	systems.

3 explain how operations management can con-
tribute to product and service quality.

•	 Quality	can	be	defined	as	the	characteristics	of	a	
product	or	service	that	determine	its	ability	to	satisfy	cus-
tomers’	stated	and	implied	needs.

•	 Total	quality	management	is	an	all-encompassing,	
quality-focused management approach that is customer 
driven,	emphasizes	organizational	commitment,	and	
focuses	on	a	culture	of	continuous	improvement.

•	 A	firm’s	quality	management	efforts	should	begin	with	
a	focus	on	meeting	the	expectations	of	customers	who	
purchase	its	products	or	services.

•	 Paying	careful	attention	to	the	details	of	a	firm’s	opera-
tions	and	correcting	any	weaknesses,	as	well	as	listening	
to	customer	feedback,	helps	ensure	that	customers	get	
the	quality	they	expect.

•	 An	important	element	in	effective	quality	management	
consists	of	the	various	tools,	techniques,	and	procedures	
needed	to	ensure	high-quality	products	and	services.

•	 Product	quality	can	be	maintained	by	inspection	or	by	
using the poka-yoke	approach,	which	seeks	to	mistake-
proof	a	firm’s	operations.

•	 Acceptance	sampling	is	one	statistical	method	of	quality	
control.

•	 ISO	9000	certification	requires	full	documentation	of	a	
firm’s	quality	management	procedures	and	is	particularly	
valuable	for	small	firms.

•	 Though	it	is	easier	to	measure	the	quality	of	products,	
effective	methods	for	measuring	the	quality	of	services	
can	also	be	devised.

4 discuss the importance of purchasing and the 
nature of key purchasing policies.

•	 The quality of a finished product depends on the quality 
of the raw materials used.

•	 Purchasing	contributes	to	profitable	operations	by	
ensuring	that	goods	are	delivered	when	they	are	
needed.

•	 Purchasing	practices	that	seek	out	the	best	prices	
can	have	a	major	impact	on	the	financial	health	of	a	
business.

•	 The	decision	to	make	or	buy	should	be	based	on	long-
run	cost	and	profit	optimization	because	it	may	be	
expensive	to	reverse.

•	 Firms	can	sometimes	save	money	by	outsourcing	to	sup-
pliers specializing in a particular type of work.

•	 Diversifying	purchases	from	suppliers	can	help	a	small	
business	maintain	alternative	sources	of	supply.

•	 Critical	factors	in	assessing	supplier	performance	are	
reliability,	responsiveness,	agility,	costs,	and	assets.

•	 Good relationships with suppliers are essential for small 
businesses.

•	 Developing	strategic	alliances,	forecasting	supply	needs,	
and using information systems are other purchasing poli-
cies	used	by	small	companies.

5 discuss ways to improve productivity and make 
a firm more competitive.

•	 Lean production emphasizes efficiency through the elimi-
nation	of	all	forms	of	waste	in	a	company’s	operations.

•	 Maintaining	a	very	low	amount	of	inventory	can	lead	to	
a	variety	of	benefits,	ranging	from	capital	efficiency	to	a	
smooth production process.

•	 Synchronous management suggests that the assets and 
activities	of	an	organization	are	interdependent	and	

L o o k i n g  B A C k
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should	be	managed	in	a	way	that	optimizes	the	perfor-
mance of the entire company.

•	 Understanding how a shift in one area of operations can 
affect the rest of the organization underlies synchronous 

management and is likely to produce the greatest profits. 
Bottlenecks	and	constraints	must	be	managed	carefully	
because	these	determine	the	capacity	of	the	entire	pro-
duction system.

k e Y  t e r m S

ABC	method,	p.	322
acceptance	sampling,	p.	328
attributes,	p.	329
benchmarking,	p.	327
bottleneck,	p.	339
constraint,	p.	339
control	cycle,	p.	328
cycle	counting,	p.	325
economic	order	quantity	(EOQ),	 

p. 322
inspection,	p.	327

ISO	9000,	p.	329
job	shops,	p.	320
just-in-time	inventory	system,	p.	323
lean	manufacturing,	p.	336
make-or-buy	decision,	p.	331
operations,	p.	318
operations	management,	p.	318
outsourcing,	p.	331
perpetual	inventory	system,	p.	325
physical	inventory	system,	p.	325
poka-yoke,	p.	328

productivity,	p.	335
project	manufacturing,	p.	320
quality,	p.	325
quality	circle,	p.	327
reengineering,	p.	336
repetitive	manufacturing,	p.	320
statistical	inventory	control,	p.	322
strategic	alliance,	p.	333
synchronous	management,	p.	339
total	quality	management	(TQM),	p.	325
variables,	p.	329

discussiOn QuesTiOns

1. How important is managing operations to the 
competitiveness of a small business? Why?

2. What are some distinctive features of the 
operations process in service firms?

3. Customer demand for services is generally 
not uniform during a day, week, or other 
period of time. What strategies can be used 
to better match a company’s capacity to per-
form services to customers’ demand for those 
services?

4. What are the major features of the just-in-
time inventory system? Is it applicable to 
small companies? Be prepared to defend your 
answer.

5. Why is the customer focus of quality manage-
ment so important in a small firm? What can 
be done to ensure that the quality of a small 
venture’s products or services remains high?

6. How important is effective purchasing to 
a small business? Can the owner-manager 
of a small firm safely delegate purchasing 
authority to a subordinate? Explain.

7. under what conditions should a small manu-
facturer either make component parts or buy 
them from others?

8. What are the relative merits of inspection 
approaches and poka-yoke to quality assurance 
in a small company?

9. What steps can a company take to build good 
relationships with suppliers? Can you think 
of any ethical issues that should be taken into 
account when deciding how to interact with 
suppliers?

10. Explain the meaning of the terms lean produc-
tion and synchronous management. How are these 
relevant to operations in a small company?

yOu MaKe The call

siTuaTiOn 1

Christina Poole owns two pizza restaurants in a 
city with a population of 150,000 and is studying 
her company’s operations to be sure they  
are functioning as efficiently as possible. About 

70 percent of the venture’s sales represent  
dine-in business, and 30 percent come from  
deliveries. Poole has always attempted to  
produce a good-quality product and to minimize  
the wait time of customers both on- and off- 
premises.
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Poole recently read a magazine article sug-
gesting that quality is now generally abundant and 
that quality differences between businesses are nar-
rowing. The writer advocated placing emphasis on 
saving time for customers rather than producing a 
high-quality product. Poole is contemplating the 
implications of this article for her pizza business. 
Realizing that her attention should be focused, she 
wonders whether to concentrate primary manage-
rial emphasis on delivery time.

Question 1 Is the writer of the article correct in 
believing that quality levels now are generally 
high and that quality differences among busi-
nesses are minimal?
Question 2 What are the benefits and drawbacks 
of placing the firm’s primary emphasis on mini-
mizing customer wait time?
Question 3 If you were advising Poole, what would 
you recommend?
Question 4 How would your answers to the pre-
vious questions be different if Poole sold a  
$6 pizza? What if the pizza cost $25?

siTuaTiOn 2

Derek Dilworth, owner of a small manufacturing 
firm, is trying to rectify the firm’s thin working 
capital situation by carefully managing payments 
to major suppliers. These suppliers extend credit 
for 30 days, and customers are expected to pay 
within that time period. However, the suppliers do 
not automatically refuse subsequent orders when 
a payment is a few days late. Dilworth’s strategy 
is to delay payment of most invoices for 10 to  

15 days beyond the due date. Although he is not 
meeting the “letter of the law,” he believes that the 
suppliers will go along with him rather than lose 
future sales. This practice enables Dilworth’s firm 
to operate with sufficient inventory, avoid costly 
interruptions in production, and reduce the likeli-
hood of an overdraft at the bank.

Question 1 What are the ethical implications of 
Dilworth’s payment practices?
Question 2 What impact, if any, might these prac-
tices have on the firm’s supplier relationships? 
How serious would this impact be?

siTuaTiOn 3

Tyler Smithson owns Joe on the Run, a small chain 
of three coffee shops, all of which are facing a chal-
lenge that is common to most service businesses: 
They have to deal with highly variable demand, 
with two or three very busy times each day. If a 
wait line develops, we can assume that a con-
straint exists somewhere in the product or service 
delivery. Typical workstations behind the counter 
include the barista station (where specialty drinks 
are made), the drive-thru station, and the cashier 
station. Because the goal of the company is to sat-
isfy the most customers possible (and thus increase 
profits), a constraint at one of these workstations 
must be addressed quickly. 

Question 1 What can be done to improve capacity?
Question 2 What can be done to improve efficiency?
Question 3 What could be done at a store level to 
improve the performance of the business?

experienTial exercises

1. Outline the operations process involved in 
your present educational program. Be sure to 
identify inputs, operations, and outputs.

2. Outline, in as much detail as possible, your cus-
tomary practices in studying for a specific course. 
Evaluate the methods you use, and specify 
changes that might improve your productivity.

3. using the ABC inventory analysis method, 
classify some of your personal possessions into 

three categories. Include at least two items in 
each category.

4. Interview the manager of a bookstore about 
the type of inventory control system used in 
the store. Write a report in which you explain 
the methods used to avoid buildup of exces-
sive inventory and any use made of inventory 
turnover ratios (ratios that relate the dollar 
value of inventory to the volume of sales).
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case 12

nuMi Tea (p. 474)

Numi Teas was started in 1999 by the brother and 
sister team of Ahmed and Reem Hain. Keeping it 
in the family is important at Numi. Every member 
of the “Tea’m,” as they call it, is committed to 
the company’s core value of sustainability, cre-
ativity, and quality organics. This extends to their 

 corporate customers and their producers as well. 
like their teas, every relationships is carefully cul-
tivated and maintained.

alTernaTive case fOr chapTer 12 

Case 15, D’Artagnan, p. 481
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Understanding  
Financial statements  
and Forecasting

L o o k i n g  A h e A d

After studying this chapter, you 
should be able to

1 Explain the importance of financial 
management and the role it plays in 
the success of a business.

2 Describe the purpose and content of 
an income statement

3 Describe the purpose and content of a 
balance sheet.

4 Describe the purpose and content of a 
cash flow statement.

5 Explain how financial ratios 
can evaluate a firm’s financial 
performance.

6 Describe the purpose of financial 
forecasting.

7 Describe how to determine a 
company’s asset and financing 
requirements.

8 Describe how to forecast a firm’s  
cash flows.

9 Identify the basic requirements of an 
accounting system.

ChApter 13
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i n  t h e  S p o t L i g h t

dancing Around the Finances
“Want to be a successful entrepreneur? Get comfortable with the numbers,” says Julia Deans, CEO 
of the Canadian Youth Business Foundation (CYBF).

When Meaghan Giusti decided to combine her love of dance with her desire to run her own 
business she knew that financial management would play a major role in her future success. Her 
business, Broadway Arts Centre (BAC) offers training in dance, theatre, and vocals and operates out 
of a 3,200 square foot studio space in downtown Toronto. When she developed her business plan, 
Giusti realized that the size and scope of her proposed business would mean overhead costs would 
be a major concern and financial forecasting and cash flow management would be critical in 
being able to get the business off the ground. Recognizing her own limitations in terms of financial 
knowledge, she turned to the CYBF for help.

“Before you start your business, you are just playing with the numbers and are wishful and 
hopeful. CYBF helped me to see the reality of financial management and that cash flow is the 
lifeline of a business, Without that understanding, my business would not be financially stable.”

Happily for Giusti, she was able to make the connection between success and financial know-
how, however, many entrepreneurs are not as forward thinking. An Intuit Canada survey found that 
83 percent of small business owners have only a basic (or lower) grasp of financial fundamentals, 
which is concerning when most experts will agree that financial literacy skills are extremely impor-
tant when it comes to dealing with the inevitable obstacles and challenges facing small businesses 
on their entrepreneurial journey. Having a good grasp of financial statements and the information 
that can be gleaned from them is a skill that can be invaluable to small business owners—during 
the start-up phase as financial projections are being developed and once a business is up and 
running in terms of managing cash flow and financial resources.

The Intuit study also found that although more than half of small business owners realize they 
needed to devote more time to financial management, only a small number actually go so far to 
seek out financial resources or professional help. For young entrepreneurs like Giusti, the CYBF is 
a great resource, offering perks like an interactive online business planner, weekly financial webi-
nars, financial templates to help entrepreneurs outline start-up costs, financing, and sales forecasts, 
and one-on-one mentoring. According to the CYBF, financial management is the biggest issue with 
which their mentors deal, with many young entrepreneurs conceding that financial matters are their 
weak spot.

CYBF entrepreneur in residence Dominik Loncar believes that, “The more resources you have at 
your fingertips, and the more feedback you get, the better prepared you are to run a successful busi-
ness.” Hiring an accountant or financial consultant can definitely help, however, business owners 
must understand the numbers and know enough to know when they need more help. Bottom line, 
understanding the numbers is as essential to success as having a great idea and relevant experience.

diSCuSSion QueStionS:

1. What kinds of financial information would an entrepreneur need to have in order to develop  
a financial plan for a new business?

2. What financial issues do you think would be most important for a new business?

Sources: Julia Deans, “Financial Know-how a Key to Success,” PivotMagazine, August 23, 2013, available at: http://www.pivotmagazine 
.ca/2013/08/financial-know-how-a-key-to-success/; “Secret to Success? Financial Know-How,” StartupCanadaOnline, February 26, 2013, 

available at: http://www.startupcan.ca/2013/02/26/secret-to-startup-success-financial-know-how/; The Canadian Press, “Small Business 
Success Tied to Financial Management,” CBC.ca, October 12, 2012, available at: http://www.cbc.ca/news/business/small-business- 

success-tied-to-financial-management-1.1207762; Jeff Cates, “What You Don’t Know Can Harm Your Business: New Study Finds  
Financial Literacy Skills Gap Among Small Businesses,” available at: http://visa.ca/small-business/advice-and-resources/articles/

finance/literacy-skills-gap-among-small-businesses.jsp; and http://www.futurpreneur.ca/en/press-media/cash-flow-is-the- 
lifeline-to-business-success/
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The ImporTance and role of fInancIal 
managemenT
Financial management is a key component of the general management of an organiza-
tion and plays a critical role in the financial success of a business—beginning at start-up 
and continuing on throughout the life of a business. For this reason, it is in the entre-
preneur’s best interest to have a solid understanding of financial management issues 
including: how to read and understand financial statements, how to forecast revenues 
and start-up costs, and how to evaluate financial performance.

Financial statements provide important information about a firm’s performance 
and financial resources that can be used to manage a firm’s financial performance. Key 
financial statements include: the income statement, the balance sheet, and the cash 
flow statement.

Business owners and managers must have accurate, meaningful, and timely infor-
mation if they are to make good decisions and this is particularly true when it comes 
to financial information about a firm’s operations. Some owner-managers of small 
firms sometimes believe that they have less need for financial information because 
of their personal involvement in day-to-day operations; however, they may be deceiv-
ing themselves. Rarely are small business owners expert accountants but every one of 
them should know enough about the accounting process, including developing and 
interpreting financial statements, to be able to monitor and evaluate a firm’s financial 
situation to ensure that funds are being effectively used.

For a start-up, preparing a financial forecast is a crucial element in assessing the 
attractiveness of a new business opportunity relative to the amount of investment 
required. In order to project a firm’s financial performance, pro forma financial 
statements should be prepared to estimate the projected profits, assets and financing 
requirements, and cash flows for a business.

In this chapter we will first explore the three key financial statements; income state-
ment, balance sheet, and cash flow statement and how they can be used to evaluate 
financial performance. Entrepreneurs should have solid grasp of these critical financial 
statements before attempting to prepare financial projections to aid in start-up plan-
ning and the search for financing.

The Income STaTemenT
An income statement (or profit and loss statement) indicates the amount of profits or 
losses generated by a firm over a given time period, usually monthly, quarterly, or yearly. 
In its most basic form, the income statement may be represented by the following 
equation:

Sales (revenue) − Expenses = Profits (also referred to as income or earnings)

A more complete overview of an income statement is presented in Exhibit 13-1. As 
shown in the exhibit, you begin with sales and then subtract the cost of goods sold (the 
cost of producing or acquiring products or services to be sold) from sales to compute 
the firm’s gross profits. Next, operating expenses, consisting of marketing and selling 
expenses, general and administrative expenses, and depreciation expense are deducted 
from gross profits to determine operating profits.

financial 
statements 
(accounting 
statements)
reports of a firm’s 
financial performance 
and resources, 
including an income 
statement, a balance 
sheet, and a statement 
of cash flows

income statement 
(or profit and loss 
statement)
a financial report 
showing the amount 
of profits or losses 
from a firm’s 
operations over a 
given period of time

cost of goods sold
the cost of producing 
or acquiring goods or 
services to be sold by 
a firm

gross profits
sales less the cost of 
goods sold

describe the purpose 
and content of an 
income statement.

2

explain the 
importance of 
financial management 
and the role it plays 
in the success of a 
business.

1

operating 
expenses
costs related to 
marketing and selling 
a firm’s product 
or service, general 
and administrative 
expenses, and 
depreciation
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From the firm’s operating profits, we deduct any interest expense incurred from 
borrowing money (debt) to find profits before taxes (or taxable profits)—a company’s 
taxable income. A firm’s income taxes are calculated by multiplying profits before taxes 
by the applicable tax rate. For instance, if a firm has profits before taxes of $100,000 and 
its tax rate is 28 percent, then it will owe $28,000 in taxes (0.28 × $100,000 = $28,000).

interest expense
the cost of borrowed 
money

profits before 
taxes (or taxable 
profits)
earnings after 
operating expenses 
and interest expenses 
but before taxes

Exhibit 13-1 
The Income Statement: 
An Overview Sales (revenue)

less

Cost of goods sold
(cost of producing or acquiring
product or service to be sold)

equals

equals

Operating profits
(earnings before interest and taxes)

Interest expense
(cost of borrowing money)

Profits before taxes

Income tax

Net profits

equals

Fi
n

an
ci

n
g

 A
ct

iv
it

ie
s

O
p

er
at

in
g

 A
ct

iv
it

ie
s

equals

Gross profit

less

less

less

Operating expenses
(marketing and selling, general

and administrative, and
depreciation expenses)

operating profits
earnings after 
operating expenses 
but before interest 
and taxes are paid
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The number that results when taxes are subtracted from profits before taxes rep-
resents net profits, or profits that may be reinvested in the firm or distributed to the 
owners—provided, of course, the cash is available to do so. An important note: positive 
net profits in an income statement does not necessarily mean that a firm has generated positive 
cash flows.

Exhibit 13-2 shows the 2013 income statement for Houser & Associates, Inc., an 
equipment leasing company owned by sisters Lauren and Caitlin Houser. The com-
pany had sales of $850,000 for the 12-month period ending December 31, 2013. The 
cost of goods sold was $550,000, resulting in a gross profit of $300,000. The company 
had $200,000 in operating expenses, which included marketing expenses, general and 
administrative expenses, and depreciation expense. Depreciation expense is the cost of 
a firm’s equipment and building, allocated over the asset’s useful life. For example, if 
a business paid $10,000 for a piece of equipment with a four-year life expectancy, the 
depreciation expense each year would be $2,500 ($10,000 ÷ 4 years = $2,500). So, after 
total operating expenses were subtracted, the company’s operating profits would amount 
to $100,000. To this point, we have calculated profits based only on expenses related to 
the firm’s operations—and not those affected by how the firm finances its assets.

Houser & Associates’ interest expense of $20,000 (the expense it incurred from 
borrowing money) is deducted from operating profits to arrive at the company’s profits 
before taxes, or taxable income, of $80,000. Given a 25 percent tax rate, the company 

net profits
earnings that may 
be distributed to the 
owners or reinvested 
in the company

depreciation 
expense
the cost of a firm’s 
building and 
equipment, allocated 
over the asset’s useful 
life

percentage of Sales

Sales $850,000 100%

Cost of goods sold  (550,000) −65%

Gross profits $300,000 35% Gross profit margin

Operating expenses:

Marketing expenses $90,000

General and administrative expenses 80,000

Depreciation  30,000

Total operating expenses $200,000 −24%

Operating profits $100,000 12% Operating profit margin

Interest expense   (20,000) −2%

Profits before tax $  80,000 9%

Income tax (25%)   (20,000)  −2%

Net profits $ 60,000   7% Net profit margin

Net profits $  60,000

Dividends paid   (15,000)

Addition to retained earnings $ 45,000

Exhibit 13-2 Income Statement for Houser & Associates, Inc., for the Year Ending December 31, 2013 
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paid $20,000 in income taxes ($80,000 profits before tax × 0.25 tax rate = $20,000), 
leaving net profits of $60,000.

The net profits of $60,000 are the profits that the business earned for its owners 
after paying all expenses—cost of goods sold, operating expenses, interest expense, and 
income taxes. Now the owners have to decide what to do with these profits. They can let 
the company pay them a dividend out of the profits, which represents a withdrawal of cap-
ital from the business (assuming cash is available to do so). Or, they can retain the profits 
in the business to help finance the firm’s growth. Of course, they can combine the two 
choices by taking a smaller dividend and retaining the rest of the profits in the business.

In the last column in Exhibit 13-2, we have expressed each amount in the income 
statement as a percentage of sales. Also, we show what is called profit margins—gross 
profit margins, operating profit margins, and net profit margins—which simply express a 
firm’s profits as a percentage of sales. Specifically, Houser & Associates has a gross profit 
margin of 35 percent, an operating profit margin of 12 percent and a net profit margin of 
7 percent. For every $100 of sales, the company earns $35 in gross profits, $12 in operating 
profits, and $7 in net profits. Company owners need to track these numbers very carefully.

So what did the Houser sisters, as the firm’s owners, do with their profits? As shown 
at the bottom of Exhibit 13-2, $15,000 in dividends was distributed to them; the remain-
ing $45,000 ($60,000 net profits less $15,000 in dividends) was retained by the firm—an 
amount you will see later in the balance sheet. Dividends paid to a firm’s owners, unlike 
interest expense, are not considered an expense in the income statement. Instead, they are viewed 
as a return of principal to the owners.

In summary, the income statement answers the question “How profitable is the 
business?” In providing the answer, the income statement reports financial information 
related to five broad areas of business activity:

1. Sales (revenue)
2. Cost of producing or acquiring the goods or services sold by the company
3. Operating expenses, such as marketing expenses, rent, managers’ salaries, and 

depreciation expense
4. Interest expense
5. Tax payments

A small business owner should pay close attention to the income statement to deter-
mine trends and to make comparisons with competitors and with other firms that are 
considered to provide examples of “best practices”—companies we all can learn from.

The Balance SheeT
While an income statement reports the results of business operations over a period of 
time, a balance sheet provides a snapshot of a business’s financial position at a specific 
point in time. Thus, a balance sheet captures the cumulative effects of all earlier financial 
decisions up to a specific date. It shows the assets a firm owns, the liabilities (or debt) 
outstanding or owed, and the amount the owners have invested in the business (owners’ 
equity) on that date. In its simplest form, a balance sheet follows this formula:

Total assets = Debt + Owners’ equity

That is, for every dollar of assets, there must be a dollar of financing in the form of debt 
or owner’s equity.

dividend
a distribution of a 
firm’s profits to the 
owners

profit margins
profits as a 
percentage of sales

balance sheet
a financial report 
showing a firm’s 
assets, liabilities, and 
owners’ equity at a 
specific point in time

describe the purpose 
and content of a 
balance sheet.

3
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Exhibit 13-3 illustrates the elements in the balance sheet of a typical firm. Each of 
the three main components of the balance sheet—assets, debt, and owners’ equity—is 
discussed in the following sections.

aSSeTS

Assets, shown on the left side of Exhibit 13-3, are what the company owns that has 
a monetary value. They are always grouped into three categories: (1) current assets,  
(2) fixed assets, and (3) other assets.

Current ASSetS
Current assets (working capital), which are always listed first in a balance sheet, include 
those assets that are relatively liquid—that is, assets that can be converted into cash rela-
tively quickly. Current assets primarily include cash, accounts receivable, and inventory.

1. Cash is money in the bank and every firm should have a reservoir of cash to com-
pensate for the unequal flow of funds into the business (cash receipts) and out 
of the business (cash expenditures). Cash available is determined not only by the 
volume of sales but also by the predictability of cash receipts and cash payments.

2. Accounts receivable are like a loan to customers. When a firm sells its products 
or services, customers may pay in cash or be given credit terms (a loan), such 

Exhibit 13-3 
The Balance Sheet:  
An Overview 

 Current Assets
Cash
Accounts receivable
Inventory

Assets
Debt (Liabilities) and

Owners’ Equity (Net Worth)

 Fixed Assets
Machinery and equipment
Buildings
Land

 Owners’ Equity
Sole proprietors’ net worth
 or
Partnership equity
 or
Common stockholders’
equity

equals

equals equals

plus

plus

plus

  Debt
Current (Short-Term) Debt
 Accounts payable
 Accrued expenses
 Short-term notes
Long-Term Debt
 Long-term notes
 Mortgages

  Other Assets
Long-term investments
Patents

Total Assets Total Debt and Equity

accounts 
receivable
the amount of 
credit extended 
to customers 
that is currently 
outstanding

current assets 
(working capital)
assets that can be 
converted into cash 
relatively quickly
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as being allowed 30 days to pay for purchases. Accounts receivable need to be 
monitored carefully, since they have a lot to do with the cash that will (or will not) 
come into the business.

3. Inventory includes the raw materials and the products held by a firm for sale 
in the ordinary course of business. Service companies typically have little or 
no inventory, but nearly every other company—manufacturers, wholesalers, 
retailers—does. As with accounts receivable, the business owner had better 
manage inventory carefully; otherwise, performance of the business will suffer.

As mentioned earlier, current assets are also called working capital, because these 
assets are vital in providing the needed capital for day-to-day operations. A firm cannot 
survive without adequate working capital.

Fixed ASSetS
The more permanent assets in a business are fixed assets and can include land, build-
ings, machinery, trucks, computers, and every other physical asset a company owns. 
The balance sheet lists a firm’s facilities and equipment at the original cost, when they 
were purchased. Some businesses are more capital-intensive than others—for example, 
a manufacturer is more capital-intensive than a gift store—and, therefore, it will have a 
greater amount invested in fixed assets.

Most fixed assets are also depreciable assets; that is, they wear out or become obso-
lete over time. The original cost of these assets is shown on the balance sheet when they 
are purchased. Each year, the assets are depreciated over their expected useful life.

other ASSetS
The third category of assets, other assets, includes patents, copyrights, and goodwill and 
are often considered to be intangible in nature. For a start-up company, organizational 
costs—costs incurred in organizing and promoting the business—may also be included 
in this category.

deBT and equITy

The right side of the balance sheet in Exhibit 13-3, showing debt and equity, indi-
cates how a firm is financing its assets. Financing comes from two main sources: debt 
(liabilities) and owners’ equity (net worth). Debt is money that has been borrowed 
and must be repaid at some predetermined date. Owners’ equity, on the other hand, 
represents the owners’ investment in the company—money they have personally put 
into the firm without any specific date for repayment. Owners recover their invest-
ment by withdrawing money from the firm in the form of dividends or by selling their 
ownership in the firm.

debt
Debt is financing provided by a creditor. As shown in Exhibit 13-3, it is divided into  
(1) current, or short-term, debt and (2) long-term debt. Current debt (short-term 
 liabilities) is borrowed money that must be repaid within 12 months. Sources of current 
debt may be classified as follows:

•	 Accounts payable (trade credit) represent credit extended by suppliers to a firm 
when it makes purchases (e.g., inventory). The purchasing firm is usually given  
30 or 60 days to pay for the purchases.

inventory
a firm’s raw materials 
and products held 
in anticipation of 
eventual sale

fixed assets
physical assets that 
will be used in the 
business for more 
than one year, 
such as equipment, 
buildings, and land

depreciable assets
assets whose 
value declines, or 
depreciates, over 
time

other assets
intangible assets, 
such as patents, 
copyrights, and 
goodwill

debt
financing provided 
by creditors

current debt 
(short-term 
liabilities)
borrowed money 
that must be repaid 
within 12 months

accounts payable 
(trade credit)
outstanding credit 
payable to suppliers
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•	 Accrued expenses are operating expenses that have been incurred and are owed 
but not yet paid. For example, an employee may have performed work for which 
they will not be paid until the following week or month.

•	 Short-term notes represent cash amounts borrowed from a bank or other lend-
ing source usually for 12 months or less. Short-term notes are a primary source of 
financing for most small businesses.

•	 Long-term debt is comprised of loans granted for longer than 12 months from 
banks or other financial institutions. When a firm borrows money for five years 
to buy equipment, it signs an agreement—a long-term note—promising to repay 
the loan plus interest over five years. As with short-term notes, the interest is an 

accrued expenses
operating expenses 
that have been 
incurred but not paid

short-term notes
agreements to 
repay cash amounts 
borrowed from banks 
or other lending 
sources usually within 
12 months or less

Can Cost Control Specialists help You?

Finding ways to save money has always been a key 
part of managing a business. One hundred years 
ago it was all about using people more efficiently; 
today the emphasis is on chopping unseen, often 
unnecessary, expenses. Firms that track down hid-
den costs are finding this pursuit to be very profit-
able, for themselves and for their clients. One such 
company is ERA Canada, which offers an economi-
cal and low-risk way for companies to reduce indi-
rect costs and overhead expenses.

Canadian president Ross Pinkerton says it’s 
not always easy for a company to take on the hard 
work of keeping expenses to a minimum. And 
face it, adds Pinkerton, reducing a business’s 
expenses—especially everyday general operating 
or nonstrategic costs—“isn’t exactly a sexy propo-
sition compared to, say, launching a new market-
ing campaign or brainstorming for new ways to 
grow revenues. The vast majority of companies 
and other organizations including not-for-prof-
its consistently over-spend by the equivalent of 
1 to 2 percent of their annual revenue.” Focus-
ing on “nonstrategic” costs, ERA looks at every-
thing from merchant card processing fees to 
office equipment, printing, stationery, advertis-
ing, and cleaning services, and supplies. How do 
companies lose control over spending? Senior 
management is more concerned with large-
scale expenditures, and over time the day-to-day 
spending gets out of control, particularly in cost 
categories that have high transaction volumes 
such as telecommunications, freight, courier, 
and travel. For example, the cost of  providing 

mobile devices for a company’s workforce has 
increased substantially, and many companies 
have no idea how to keep these costs down. 
Pinkerton estimates that 90 percent of organi-
zations are paying too much for wireless com-
munication costs and that savings of as much as 
40 percent are possible. However, management 
is busy and doesn’t have the time to watch the 
nonstrategic expenses, according to Pinkerton. 
By providing additional resources ERA is able to 
do the research into costs and negotiate with sup-
pliers, delivering cost savings of 15 to 20 percent 
on the areas it reviews for its clients.

ERA makes its money by taking a percentage 
of the savings, so one advantage to clients is that 
they don’t pay for the service unless the consul-
tants can actually reduce costs.

QueStionS:

 1. How important are controlling costs for a 
new start-up business?

 2. What are some strategies and tips that 
would assist new business start-ups in main-
taining a positive cash flow?

Sources: Barry Critchley, “Call in the Cost-cutters,” 
Financial Post, March 21, 2011, available at: http://
www.eracanada.com/wp-content/uploads/2011/03/ 
Financial-Post-Cost-Reduction-Article-21-March-2011 
.pdf; Zena Olijnyk, “Stretch Your Dollar,” Canadian Busi-
ness, vol. 77, no. 16 (August 29, 2004), pp. 86–87; and 
John Cooper, “Bottom Line Specialists,” CMA Manage-
ment, vol. 74, no. 4, May 2000, pp. 22–25.

ENTREPRENEuRIAL ExPERIENCES
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expense shown in the income statement and the amount of the principal is  
a liability reported on the balance sheet.

When a firm borrows money, say, for 30 years to purchase a warehouse or office 
building, the real estate usually serves as collateral for the long-term loan, which is 
called a mortgage. If the borrower is unable to repay the loan, the lender can take the 
real estate in settlement.

ownerS’ eQuitY
Owners’ equity is money that the owners invest in a business, whether it is a sole proprietor-
ship, partnership, or corporation. The amount of ownership equity in a business is equal 
to (1) the total amount of the owners’ investments in the business and (2) the cumulative 
profits (net of any losses) retained within the business from its beginning less any cash 
withdrawals or dividends paid to the owners. For corporations, shares of common stock are 
issued to the investors, which represent their ownership in the corporation. In addition to 
investing directly in a business by writing a cheque to the company, owners can invest indi-
rectly simply by leaving all or part of the firm’s profits in the business to be reinvested. The 
cumulative amount of net profits that have been retained and reinvested in a business over 
the entire life of the company—profits not paid out to the owners in dividends—is called 
retained earnings. Thus, the basic formula for owners’ equity is as follows:

Owners’ equity = Owners’ investment + Cumulative profits − Cumulative dividends paid to owners

 Earnings retained within the business

Exhibit 13-4 presents balance sheets for Houser & Associates for December 31, 2012, 
and December 31, 2013, along with dollar changes in the balance sheets for the same 
time periods. By referring to the columns representing the two balance sheets, you can 
see the financial position of the firm at the beginning and at the end of 2013.

The 2012 and 2013 year-end balance sheets for Houser & Associates show that the 
firm began 2013 (ended 2012) with $800,000 in total assets and ended 2013 with total 
assets of $920,000. We see how much has been invested in current assets (cash, accounts 
receivable, and inventory) and in fixed assets. We also observe how much debt and 
equity were used to finance the assets. Note that about half of the equity came from 
investments made by the owners (common stock), and the other half came from rein-
vesting profits in the business (retained earnings).

A balance sheet helps the small business owner know the financial strength and 
capabilities of the business—something that cannot be known in any other way. It helps 
answer such key questions as 

•	 Is the business in a position to expand?
•	 Can the firm easily handle the ebb and flow of sales and expenses?
•	 Is the firm collecting its accounts receivable and efficiently managing inventory?
•	 Can accounts payable be paid more slowly to forestall an inevitable cash shortage, 

without hurting the entrepreneur’s credit reputation?

Lastly, let’s consider how the income statement and the balance sheet complement 
each other. Referring back to the income statement in Exhibit 13-2, note that the $45,000 
increase in retained earnings shown in the Changes column in Exhibit 13-4, is the 
firm’s net profits for the year ($60,000) less the dividends paid to the owners ($15,000).  
Because the balance sheet is a snapshot of a firm’s financial condition at a point in time, 

long-term debt
loans from banks or 
other sources with 
repayment terms of 
more than 12 months

long-term notes
agreements to 
repay cash amounts 
borrowed from banks 
or other lending 
sources, plus interest, 
for periods longer 
than 12 months

mortgage
a long-term loan to 
purchase a building 
or land

owners’ equity
owners’ financial 
investments in a 
company, including 
profits retained in 
the firm

common stock
stock shares that 
represent ownership 
in a corporation

retained earnings
profits not paid out 
as dividends over the 
life of a business
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describe the purpose 
and content of a cash 
flow statement.

4

2012 2013 Changes

Assets

Current assets:

 Cash $  45,000 $  50,000 $   5,000

 Accounts receivable 75,000 80,000 5,000

 Inventory  180,000  220,000    40,000

  Total current assets $300,000 $350,000 $  50,000

Fixed assets:

 Gross fixed assets $860,000 $960,000 $100,000

 Accumulated depreciation  (360,000)  (390,000)    (30,000)

 Net fixed assets $500,000 $570,000 $  70,000

TOTAL ASSETS $800,000 $920,000 $120,000

debt (Liabilities) and equity

Current liabilities:

 Account payable $  15,000 $  20,000 $   5,000

 Short-term notes    60,000    80,000    20,000

  Total current liabilities (debt) $  75,000 $100,000 $  25,000

Long-term debt  150,000  200,000    50,000

 Total debt $225,000 $300,000 $  75,000

Owners’ equity

 Common stock $300,000 $300,000 $       0

 Retained earnings  275,000  320,000     45,000

Total owners’ equity $575,000 $620,000 $  45,000

TOTAL DEBT AND EQUITY $800,000 $920,000 $120,000

Exhibit 13-4 
Balance Sheets for 
Houser & Associates, 
Inc., for December 31, 
2012 and 2013 

and the income statement reports results over a given time period, both are required 
for a complete picture of a firm’s financial position.

The entrepreneur is not the only one who needs to be well versed about the income 
statement and the balance sheet. Lenders such as bankers, investors, and suppliers, who 
are considering how much credit to grant, rely heavily on these two statements in their 
decision making.

The caSh flow STaTemenT
One of the most critical financial issues for entrepreneurs, particularly for new busi-
nesses, is cash flow. Although a company’s income statement may show profits and profits 
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are the primary measure of a firm’s performance, these profits are not necessarily repre-
sented by cash—and having cash in the firm’s bank account is essential. Many a business 
that showed a profit on its income statement has had to file for bankruptcy because the 
amount of cash coming in did not compare with the amount of cash going out.

For this reason, an owner must understand the sources and uses of the firm’s cash 
flow. A cash flow statement is a financial report that shows the sources of a firm’s cash and 
its uses of the cash. In other words, it answers the questions “Where did the cash come 
from?” and “Where did the cash go?”

It is important to note that an income statement is not a measure of cash flows 
because it is calculated on an accrual basis rather than a cash basis. In accrual-basis 
accounting, profits are recorded when earned—whether or not the profits have been 
received in cash—and expenses are recorded when they are incurred—even if money 
has not actually been paid out. In cash-basis accounting, profits are reported when cash 
is received and expenses are recorded when they are paid.

The best way to learn what activities contribute to a firm’s cash flow is to examine 
the following three cash flow activities.

1. Generating cash flows from day-to-day business operations. It is useful to know how much 
cash is being generated in the normal course of operating a business on a daily 
basis, beginning with purchasing inventory on credit, selling on credit, paying for 
the inventory, and finally collecting on the sales made on credit.

2. Buying or selling fixed assets. When a company buys (or sells) fixed assets, such as 
equipment and buildings, cash outflows (or inflows) result. These cash flows are 
not part of the regular day-to-day operations and, consequently, are not included 
in the income statement. They appear only as changes from one balance sheet to 
the next.

3. Financing the business. Cash inflows and outflows occur when the company borrows 
or repays debt; when it distributes money to the owners, such as when dividends 
are paid; or when the owners put money into the business in the form of addi-
tional equity.

If we know the cash flows from the activities listed above, we can explain a firm’s 
total cash flows. To illustrate how this is done, we use Houser & Associates’ income state-
ment (Exhibit 13-2) and balance sheets (Exhibit 13-4).

caSh flowS from day-To-day BuSIneSS operaTIonS

To convert the company’s income statement from an accrual basis to a cash basis, we 
take two steps: (1) Add back depreciation to net profits, since depreciation is not a cash 
expense, and (2) subtract any uncollected sales (increase in accounts receivable) and 
payments for inventory (increases in inventory less increases in accounts payable).

InveSTIng In fIxed aSSeTS

The second cash flow activity occurs when a company purchases or sells fixed assets, 
such as equipment or buildings. These activities are shown as a change in gross fixed 
assets (not net fixed assets) in the balance sheet. An increase means the company spent 
cash buying fixed assets, while a decrease means it received cash from selling fixed 
assets. For instance, Houser & Associates spent $100,000 on new plant and equipment 
in 2013, based on the change in gross fixed assets from $860,000 to $960,000, as shown 
in its balance sheets (Exhibit 13-4).

cash flow 
statement
a financial report 
showing a firm’s 
sources of cash as well 
as its uses of cash

accrual-basis 
accounting
an accounting 
method of recording 
profits when earned 
and expenses when 
incurred, whether or 
not the profits have 
been received in cash 
or the expenses paid

cash-basis 
accounting
an accounting 
method of recording 
profits when cash 
is received and 
recording expenses 
when they are paid
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fInancIng The BuSIneSS

The cash flows associated with financing a business are as follows:

1. A cash inflow when a company borrows more money (increases short-term and/or 
long-term debt).

2. A cash outflow when a firm repays debt (decreases short-term and/or long- term 
debt).

3. A cash inflow when the owners invest in the business to increase their equity.
4. A cash outflow when the owners withdraw money from the business. In sole pro-

prietorships and partnerships, the owner(s) would simply write a cheque on the 
firm’s bank account to take the money out. In a corporation, the company would 
either pay a dividend to the owners or repurchase the owners’ stock.

The income statement of Houser & Associates (Exhibit 13-2) showed that $15,000 
in dividends was paid to the owners. From its balance sheets (Exhibit 13-4), we see that 
short-term debt increased $20,000 and long-term debt increased $50,000, both sources 
of cash flow. Thus, in net, Houser & Associates raised $55,000 in financing cash flows:

Increase in short-term notes $20,000

Increase in long-term debt 50,000

Less dividends paid to owners (15,000)

Financing cash flows $55,000

Surviving tough times Means effectively Managing  
Your Finances

After managing a commercial interior design busi-
ness for a few years, Rose Corrick decided to start 
her own business and founded Art of Cloth, a pro-
ducer of hand-dyed fashion textiles in 2006. Two 
years after launching her business, an increasing 
number of boutiques were buying Corrick’s cloth-
ing and sales were rapidly increasing. In prepara-
tion for anticipated growth, she moved from her 
basement into a 4,500 square-foot facility, signing 
a three-year lease. She then bought the necessary 
equipment to manufacture her clothes in greater 
quantities.

Then the recession hit and customers began 
cancelling orders, even though Art of Cloth had 
already made some custom products. The result 
was $30,000 in lost revenues. Corrick felt she had 
little legal recourse, as she did not want to cut off 

customers who might return in better economic 
times. The business began having major cash flow 
issues. As Corrick explained, “All of a sudden, we 
couldn’t pay our bills. Being such a small com-
pany, it was very painful.”

In response to the changing conditions and 
the cash flow problems, Corrick negotiated more 
favourable payment terms with several of her sup-
pliers. She stopped paying herself a salary and 
was forced to lay off people. Finally, she used her 
personal credit card to pay for some company 
expenses, such as travel to trade shows. Corrick 
established three priorities: (1) Cut expenses that 
would affect revenues the least, (2) make the 
firm’s products more marketable, given the eco-
nomic realities, and (3) carefully monitor the com-
pany’s cash flows.

ENTREPRENEuRIAL ExPERIENCES
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To summarize, Houser & Associates generated $50,000 in cash flows from opera-
tions, invested $100,000 in gross fixed assets (gross property, plant, and equipment), and 
received a net $55,000 from financing activities, for a net increase in cash of $5,000. This 
change in cash can be verified from the balance sheets (see Exhibit 13-4), which show that 
the firm’s cash increased by $5,000 during 2013 (from $45,000 to $50,000). Stated some-
what differently, Houser & Associates had positive cash flows from (1) their day-to-day 
business operations (cash flow from operations) and (2) borrowing money from a bank. 
These cash inflows were used to pay for fixed assets and to increase the firm’s cash. The 
complete statement of cash flows for Houser & Associates is presented in Exhibit 13-5.

evaluaTIng a fIrm’S fInancIal performance
Once a firm’s owner understands the content of the accounting statements, she or he 
will want to know how management decisions impact the financial situation of a busi-
ness. When it comes to finances, an entrepreneur’s decisions usually relate to the fol-
lowing four issues:

1. The firm’s ability to pay its debt as it comes due. Does the company have the capacity to 
meet its short-term (one year or less) debt commitments?

2. The company’s profitability from assets. Is the business providing a good rate of return 
on its assets?

3. The amount of debt the business is using. using debt increases a firm’s risk, but may 
also increase the expected rate of return on the owners’ equity investment.

4. The rate of return earned by the owners on their equity investment. All decisions ultimately 
affect the rate of return earned by the owners on their equity investment in the 
business.

For many business owners it is extremely helpful to calculate financial ratios based 
on the firm’s financial data and then compare these numbers to industry averages. 
Exhibit 13-6 provides a list of financial ratios and industry averages using the 2013 
financial data for Houser & Associates as the basis for the calculations, as presented in 
Exhibit 13-2 (income statement) and Exhibit 13-4 (balance sheets).

Accordingly, she cut prices on several higher-
priced items by 15 to 30 percent, based on 
feedback from her customers. To offset the lost 
revenues, she found a way to cut manufactur-
ing costs and improve efficiency by speeding up 
the dyeing process. But she continued to attend 
design shows in major markets to gain exposure to 
prospective buyers, spending $1,000 to $4,000 to 
attend each one.

By late 2009, her efforts were paying off. 
Although the number of boutiques carrying her 
apparel had decreased slightly, sales remained at 
about the same level as in 2008—$362,000. Then, 
by 2010 sales nearly doubled to about $715,000 
and were expected to be $1.2 million in 2011.

QueStionS:

 1. What does this scenario illustrate about 
financial management?

 2. What could Corrick have done to try and 
minimize the impact of the economic 
downturn?

Sources: Based on Kelly K. Spoors, “A Fashion Startup 
Survives Cash-Flow Problems and Redesigns Itself for 
a Comeback,” Entrepreneur, May 9, 2011, http://www 
.entrepreneur.com/article/219579; and John Sung Kim, 
“How Rose Corrick Made Her Small Business Come-
back,” May 17, 2011, http://www.halloo.com/Blog/ 
index.php/how-rose-corrick-made-her-small-business-
comeback.

explain how financial 
ratios can evaluate 
a firm’s financial 
performance.

5
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lIquIdITy (aBIlITy To pay ITS deBT)

A business that has enough money to pay off any debt owed is described as being liquid. 
The liquidity of a business depends on the availability of cash to meet maturing debt 
obligations. The current ratio is traditionally used to measure a company’s liquidity. 
This ratio compares a firm’s current assets to its current liabilities, as follows:

Current ratio = 
   Current  assets

 Current  liabilities

As you can see in Exhibit 13-6, for Houser & Associates the current ratio is 3.50, 
compared to an industry norm of 2.70. In other words, the firm has $3.50 in current 
assets for every $1 of short-term debt, compared to an industry average of $2.70 of cur-
rent assets for every $1 in short-term debt. Thus, based on the current ratio, Houser & 
Associates is more liquid than the average firm in the industry.

operating activities:

Net profits $60,000

Add back depreciation  30,000

Profits before depreciation $  90,000

Less increase in accounts receivable  
(uncollected sales)

($    5,000)

Less payments for inventory consisting of:

 Increase in inventory (40,000)

 Less increase in accounts payable  
(inventory purchased on credit)

   5,000

Payments for inventory ($  35,000)

Cash flows from operations $  50,000

investment activities:

Less increase in gross fixed assets ($100,000)

Financing activities:

Increase in short-term notes 20,000

Increase in long-term debt 50,000

Less dividends paid to owners  (15,000)

Financing cash flows $  55,000

Increase in cash $    5,000

Beginning cash (December 31, 2012) $45,000

Ending cash (December 31, 2013) $50,000

Exhibit 13-5 
Cash Flow Statement for 
Houser & Associates, 
Inc., for the Year Ending 
December 31, 2013 

liquidity
the degree to which 
a firm has working 
capital available to 
meet maturing debt 
obligations

current ratio
a measure of a 
company’s relative 
liquidity, determined 
by dividing current 
assets by current 
liabilities
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profITaBIlITy on aSSeTS

Another important question to a firm’s owners is whether a company’s operating profits 
are sufficient relative to the total amount of assets invested in the company. A compari-
son of operating profits to total assets reveals the rate of return being earned on the 
firm’s total assets, which represent the total amount of investment in the business. We 
compute the return on assets as follows:

Return  on  assets = 
Operating  profits 

 Total  assets

As shown in Exhibit 13-6, Houser & Associates’ return on assets of 10.87 percent 
is less than the industry norm of 13.2 percent, indicating that Houser & Associates is 
generating less operating profits on each dollar of assets than its competitors.

To gain more understanding about why Houser & Associates is not doing very well 
in generating profits on the firm’s assets, you can separate the return on assets into two 
components: (1) the operating profit margin and (2) the total asset turnover. The equa-
tion for the return on assets can be restated as follows:

Re turnonassets
Operating profits

Total assets
= =

OOperating

Profit Margin

Operating profits
Sales

××

Total Asset

Turnover

Sales
Total assets

The first component of the expanded equation, the operating profit margin 
 (operating profits ÷ sales), shows how well a firm is controlling its cost of goods sold 

return on assets
a measure of a firm’s 
profitability relative 
to the amount of its 
assets, determined by 
dividing operating 
profits by total assets

Financial ratios houser & Associates industry norm

1. Ability to pay debt as it comes due: 

Current  ratio =   
Current  assets 

 Current  liabilities
$350,000

$100,000
 = 3.50 2.7

2. Company’s profitability on its assets:

Return  on  assets = 
Operating  profits 

 Total  assets

Operating  profit  margin = 
Operating  profits

 Sales

Total  asset  turnover =     
Sales

 Total  assets

$100,000

$920,000
 = 10.87%

$100,000

$850,000
 = 11.76%

$850,000

$920,000
 = 0.92

13.2%

11.0%

1.2

3. The amount of debt the company uses: 

Debt  ratio =  
Total  debt

 Total  assets
$300,000

$920,000
 = 32.61% 40.0%

4.  Rate of return earned by the owners on  
their equity investment: 

Return  on  equity = 
   Net  profits

 Owners’  equity
 $60,000 

$620,000
 = 9.68% 12.5%

Exhibit 13-6 Financial Ratio Analysis for Houser & Associates, Inc. 

operating profit 
margin
a measure of how 
well a firm is 
controlling its cost 
of goods sold and 
operating expenses 
relative to sales, 
determined by 
dividing operating 
profits by sales
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and operating expenses relative to a dollar of sales. The second component of a firm’s 
return on assets, the total asset turnover (sales ÷ total assets), indicates how efficiently 
management is using the firm’s assets to generate sales.

The operating profit margin and total asset turnover for Houser & Associates, along 
with industry averages, are presented in Exhibit 13-6 and shown again below. You can 
also see how they relate to Houser & Associates’ return on assets, as well as to the 
industry:

operating 
profit 

Margin
× total Asset 

turnover = return on 
Assets

Return on assetsHouser = 11.76% × 0.92 = 10.87%

Return on assetsIndustry = 11.00% × 1.20 = 13.20%

Based on the operating profit margin, Houser & Associates is competitive when it 
comes to keeping costs and expenses low relative to sales. However, Houser & Associ-
ates’ total asset turnover shows the firm is not using its assets efficiently. The company 
generates $0.92 in sales per dollar of assets, while the competition produces $1.20 in 
sales from every dollar in assets. The low total asset turnover, showing that Houser & 
Associates is using more assets per sales dollar than its competitors, possibly indicates 
one or more of the following problems:

1. The firm is not collecting its accounts receivable as quickly as the competition.
2. Given the amount of sales, the owners have too much money tied up in inventory, 

which suggests that some inventory is slow moving or even obsolete.
3. It is possible that the company has overinvested in fixed assets (such as facilities) 

compared to the competition.

Clearly, the Houser sisters need to investigate why their firm is not competitive when 
it comes to managing assets. After all, entrepreneurship is about doing more with less 
when it comes to managing resources.

uSe of deBT fInancIng

Another important evaluation is how much debt, relative to the total assets, is being 
used to finance a business. The more debt a business uses, the more risk it is taking 
because debt has to be repaid no matter how much profit the firm earns; it is a fixed 
cost. However, if a company earns a higher return on its investments than the interest 
rate being paid on its debt, the owners benefit from using debt.

The debt ratio tells us what percentage of the firm’s assets is financed by debt and 
is computed as follows:

Debt  ratio = 
  Total  debt

 Total  assets

Refer again to Exhibit 13-6, which shows Houser & Associates’ debt ratio as 32.61 
percent, compared to an industry norm of 40.0 percent. Since Houser & Associates uses 
less debt than the average firm in the industry, it has less risk. Since borrowed money 
must be repaid regardless of how much money the business makes, all is well if the com-
pany prospers and repays the loan, but if not the situation is concerning.

total asset 
turnover
a measure of how 
efficiently a firm 
is using its assets 
to generate sales, 
calculated by 
dividing sales by 
total assets

debt ratio
a measure of what 
percentage of a firm’s 
assets is financed by 
debt, determined by 
dividing total debt 
by total assets
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reTurn on ownerS’ equITy

The last financial ratio considered here is the rate of return that the owners are receiv-
ing on their equity investment, or the return on equity. It is computed as follows:

Return  on  equity = 
      Net  profits

 Total owner’  equity

As you can see in Exhibit 13-6, the return on equity for the Houser sisters is 9.68 
percent, while the industry average for return on equity is 12.5 percent. Since it appears 
the Houser sisters are not receiving a return on their investment equivalent to that of 
owners of comparable businesses they will undoubtedly want to know why. To answer 
this question, consider the following:

1. A firm with a high (low) return on assets will have a high (low) return on equity. 
It simply is not possible to have a good return on equity if you are not earning a 
good return on your assets.

2. As the amount of a firm’s debt increases, its return on equity will increase, provided 
that the return on assets is higher than the interest rate paid on any debt.

In the case of Houser & Associates, the firm has a lower return on equity in part 
because it has a lower return on assets. It also uses less debt than the average firm in 
the industry, causing its return on equity to be lower than that of other firms. However, 
using less debt does reduce the firm’s risk.

Here’s another example: If a business earns a 15 percent return on assets but 
only has to pay 6 percent on its bank debt, the owners will receive 15 percent on the 
amount of their equity investment plus the 9 percent difference between the return 
on assets and what they pay the bank (15% − 6% = 9%). The more debt and the less 
equity they use, the more the owners’ return on equity will be; it’s called financial 
leverage.

It’s very important to understand that the return on equity will be lower if the 
return on assets falls below the interest rate on the loan (e.g., if the return on assets is 
8 percent, but the interest rate on debt is 10 percent). That is called negative financial 
leverage. These relationships will be explained further in Chapter 14, when we discuss 
sources of financing.

forecaSTIng profITaBIlITy
As mentioned at the beginning of the chapter, financial management plays a crucial 
role in new business start-ups, and begins with the preparation of financial forecasts to 
be included in the business plan. Entrepreneurs, investors, and lenders rely on financial 
projections to guide decision making as to whether or not to proceed with an invest-
ment in a new business venture or the expansion of an existing business. Keep in mind 
that financial projections are just that—a projection—however, those looking to invest 
in a business will be interested in examining these numbers to help value the company 
and gauge the likelihood of payment. Forecasting is an important process to under-
stand what drives financial numbers in a business and often involves the preparation 
of pro forma financial statements that attempt to answer the following three questions:

1. How profitable can you expect the firm to be, given the projected sales levels and 
the expected sales–expense relationships?

return on equity
a measure of the rate 
of return that owners 
receive on their 
equity investment, 
calculated by 
dividing net profits 
by owners’ equity

financial leverage
the impact (positive 
or negative) of 
financing with debt 
rather than with 
equity

describe the 
purpose of financial 
forecasting.

6
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2. How much and what type of financing (debt or equity) will be needed to finance a 
firm’s assets?

3. Will the firm have adequate cash flows? If so, how will they be used? If not, where 
will the additional cash come from?

Profits reward an owner for investing in a company and constitute a primary source 
of financing for future growth, which is why it is critical for an entrepreneur to under-
stand the factors that drive profits:

1. Amount of sales. The dollar amount of sales equals the price of the product or  
service times the number of units sold or the amount of service rendered.

2. Cost of goods sold. Cost of goods sold is the cost of producing or purchasing the 
firm’s products or services. These costs can be either fixed (those that do not 
vary with a change in sales volume) or variable (those that change proportionally 
with sales).

3. Operating expenses. These expenses relate to marketing and distributing the 
product, general and administrative expenses, and depreciation expenses. Like 
cost of goods sold, operating expenses can be fixed or variable in nature.

4. Interest expense. An entrepreneur who borrows money agrees to pay interest on 
the loan principal. For example, a loan of $25,000 for a full year at a 12 percent 
interest rate results in an interest expense of $3,000 for the year ($3,000 = 0.12 × 
$25,000).

5. Taxes. A firm’s income taxes are figured as a percentage of profits before taxes, or 
what is also called taxable profits.

A hypothetical example demonstrates how to estimate a new venture’s profits. 
David Allen is planning to start a new business called D&R Products, Inc., which will 
do wood trim work for luxury homes. In thinking about how to build a company that 
is economically viable in terms of profits and cash flows, Allen envisions a revenue model 
based on two complementary revenue streams: product design and product sales/
installations.

1. Product design. For customers who want to be engaged in the creation of their own 
wood trim for new homes or renovations, D&R will provide user-friendly design 
software. In addition, the firm has developed alliances with professional interior 
designers who would work with the customer to create a design that is not only 
aesthetically pleasing but also architecturally sound. Finally, an open platform will 
allow customers to interface with other customers designing their own wood trim. 
D&R will receive 10 percent of the interior designers’ revenue stream resulting 
from working with D&R contacts. While Allen does not see this revenue stream as 
a major source of sales, he does expect it to lead to increased product sales and 
installations.

2. Product sales/installations. The primary source of revenues for D&R will be the 
actual sale and installation of product in new and renovated homes, with plans to 
eventually expand to larger commercial projects.

In terms of the company’s cost structure, Allen has carefully identified expected fixed 
and variable costs of goods sold and operating expenses. The firm will have a cost 
advantage in the form of a newly developed lathe that will allow it to adapt to varying 
design specifications in a very economical manner. Finally, Allen has determined the 
asset investments that would be required in order to gain positive cash flows.
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After extensive interviews with prospective customers, building contractors, and 
suppliers, along with industry research, Allen has made the following estimates for the 
first two years of operations:

1. Amount of sales.
a. Year 1: Allen already has contracts for 10 jobs and expects to acquire another 10, 

or 20 jobs in total, by the end of the first year at an average price of $12,500 
per job. Thus, revenue from product sales and installations is projected to be 
$250,000 in the first year, computed as follows:

20  jobs × $12,500  average price per job = $250,000

Allen further estimates that revenue from product design will only amount to 
$10,000 in this first year. So total revenues for year 1 are projected to be $260,000:

Product sales and installation $250,000

Product design   10,000

Total revenues $260,000

b. Year 2: Allen forecasts 30 jobs in the second year, again believing that the 
average revenue per job will be $12,500. He also expects $25,000 in product 
design sales, for total revenues of $400,000:

Product sales and installation $375,000

(30 jobs × $12,500 average price per job)

Product design   25,000

Total revenues $400,000

2. Cost of goods sold. For product and installation sales, the fixed cost of goods sold 
(including production costs and employee salaries) is expected to amount to 
$100,000 per year, while the variable costs of production will be around 20 percent 
of product sales and installation. In addition, there will be fixed costs of $10,000 
related to product design.

3. Operating expenses. The firm’s fixed operating expenses (marketing expenses, gen-
eral and administrative expenses) are estimated to be $46,000 per year. In addi-
tion, depreciation will be $4,000 annually. The variable operating expenses will be 
approximately 30 percent of product sales and installation. There will be no oper-
ating costs for product designs.

4. Interest expense. Based on the anticipated amount of money to be borrowed and 
the corresponding interest rate, Allen expects interest expense to be $8,000 in the 
first year, increasing to $12,000 in the second year.

5. Taxes. Income taxes will be 25 percent of profits before taxes (taxable profits).

Given the above estimates, we can forecast D&R Products’ profits, as shown in 
the pro forma income statement in Exhibit 13-7. We first enter our assumptions in 
a spreadsheet (rows 3–18). Then, in rows 20–44, we see the two years of pro forma 
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A b C d e

3 INCOME STATEMENT ASSUMPTIONS

4 Year 1 Year 2

5 Product sales and installations:

6 Number of projected jobs 20 30

7 Average selling price per job $12,500 $12,500

8 Fixed cost of goods sold $100,000 $100,000

9 Fixed operating expenses $46,000 $46,000

10 Depreciation expense $4,000 $4,000

11 Interest expense $8,000 $12,000

12 Variable cost of goods sold 20% 20%

13 Variable operating expenses 30% 30% equations based on assumptions

14 Product design:

15 Projected design revenues $10,000 $25,000

16 Fixed design costs $10,000 $10,000

17

18 Income tax rate 25% 25%

19 Equations for:

20 Year 1 Year 2

21 Sales:

22 Product sales and installations $250,000 $375,000 =B6*B7 =C6*C7

23 Product design 10,000 25,000 =B15 =C15

24 Total sales $260,000 $400,000 =SUM(B22:B23) =SUM(C22:C23)

25

26 Cost of goods sold

27 Cost of goods sold:  

product sales and installations

28 Fixed cost of goods sold $100,000 $100,000 =B8 =C8

29 Variable cost of goods sold  
(20% of product sales)

$50,000 $75,000 =B22*B12 =C22*C12

30 Total cost of goods sold:  
product sales and installations

$150,000 $175,000 =SUM(B28:B29) =SUM(C28:C29)

Exhibit 13-7 Pro Forma Income Statements for D&R Products, Inc. 
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31 Total cost of goods sold:  
product design

10,000 10,000 =B16 =C16

32 Total cost of goods sold $160,000 $180,000 =SUM(B30:B31) =SUM(C30:C31)

33 Gross profits $100,000 $215,000 =B24 − B32 =C24 − C32

34

35 Operating expenses:  

product sales and installations

36 Fixed operating expenses $46,000 $46,000 =B9 =C9

37 Variable operating expenses 
(30% of product sales)

$75,000 112,500 =B13*B22 =C13*C22

38 Depreciation expense $4,000 $4,000 =B10 =C10

39 Total operating expenses: 
product sales and installations

$125,000 $162,500 =SUM(B36:B38) =SUM(C36:C38)

40 Operating profits ($ 25,000) $52,500 =B33−B39 =C33−C39

41 Interest expense (interest rate 12%) $8,000 $12,000 B11 C11

42 Profits before taxes ($ 33,000) $40,500 =B40−B41 =C40−C41

43 Taxes (25% of profits before taxes) 0 $10,125 0 C42*C18

44 Net profits ($ 33,000) $30,375 =B42−B43 =C42−C43

income  statements (columns B and C) and the equations used to compute the numbers  
(columns D and E), where 

•	 Rows 22 and 23 show the projected revenues for product sales and installations 
(row 22) and for product design activities (row 23).

•	 Row 24 shows total sales.
•	 Rows 28–30 provide the cost of goods sold for product sales and installations.
•	 Row 31 gives us the expected costs of $10,000 for product design.
•	 Row 32 then sums the costs of goods sold for both product sales and installations 

and product design to arrive at the total cost of goods sold.
•	 Row 33 gives us gross profits, which equals total sales less total cost of goods sold.
•	 Rows 36–39 present the anticipated operating expenses associated with product 

sales and installations; there are no operating expenses related to product design.
•	 Row 40, operating profits, equals gross profits less total operating expenses.
•	 Row 41 shows the interest expense for borrowing money.
•	 Row 42 is profits before taxes (operating profits less interest expense).
•	 Row 43 equals the tax expense. Since D&R Products is expected to have a loss in 

the first year, the taxes will be zero. The taxes in the second year are calculated as 
the tax rate (25 percent) multiplied by the profits before taxes. (In reality, the firm 
would not expect to pay taxes in the second year either, since tax laws allow a firm 
to carry losses in one year forward into future years. However, we are ignoring this 
reality in order to provide a simple example.)

•	 Row 44 shows the firm’s projected net profits—profits before taxes minus income taxes.
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to determine a 
company’s asset 
and financing 
requirements.

7

These computations indicate that D&R Products is expected to have a $33,000 net loss 
in its first year, followed by a positive net profit of $30,375 in its second year. These results 
are not unusual for a start-up, as many new ventures experience losses for a period of 
time, frequently as long as two or three years. In general, an entrepreneur would provide 
two years of profit projections to investors as part of their business plan. Let’s now shift 
our attention from forecasting profits to estimating asset and financing requirements.

forecaSTIng aSSeT and fInancIng  
requIremenTS
The amount and types of assets required for a new venture will vary, depending on the 
nature of the business. High-technology businesses—such as computer manufacturers 
and pharmaceutical companies—often require millions of dollars in investment. Most 
service businesses, on the other hand, often require minimal initial capital. Most firms 
of any size need both working capital (cash, accounts receivable, inventory, etc.) and 
fixed assets (property, plant, and equipment). For instance, a food store requires oper-
ating cash, inventory, and possibly limited accounts receivable. In addition, the owner 
will have to acquire cash registers, shopping carts, shelving, office equipment, and a 
building. The need to invest in assets results in a corresponding need for financing.

Too frequently, small business owners tend to underestimate the amount of capital 
the business requires and consequently, may secure inadequate financing. Without the 
money to invest in assets, they try to do without anything that is not absolutely essential 
and to spend less money on essential items. While being undercapitalized is rarely a 
good decision, the goal of the entrepreneur should be to minimize and control, rather 
than maximize and own, resources. To the greatest extent possible, the entrepreneur 
should use other people’s resources—for instance, leasing equipment rather than buy-
ing, negotiating with suppliers to provide inventory “just in time” to minimize tied-up 
inventory, and arranging to collect money owed the firm before having to pay its bills.

Working with a limited amount of capital makes forecasting all the more impor-
tant because you have less room for error. Moreover, the uncertainties surrounding an 
entirely new venture make estimating asset and financing requirements difficult. Even 
for an established business, forecasts are never perfect.

In gathering needed information for financial forecasting, an entrepreneur should 
search for relevant information from a variety of sources. Industry Canada, Dun & 
Bradstreet, banks, trade associations, and similar organizations compile financial infor-
mation for a variety of industries. Along with public data, common sense and educated 
guesswork, talking to prospective customers is also a good idea.

The determination of how much financing will be needed should also take into 
consideration the owner’s personal financial situation, especially if no other income is 
available to make ends meet. Whether or not the owner’s personal living expenses dur-
ing the initial period of operation are part of the business’s capitalization, they must be 
considered in the financial plan. Inadequate provision for personal expenses may lead 
to a diversion of business assets and a departure from the plan. Therefore, failing to 
incorporate these expenses into the financial plan as a cash outflow raises a red flag to 
any prospective investor.

The key to effectively forecasting financing requirements is first to understand the 
relationship between a firm’s projected sales and its assets. A firm’s sales are the primary 
force driving future asset needs. Exhibit 13-8 depicts this relationship, which can be 
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expressed simply as follows: The greater a firm’s sales, the greater the asset requirements will be 
and, in turn, the greater the need for financing.

deTermInIng aSSeT requIremenTS

Since asset needs increase as sales increase, a firm’s asset requirements are often esti-
mated as a percentage of sales. Therefore, if future sales have been projected, a ratio of 
assets to sales can be used to estimate asset requirements. Suppose, for example, that a 
firm’s sales are expected to be $1 million. If assets in the firm’s particular industry tend 
to run about 50 percent of sales, the firm’s asset requirements would be estimated to be 
0.50 × $1,000,000, or $500,000.

Although the assets-to-sales relationship varies over time and with individual busi-
nesses, it tends to be relatively constant within an industry. For example, assets as a 
percentage of sales average 20 percent for grocery stores, compared with 65 percent 
for oil and gas companies. This method of estimating asset requirements is called the 
percentage-of-sales technique. It can also be used to project figures for individual assets, 
such as accounts receivable and inventory.

To illustrate the percentage-of-sales technique, let’s return to D&R Products, Inc., 
where we will estimate the firm’s asset requirements for the first two years, given the com-
pany’s sales projections. In Exhibit 13-7, the firm’s pro forma income statements, prod-
uct and installation sales (not including the $10,000 of design revenues) were forecasted 
to be $250,000 and $375,000 in years 1 and 2, respectively. After considerable investiga-
tion of the opportunity, Allen estimated the firm’s current asset requirements (cash, 
accounts receivable, and inventory) as a percentage of product and installation sales:

Assets percentage of Sales

Cash  4%

Accounts receivable 10%

Inventory 25%

Allen will need equipment that will cost $10,000 and he has found a building suit-
able for a manufacturing facility for $40,000. Combined, these two items total $50,000 
and will be reflected in a balance sheet as gross fixed assets.

Net fixed assets is equal to gross fixed assets minus accumulated depreciation. Since the 
depreciation expense reported in the income statement (Exhibit 13-7) is $4,000 per year, 

percentage-of-
sales technique
method of 
forecasting asset 
investments 
and financing 
requirements

Exhibit 13-8 
Assets-to-Sales Financing 
Relationships Increase in Sales

Results in

Results in

Increase in Asset
Requirements

Increase in Financing
Requirements
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then the accumulated depreciation will be $4,000 in year 1, increasing (accumulating) to 
$8,000 the next year. Given the anticipated sales and the assets-to-sales relationships, Allen 
is able to forecast the asset requirements for his venture. If product and installation sales 
are $250,000 in year 1 and $375,000 in year 2, Allen estimates the following:

Assets Assumptions Year 1 Year 2

Cash 4% of sales $ 10,000 $ 15,000

Accounts receivable 10% of sales 25,000 37,500

Inventory 25% of sales   62,500 93,750

Total current assets $  97,500 $146,250

Gross fixed assets Equipment and building costs $  50,000 $  50,000

Accumulated depreciation $4,000 annually    (4,000)    (8,000)

Net fixed assets $ 46,000 $ 42,000

TOTAL ASSETS $143,500 $188,250

So Allen expects to need $143,500 in assets by the end of the first year and $188,250 
by the conclusion of the second year. However, at this point, he should test how sensitive 
the results of the model are to changes in the assumptions being made. He needs to 
determine which assumptions have the greatest impact on the outcomes. Then he can 
focus his research on what matters most.

At this point, Allen has a sense of the asset investments required to achieve the fore-
casted profits. Now, he needs to consider how these assets will be financed.

deTermInIng fInancIng requIremenTS

There must be a corresponding dollar of financing for every dollar of assets or in other 
words, debt plus equity must equal total assets. The following are some basic principles 
to help guide a company’s financing needs:

1. The more assets a business needs, the greater its financing requirements.
2. A company should finance its growth in such a way as to maintain adequate 

liquidity. (Liquidity measures the degree to which a firm has current assets avail-
able to meet maturing short-term debt.)

3. The amount of money that a firm can borrow is dependent in part on the amount 
of money the owners put into the business in the form of owners’ equity. For 
example, a bank might specify that at least half of the firm’s financing must come 
from owners’ equity, while the rest can come from debt.

4. Some types of short-term debt—specifically, accounts payable and accrued expenses—
maintain a relatively constant relationship with sales. For example, as sales 
increase, more inventory is required. If the inventory is purchased on credit, 
accounts payable will increase as well. As a result, accounts payable will track 
increases in sales. The same holds true for accrued expenses. More business 
means more expenses, some of which will be accrued as liabilities, rather than 
being paid immediately. Given the “spontaneous” relationship of these types of 
liabilities with sales, they are sometimes called spontaneous debt financing. While 
the formal type of debt, such as bank loans, these accrued liabilities can be signifi-
cantly large sources of financing for many small companies.

spontaneous debt 
financing
short-term debt, such 
as accounts payable, 
that automatically 
increase in 
proportion to a firm’s 
sales

BK-NEL-LONGENECKER-140433-Chp13.indd   368 30/12/14   8:24 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 13 Understanding Financial Statements and Forecasting  369

NEL

5. Owners’ equity in a business comes from two sources: (1) investments the owners 
make in the business, and (2) profits that are retained within the company rather 
than distributed to the owners, or retained earnings. For the typical small firm, 
retained earnings are the primary source of equity capital for financing growth.

So the essence of the foregoing principles can be captured in the following equation:

Total asset requirements = Total sources of financing = Spontaneous debt financing 
 + Loan from banks + Owners’  investment + Retained earnings

Small business owners who thoroughly understand these five principles and their 
relationships with each other will be more effective in forecasting their firm’s financial 
requirements—which should help them in acquiring needed financing.

Recall that Allen projected asset requirements of $143,500 and $188,250 for years 1  
and 2, respectively. He then made estimates of the financing requirements, based on  
the following facts and assumptions:

1. Allen negotiated with a supplier to receive 30 days’ credit on inventory purchases, 
which results in accounts payable running about 8 percent of sales.

2. Allen also estimates that accrued expenses that will be shown as short-term liabili-
ties in the balance sheet will amount to about 4 percent of sales. This approxima-
tion comes from his evaluation of accrued expenses in similar businesses.

3. Allen plans to invest $110,000 of his personal savings to provide the needed start-up 
equity for the business. He will receive common stock in return for his investment.

4. A bank has agreed to provide a short-term line of credit of $25,000 to D&R Prod-
ucts. A line of credit is simply a short-term loan to help with temporary needs, 
such as seasonal increases in inventory. It works like a credit card—the company 
has the option to borrow up to the limit (in this case, $25,000) as needed and 
then pay it down when it is no longer needed.

5. The bank has also agreed to help finance the purchase of a building for manufac-
turing and warehousing the firm’s products. Of the $40,000 needed to purchase 
the building, the bank will lend the firm $30,000, with the building serving as  
collateral for the loan. The loan will be repaid over 10 years in equal principal 
payments of $3,000 plus interest on the remaining note balance each year.

6. As part of the loan agreement, the bank has imposed two restrictions: (1) The 
firm’s current ratio must remain at 2.0 or above, and (2) no more than 50 percent 
of the firm’s financing may come from debt, both short-term and long-term (that 
is, total debt should be no more than 50 percent of total assets). Failure to comply 
with either of these conditions will cause the bank loan to come due immediately.

With this information, Allen can now estimate the sources of financing for D&R 
Products. If sales resulting from product and installations are $250,000 in year 1 and 
$375,000 in year 2, Allen estimates the following:

Sources of Financing Assumptions Year 1 Year 2

Accounts payable 8% of sales $20,000 $30,000

Accrued expenses 4% of sales $10,000 $15,000

Mortgage $30,000 – $3,000 annual payments $27,000 $24,000

Common stock Owner’s investment $110,000 $110,000

line of credit
a short-term loan
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Any remaining financing, up to $25,000, can come from the bank line of credit. If 
the line of credit is inadequate to meet the firm’s needs, Allen will have to put more 
equity into the business.

Based on this information, Allen can now develop pro forma balance sheets for 
D&R Products. To help you visualize the results more easily, the balance sheets are 
shown graphically in Exhibit 13-9. In looking at this exhibit, you need to remember 
two things:

1. Total assets and total sources of financing (debt and equity) must always bal-
ance. Note that D&R Products’ total asset requirements of $143,500 for the first 
year and $188,250 for the second year are the same as the firm’s total debt and 
equity.

2. To bring sources of financing into balance with total assets, D&R Products will 
need to borrow on the company’s $25,000 line of credit. By the end of the first 
year, $9,500 of the line of credit is needed to bring the total debt and equity to 
$143,500. In the second year, line-of-credit borrowing will increase to $11,875 to 
gain the $188,250 in total financing needed.

We have now completed the process for forecasting a company’s profitability and 
its asset and financing needs, as reflected in the income statement and balance sheets, 
respectively. We will now consider the third and final key financing issue: projecting 
cash flows.

forecaSTIng caSh flowS
A business can have positive profits and be running out of cash—or it can incur losses, 
as shown in the income statement, and have positive cash flows. The income statement 
alone does not give the small business owner all the information needed about a firm’s 
cash flows. Forecasting cash flows is critical for the small business owner: If the business 
runs out of money, the consequences can be devastating.

Projecting a company’s cash flows can be accomplished in one of two ways. First, we 
can use the information from the pro forma income statement and balance sheets to 
develop a pro forma statement of cash flows, similar to what we did earlier in the chap-
ter to compute Houser & Associates’ cash flows. Second, we can prepare a cash budget, 
which is simply a listing of expected cash inflows and outflows.

In forecasting cash flows, an owner must consider the time period used for pro-
jections. In a statement of cash flows that covers an entire year, everything may look 
great on paper, but the firm could very well run out of cash during certain months in 
that year. This scenario is particularly true for a business whose sales are seasonal. For 
instance, a wholesale company that sells sunglasses orders inventory in the spring, but 
most of its sales occur in the summer. Furthermore, the company will extend credit to 
its customers and not be paid until the end of the summer. If we look at the company’s 
cash flows on an annual basis, all may be well. But during the spring and early summer, 
there will be large investments in accounts receivable and inventory, putting extreme 
pressure on the firm’s cash flows. In this instance, the owner would want to forecast cash 
flows on a monthly basis—maybe even on a weekly basis.

In the next two sections, we use D&R Products, Inc. once again, to illustrate how to 
forecast cash flows. First, we prepare pro forma statements of annual cash flows. Then, 
we illustrate how to prepare a monthly cash budget.

describe how to 
forecast a firm’s cash 
flows.

8
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END OF YEAR 1 END OF YEAR 2

ASSETS ASSETS

4% of sales
4% of sales

10% of sales 10% of sales

25% of sales
25% of sales

$140,000 $180,000

$160,000

$140,000

$120,000

$100,000

$80,000

$60,000

$40,000

$20,000

$0

$120,000

$100,000

$80,000

$60,000

$40,000

$20,000

$0

Net fixed assets,
$46,000 Net fixed assets,

$42,000

Inventory,
$62,500 Inventory,

$93,750

Cash, $10,000

$143,500
$188,250

Cash, $15,000

Accounts
receivable,

$25,000

DEBT & EQUITY

4% of sales

Line of credit
needed to make
debt and
equity=total assets

$30,000 beginning
mortgage–
principal payment
of $3,000 in year 1
and $3,000 in
year 2

$110,000 common
stock–the $2,625
loss in year 2
cumulative
retained earnings

8% of sales
$180,000

$160,000

$140,000

$120,000

$100,000

$80,000

$60,000

$40,000

$20,000

$0

$188,250

Accounts payable,
$30,000

Accrued expenses,
$15,000

Short-term line of
credit, $11,875

Mortgage,
$24,000

Total owner’s
equity,

$107,375

Year 2

DEBT & EQUITY

4% of sales

Line of credit
needed to make
debt and equity=
total assets

$30,000
beginning
mortgage–
$3,000
payment on
principal

$110,000
common
stock–the
$33,000
loss in year
1 shown in
retained
earnings

8% of sales
$140,000

$120,000

$100,000

$80,000

$60,000

$40,000

$20,000

$0

$143,500

Accounts payable,
$20,000

Accrued expenses,
$10,000

Short-term line of
credit, $9,500

Mortgage,
$27,000

Total owner’s
equity,
$77,000

Year 1

Accounts
receivable,

$37,500

$50,000
original
cost of
building &
equipment–
$4,000
depreciation

$50,000
original cost of
building &
equipment–$8,000
accumulated
depreciation

Exhibit 13-9 Pro Forma Balance Sheets For D&R Products, Inc. 
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pro forma STaTemenT of caSh flowS

The pro forma income statement and balance sheets for D&R Products, Inc., that we 
prepared earlier are now used to prepare a pro forma statement of cash flows (see 
Exhibit 13-10). Pay particular attention to cash flows from operating activities, cash 

Exhibit 13-10 Pro Forma Cash Flow Statements for D&R Products, Inc. 

Year 1 Year 2
Sources of 
information

operating activities:

 Net profits ($   33,000) $ 30,375 Pro forma 
income  

statement Depreciation 4,000 4,000

  Increase in accounts receivable 
(cash outflow)

($   25,000) ($ 12,500)

  Increase in inventory  
(cash outflow)

($62,500) ($31,250)

  Increase in accounts payable 
(cash inflow)

  20,000   10,000

  Cash payments for inventory 
(cash outflow)

($   42,500) ($ 21,250)

  Increase in accrued expenses 
(cash inflow)

10,000     5,000

Cash flows from operations ($  86,500) $  5,625 Changes in 
projected 
balance 

sheets from 
founding of 
business to 
year 1 and 
from year 1 
to year 2

investing activities:

  Increase in gross fixed assets 
(cash outflow)

($   50,000) $       0

Cash flows from investing ($  50,000) $       0

Financing activities:

  increase in short-term line 
of credit

$   9,500 $  2,375

 Increase (decrease) in mortgage 27,000 (3,000)

 Increase in stock    110,000          0

Cash flows from financing $146,500 ($    625)

  increase (decrease)  
in cash

$   10,000 $   5,000

 Beginning cash $        0 $ 10,000

ending cash (as shown in 
the balance sheets)

$  10,000 $15,000
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flows from investing activities, and cash flows from financing activities, which are shown 
in boxes in the exhibit. Looking at these numbers, we can see the following:

1. In the first year, the business is expected to have negative cash flows from opera-
tions of $86,500 and will invest $50,000 in the building and equipment. To cover 
these negative cash flows, Allen expects to raise $146,500 in financing from his 
personal investment of $110,000, $9,500 on the line of credit from the bank, and 
$27,000 from the mortgage on the building after making the annual $3,000 pay-
ment on the principal. The firm would then end the year with $10,000 in cash. 
(Note that the change in the pro forma balance sheet for year 1 is the same as the 
year-end balance shown in the balance sheet, since the business did not exist in 
the prior year. The balance at the beginning of year 1 would have been zero.)

2. In the second year, the firm’s cash flow operations are expected to be $5,625. 
(Notice that while the business is expected to have $5,625 in cash flows from oper-
ations, Allen anticipates having profits of $30,375. Remember, cash flows and profits 
are not the same thing.) Moreover, there are no plans to invest in fixed assets in the 
second year. Given his underlying assumptions, Allen would need to increase the 
line of credit (short-term debt) from the bank from $9,500 in year 1 to $11,875 
in year 2, for an increase of $2,375, and pay $3,000 on the mortgage. The balance 
result of all the cash flows would be a $5,000 increase in cash, for an ending cash 
balance of $15,000.

Allen now has a good estimate of the cash flows for each year as a whole and an idea 
of what contributes to the cash inflows and outflows. But there is also a need to track 
the firm’s cash flows for a shorter time period, usually on a monthly basis.

The caSh BudgeT

The cash budget is one of the primary tools that a small business owner can use to 
manage cash flows. The budget is concerned specifically with dollars both received and 
paid out.

To understand the process of preparing a cash budget, let’s continue with the exam-
ple of D&R Products. In the previous section, we prepared a pro forma statement of 
cash flows for the year. But Allen realizes that he also needs to have a sense of the tim-
ing of the cash flows throughout the year, so he has decided to prepare a monthly cash 
budget for the first year of operations. We will look at only the first three months of the 
cash budget to understand how it was prepared. While Allen predicts that the firm will 
have $250,000 in annual sales in the first year, his sales projections for the first three 
months are as follows:

January $4,000

February  6,000

March  9,000

In addition, the following assumptions will be made:

1. Of the firm’s sales dollars, 40 percent are collected the month of the sale, 30 percent 
one month after the sale, and the remaining 30 percent two months after the sale.

2. Inventory will be purchased one month in advance of the expected sale and will 
be paid for in the month in which it is sold.

cash budget
a listing of cash 
receipts and cash 
disbursements, 
usually for a 
relatively short time 
period, such as a 
week or a month
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3. Inventory purchases will equal 60 percent of projected sales for the next month’s sales.
4. The firm will spend $3,000 each month for advertising.
5. Salaries and utilities for the first three months are estimated as follows:

Salaries utilities

January $5,000 $150

February 6,000 $200

March 6,000 $200

6. Allen will be investing $110,000 in the business from his personal savings.
7. The firm will be investing $10,000 for needed equipment and $40,000 for the pur-

chase of a building, for a total investment of $50,000. However, the bank has agreed 
to finance $30,000 of the building purchase price in the form of a mortgage.

Based on this information, Allen has prepared a monthly cash budget for the three-
month period ending March 31. Exhibit 13-11 shows the results of his computations, 
which involve the steps shown below:

Step 1.  Determine the amount of collections each month, based on the 
 projected sales patterns just provided.

Step 2. Estimate the amount and timing of the following cash disbursements:

a. Inventory purchases and payments. The amount of the purchases is 
shown in the boxed area at the top of the table. However, the actual 
payment for inventory will not be made until one month later.

b. Advertising, wages and salaries, and utilities are paid in the month 
incurred.

Step 3.  Calculate the cash flows from operating activities, which equals the cash 
receipts (collections from sales) less cash disbursements.

Step 4. Recognize the $110,000 investment in the business by Allen.
Step 5. Note the $50,000 investment in the building and equipment.
Step 6. Show the $30,000 loan from the bank to help pay for the building.
Step 7.  Determine the beginning-of-month cash balance (ending cash balance 

from the prior month).
Step 8. Compute the end-of-month cash balance.

Based on the cash budget, Allen now has a sense of what to expect for the first three 
months of operations. He knows now that he will be “burning” somewhere between 
$8,000 and $9,200 of cash per month for the first three months of operations. Given 
that he will have almost $64,000 in cash remaining at the end of March, he will run out 
of cash in about seven or eight months if the cash flows from operations continue to be 
negative $8,000 or $9,000 each month. At that time, he will have to start borrowing on 
the bank line of credit.

One final thought about the cash budget. Once it has been prepared, an entre-
preneur has to decide how to use it. Entrepreneurship is about seeking opportunities, 
and there is a real danger that a cash budget may lead to inflexibility. A strict cost-con-
tainment strategy in order to “make the budget” can discourage managers from being 
creative and shifting their approach when it makes sense to do so. An inflexible budget 
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Exhibit 13-11 Three-Month Cash Budget for D&R Products, Inc., for January–March 

Assumptions:

Anticipated sales collections:

 In the month of sale 40%

 1 month later 30%

 2 months later 30%

december January February March

Monthly sales $     0 $  4,000 $  6,000 $9,000

Inventory purchases on credit $2,400 $  3,600 $  5,400

december January February March

Monthly sales $0 *$  4,000 $  6,000 $  9,000

Cash receipts

Step 1: Collection of sales

 In month of sale $  1,600 $  2,400 $  3,600

 1 month later 1,200 1,800

 2 months later 1,200

Total cash receipts $  1,600 $  3,600 $  6,600

Step 2: operating cash disbursements

 Step 2a:  Payments on inventory purchases $  2,400 $  3,600 $  5,400

 Advertising 3,000 3,000 3,000

 Step 2b:  Wages and salaries 5,000 6,000 6,000

 Utilities      150      200      200

Total operating cash disbursements $10,550 $12,800 $14,600

Step 3: Cash flows from operations ($  8,950) ($ 9,200) ($  8,000)

Step 4: Allen’s personal investment 110,000

Step 5: Purchase of equipment and building (50,000)

Step 6: Mortgage (loan from the bank to 
buy the building)

30,000

Step 7: Beginning cash balance        0   81,050   71,850

Step 8: ending cash balance $81,050 $71,850 $63,850

*For example, January sales of $4,000 are collected as follows: (40%) $1,600 in January, (30%) $1,200 in February, (30%) $1,200 
in March.
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can lead to a “use it or lose it” mentality, where managers spend remaining budgeted 
money at year’s end so that allocations will not be cut the following year. Such a mindset 
negatively impacts the entrepreneurial process.

BaSIc requIremenTS for accounTIng  
SySTemS
An accounting system structures the flow of financial information to provide a com-
plete picture of a firm’s financial activities. Conceivably, a few very small firms may 
not require formal financial statements. Most, however, need at least monthly finan-
cial statements, which in today’s business environment are now routinely computer 
generated.

Regardless of its level of sophistication, an accounting system for a small business 
should accomplish the following objectives:

•	 Provide an accurate, thorough picture of operating results
•	 Permit a quick comparison of current data with prior years’ operating results and 

budgetary goals
•	 Offer financial statements for use by management, bankers, and prospective 

creditors
•	 Facilitate prompt filing of reports and tax returns to regulatory and tax-collecting 

government agencies
•	 Reveal employee fraud, theft, waste, and record-keeping errors

The record-KeepIng SySTem

An accounting system provides the framework for managerial control of a firm. Its 
effectiveness rests on a well-designed and well-managed record-keeping system. In 
addition to the financial statements intended for external use with lenders and inves-
tors (the balance sheet, the income statement, and the statement of cash flows), inter-
nal accounting records should be kept. The major types of internal accounting records 
are as follows:

•	 Accounts receivable records: Records of receivables are vital for not only making deci-
sions on credit extension but also billing accurately and maintaining good cus-
tomer relations. An analysis of these records will reveal the effectiveness of a firm’s 
credit and collection policies.

•	 Accounts payable records: Records of liabilities show what the firm owes to suppli-
ers, facilitate the taking of cash discounts, and allow payments to be made  
when due.

•	 Inventory records: Adequate records are essential for the control and security of 
inventory items. Inventory records supply information for use in making pur-
chases, maintaining adequate stock levels, and computing turnover ratios.

•	 Payroll records: Payroll records show the total salaries paid to employees and pro-
vide a base for computing and paying payroll taxes.

•	 GST/HST and PST: All businesses are required to collect and remit Goods and 
Services taxes except in Nova Scotia, New Brunswick, Newfoundland and Labra-
dor, Ontario, and most recently Prince Edward Island where a Harmonized Sales 
Tax that combines the GST and Provincial Sales Tax is levied. Alberta remains  
the lone province that does not collect or remit provincial sales tax. There are 

identify the basic 
requirements of an 
accounting system.

9
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substantial fines and penalties for late or incorrect payments, so correct records 
must be kept.

•	 Cash records: Carefully maintained records showing all receipts and disbursements 
are necessary to safeguard cash. They provide essential information about cash 
flows and cash balances.

•	 Fixed asset records: Fixed asset records show the original cost of each asset and the 
depreciation taken to date, along with other information such as the condition of 
the asset.

•	 Other accounting records: Among the other accounting records that are vital to the 
efficient operation of a small business are the insurance register (showing all poli-
cies in force), records of leaseholds, and records of the firm’s investments outside 
its business.

compuTer SofTware pacKageS

Software packages can be used to generate the required accounting records. Most com-
puter software packages include the following features:

•	 A chequebook that automatically calculates a firm’s cash balance, prints cheques, 
and reconciles the account with the bank statement at month’s end

•	 Automatic preparation of income statements, balance sheets, and statements of 
cash flows

•	 A cash budget or cash flow forecast that compares actual expenditures with bud-
geted expenditures

•	 Preparation of subsidiary journal accounts—accounts receivable, accounts payable, 
and other high-activity accounts

ouTSIde accounTIng ServIceS

The services of an accountant or accounting firm can be extremely helpful to an 
entrepreneur in preparing the financial plan section of a business plan, necessary to 
present to prospective lenders or investors. In addition, once the business is underway, 
a firm may have its financial records kept by a chartered accountant or bookkeeping 
firm that caters to small businesses. Very small firms often find it convenient to have 
the same person or agency keep their books and prepare their financial statements 
and tax returns.

Numerous small public accounting firms offer complete accounting services to 
small businesses. Such accounting firms usually offer their services at a lower cost than 
larger accounting firms. However, larger accounting firms have begun paying closer 
attention to the accounting needs of small businesses, and, although their fees may be 
higher, discounts are usually available. Cost is, of course, an important consideration in 
selecting an accountant, but other major factors, such as whether the accountant has 
experience in the particular industry in which the entrepreneur is operating, should 
play a dominant role in this decision.

The importance of a good accountant to a small business cannot be overempha-
sized. Accountants, in addition to their training, have experience with a wide variety 
of businesses across many different industries. This makes them excellent advisers to 
business owners. Many accountants specialize in family or owner-managed businesses 
and can arrange the affairs of both the business and its owners to achieve the short- and 
long-term financial objectives of the owners.
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1 explain the importance of financial management 
and the role it plays in the success of a business.

•	 Financial statements like the income statement, balance 
sheet, and cash flow statement can provide a busi-
ness owner with important information about a firm’s 
expected or actual performance and in addition to that, 
assist with important decisions that can impact the future 
success or failure of a business.

2 describe the purpose and content of an income 
statement.

•	 An income statement is, in its most basic form, repre-
sented by the equation:

Profits (income) = Sales (revenue) − Expenses

•	 An income statement answers the question “How profit-
able is the business?” by looking at five broad areas 
of business activity: (1) sales, (2) cost of producing or 
acquiring goods or services, (3) operating expenses,  
(4) interest expense, and (5) tax payments.

3 describe the purpose and content of a balance 
sheet.

•	 A balance sheet provides a snapshot of a firm’s financial 
position at a specific point in time that shows the assets 
a firm owns, its liabilities, and the amount of owners’ 
equity.

•	 In its most simple form, the balance sheet is represented 
by the formula:

Total assets = Debt + Owners’  equity

•	 Total assets include current, fixed, and other assets.
•	 Debt is financing provided by creditors.
•	 Owners’ equity is the owners’ investment in the business, 

both in terms of actual cash invested and earnings that 
have been retained in the business.

4 describe the purpose and content of a cash flow 
statement.

•	 A cash flow statement shows the sources of a firm’s 
cash as well as its uses of cash. A cash flow statement 
is comprised of three sections: (1) cash flows from daily 
operations (operating activities), (2) cash flows related 
to the investment in fixed assets (investing activities), and 
(3) cash flows related to financing the firm (financing 
activities).

•	 Cash flows from operations are calculated by adding 
back the depreciation expense to the net profits and 
then subtracting any uncollected sales and payments for 
inventory. Investments in fixed assets are recorded in 
the statement of cash flows as a change in gross fixed 
assets.

•	 Financing a business involves borrowing money, 
repaying debts, investing by owners, and paying divi-
dends or selling/repurchasing stock.

5 explain how financial ratios can evaluate a firm’s 
financial performance.

•	 Financial ratios help examine a firm’s (1) ability to pay 
debt as it comes due, (2) profitability from assets, (3) use 
of debt, and (4) rate of return to owners.

•	 A firm’s ability to pay debt as it comes due is most often 
evaluated by looking at a firm’s current ratio (current 
assets divided by current liabilities).

•	 A company’s profitability on assets is measured by cal-
culating a company’s return on assets (operating profits 
divided by total assets).

•	 The debt ratio is used to evaluate the total amount of 
debt used by the company to finance its assets (total debt 
divided by total assets).

•	 The return on equity, which is the rate of return earned 
by owners on their equity investment, is driven by a 
firm’s return on assets and its debt ratio (net profits 
divided by total owners’ equity).

6 describe the purpose of financial forecasting.

•	 The purpose of pro forma financial statements is to 
determine (1) future profitability based on projected sales 
levels and expected sales–expense relationships, (2) how 
much and what type of financing will be needed, and  
(3) whether the firm will have adequate cash flows.

•	 Accurate financial forecasting is important not only for 
ensuring that a firm has the resources it needs to grow, 
but also for managing growth.

•	 It is important for an entrepreneur to understand the 
drivers of a firm’s profits, especially the specific ways in 
which each factor applies to a unique firm.

•	 A firm’s net profit is dependent on (1) amount of sales, 
(2) cost of goods sold, (3) operating expenses, (4) interest 
expense, and (5) taxes.

•	 In a real-world situation, an entrepreneur should project 
the profits of a company for at least three years into the 
future.

7 describe how to determine a company’s asset 
and financing requirements.

•	 The amount and type of assets required for a venture will 
vary according to the nature of the business. However, 
all firms need to understand how much working capital 
and fixed assets will be required. An entrepreneur 
should try to bootstrap as many resources as possible in 
order to minimize a firm’s investment while simultane-
ously ensuring adequate resources.

•	 Funding for a new venture should cover asset require-
ments and also the personal living expenses of the owner.

L o o k i n g  b A C k
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accounts payable (trade credit), p. 351
accounts receivable, p. 350
accrual-basis accounting, p. 355
accrued expenses, p. 352
balance sheet, p. 349
cash-basis accounting, p. 355
cash budget, p. 373
cash flow statement, p. 355
common stock, p. 353
cost of goods sold, p. 346
current assets (working capital), p. 350
current debt (short-term liabilities), p. 351
current ratio, p. 358
debt, p. 351
debt ratio, p. 360
depreciable assets, p. 351

depreciation expense, p. 348
dividend, p. 349
financial leverage, p. 361
financial statements (accounting  

statements), p. 346
fixed assets, p. 351
gross profits, p. 346
income statement (or profit and loss 

statement), p. 346
interest expense, p. 347
inventory, p. 351
line of credit, p. 358
liquidity, p. 369
long-term debt, p. 353
long-term notes, p. 353
mortgage, p. 353

net profits, p. 348
operating expenses, p. 346
operating profit margin, p. 359
operating profits, p. 347
other assets, p. 351
owners’ equity, p. 353
percentage-of-sales technique, p. 367
profit margins, p. 349
profits before taxes (or taxable profits),  

p. 347
retained earnings, p. 353
return on assets, p. 359
return on equity, p. 361
short-term notes, p. 352
spontaneous debt financing, p. 368
total asset turnover, p. 360

•	 A direct relationship exists between sales growth 
and asset needs: As sales increase, more assets are 
required. For every dollar of assets needed, there 
must be a corresponding dollar of financing.

•	 A firm’s financing is determined by considering its  
(1) asset requirements, (2) need to maintain adequate 
liquidity, (3) debt ratio, (4) sources of spontaneous 
debt financing, and (5) owners’ equity.

8 describe how to forecast a firm’s cash flows.

•	 Forecasting cash flows can be accomplished in two 
ways: (1) by preparing a pro forma statement of 
cash flows, and/or (2) by developing a cash budget. 
Ideally, an entrepreneur would do both.

•	 A firm’s cash flows involve three activities: operating, 
investing, and financing activities.

•	 A cash budget is concerned specifically with dollars 
both received and paid out.

•	 A cash budget should provide boundaries but should 
not limit creativity and flexibility.

9 identify the basic requirements of an 
accounting system.

•	 An accounting system structures the flow of financial 
information to provide a complete picture of financial 
activities.

•	 The system should be objective, follow generally 
accepted accounting principles, and supply informa-
tion on a timely basis.

•	 In addition to the balance sheet, income statement, 
and statement of cash flows, an accounting system 
should provide internal records that account for 
accounts receivable, accounts payable, inven-
tories, payroll, cash, and fixed assets, as well 
as insurance policies, leaseholds, and outside 
investments.

dIScuSSIon queSTIonS

1. What role does financial management play in 
the success of a business?

2. What are the purposes of the income state-
ment and balance sheet?

3. What are the differences between (a) gross 
profit, (b) operating income (earnings before 
interest and taxes), and (c) net income avail-
able to owners?

4. What determines a company’s profitability?
5. Discuss how asset and financing requirements 

might differ among a retail business and a 
service business.

6. Describe the process for estimating the 
amount of assets required for a new venture.

7. How are a start-up’s financing requirements 
estimated?

8. Describe two ways for projecting a venture’s 
cash flows, and discuss when each is appro-
priate to use.

9. What is liquidity? Differentiate between the 
two approaches given in this chapter to  
measure liquidity.

10. What are the primary types of records 
required in a sound accounting system?
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SITuaTIon 1

The Donahoo Western Furnishings Company was 
formed on December 31, 2012, with $1,000,000 in 
equity plus $500,000 in long-term debt. On Jan-
uary 1, 2013, all of the firm’s capital was held in 
cash. The following transactions occurred during 
January 2013:

•	 January	2:	Donahoo	purchased	
$1,000,000 worth of furniture for resale. 
It paid $500,000 in cash and financed the 
balance using trade credit that required 
payment in 60 days.

•	 January	3:	Donahoo	sold	$250,000	worth	
of furniture that it had paid $200,000 
to acquire. The entire sale was on credit 
terms of net 90 days.

•	 January	15:	Donahoo	purchased	more	
furniture for $200,000. This time, it used 
trade credit for the entire amount of the 
purchase, with credit terms of net 60 days.

•	 January	31:	Donahoo	sold	$500,000	worth	
of furniture, for which it had paid $400,000. 
The furniture was sold for 10 percent cash 
down, with the remainder payable in  
90 days. In addition, the firm paid a cash 
dividend of $100,000 to its stockholders and 
paid off $250,000 of its long-term debt.

Question 1 What did Donahoo’s balance sheet 
look like at the outset of the firm’s life?
Question 2 What did the firm’s balance sheet look 
like after each transaction?
Question 3 Ignoring taxes, determine how much 
income Donahoo earned during January. Prepare 
an income statement for the month. Recognize 
an interest expense of 1 percent for the month 
(12 percent annually) on the $500,000 long-term 
debt, which has not been paid but is owed.
Question 4 What was Donahoo’s cash flow for the 
month of January?

SITuaTIon 2

At the beginning of 2013, Mary Abrahams pur-
chased a small business, the Maitz Company, 

whose income statement and balance sheets are 
shown below.

income Statement for the Maitz Company 
for 2013

Sales $175,000

Cost of goods sold (105,000)

Gross profits $ 70,000

Operating expenses:

Depreciation $  5,000

Administrative expenses $20,000

Selling expenses $26,000

Total operating 
expenses

$(51,000)

Operating profits $ 19,000

Interest expense     (3,000)

Profits before taxes $ 16,000

Taxes     (8,000)

Net profits $  8,000

balance Sheets for the Maitz Company 
for 2012 and 2013

Assets 2012 2013

Current assets:

Cash $ 8,000 $ 10,000

Accounts receivable $15,000 $ 20,000

Inventory $22,000 $ 25,000

Total current assets $45,000 $ 55,000

Fixed assets:

Gross fixed assets $50,000 $ 55,000

Accumulated  
depreciation

(15,000) (20,000)

Net fixed assets $35,000 $ 35,000

Other assets $12,000 $ 10,000

TOTAL ASSETS $92,000 $100,000
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debt (Liabilities) and equity

Current debt:

Accounts payable $10,000 $ 12,000

Accruals $ 7,000 $  8,000

Short-term notes $ 5,000 $  5,000

Total current debt $22,000 $ 25,000

Long-term debt $15,000 $ 15,000

Total debt $37,000 $ 40,000

Equity $55,000 $ 60,000

TOTAL DEBT AND 
EQUITY

$92,000 $100,000

The firm has been profitable, but Abrahams 
has been disappointed by the lack of cash flows. 
She had hoped to have about $10,000 a year avail-
able for personal living expenses. However, there 
never seems to be much cash available for pur-
poses other than business needs. Abrahams has 
asked you to examine the financial statements 
and explain why, although they show profits, she 
does not have any discretionary cash for personal 
needs. She observed, “I thought that I could take 
the profits and add back depreciation to find out 
how much cash I was generating. However, that 
doesn’t seem to be the case. What’s happening?”

Question 1 Given the information provided by 
the financial statements, what would you tell 

Abrahams? (As part of your answer, calculate the 
firm’s cash flows.)
Question 2 How would you describe the cash flow 
pattern for the Maitz Company?

SITuaTIon 3

Julia Chase is in the process of starting a new busi-
ness and wants to forecast the first year’s income 
statement and balance sheet. She has made a 
number of assumptions, which are shown below:

a. Chase has projected the firm’s sales will 
be $1 million in the first year.

b. She believes that the operating and gross 
profit margins will be 20 percent and 50 
percent, respectively.

c. For working capital, Chase has estimated 
the following: Accounts receivable as a 
percentage of sales: 12 percent; Inven-
tory as a percentage of sales: 15 percent; 
Accounts payable as a percentage of sales: 
7 percent; Accruals as a percentage of 
sales: 5 percent.

d. A bank has agreed to loan her $300,000, 
consisting of $100,000 in short-term debt 
and $200,000 in long-term debt. Both 
loans will have an 8 percent interest rate.

e. The firm’s tax rate will be 30 percent.
f . Chase will need to purchase $350,000 in 

plant and equipment.

Chase will provide any other financing needed.

Question 1 Based on Chase’s assumptions, prepare 
a pro forma income statement and balance sheet.

experIenTIal exercISeS

1. Interview an owner of a small firm about the 
financial statements she or he uses. Ask the 
owner how important financial data are to 
her or his decision making.

2. Dun & Bradstreet and Industry Canada com-
pile financial information about many compa-
nies. They provide, among other information, 
income statements and balance sheets for an 
average firm in an industry. Go to a library and 
look up, or search online for, financial infor-
mation on two industries of your choice, and 
compute the following data for each industry:

a. The percentages of assets in (1) current 
assets and (2) fixed assets (property, 
plant, and equipment)

b. The percentages of financing from debt 
financing and owners’ equity

c. The gross profits and the operating 
profits as percentages of sales

3. Research a public firm’s financial statements. 
Review the statements and describe the firm’s 
financial position. Find an investment ana-
lyst’s report or an article about the firm from 
The Globe and Mail or National Post and see if 
the writer agrees with your conclusions.
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was launched in June 2009 by Ashley Jantz and 
Amanda Palmer, both graduates of a liberal arts 
college, followed by graduate studies in business. 
The firm has experienced significant growth over 
the past four years. But Jantz and Palmer are 
expecting the growth rate to double in 2014. The 
case is aimed at forecasting the firm’s financial 
requirements for 2014.

alTernaTIve caSeS for chapTer 13 

Case 3, Smitty’s Li’l Haulers, p. 454
Case 14, Moonworks, p. 479

4. Interview a small business owner or credit 
manager regarding the extension of credit 
and/or the collection of receivables in  
that firm. Summarize your findings in a 
report.

caSe 13

aShley palmer cloThIng, Inc.  
(p. 476)

Ashley Palmer Clothing Inc. designs apparel for 
the modern woman’s shape rather than using a 
standardized size as traditionally done. The firm 
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SourceS of financing

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Describe how a firm’s characteristics 
affect its available financing sources.

2 Evaluate the choice between debt 
financing and equity financing.

3 Identify the typical sources of 
financing used at the outset of a 
new venture.

4 Discuss the basic process for 
acquiring and structuring a bank loan.

5 Explain how business relationships 
can be used to finance a small firm.

6 Describe the two types of private 
equity investors who offer financing 
to small firms.

7 Distinguish among the different 
government loan programs available 
to small companies.

8 Explain when large companies and 
public stock offerings can be sources 
of financing.

9 Describe how crowdfunding can be 
used by some small businesses to 
raise capital.

i n  T h e  S p o T L i g h T

ChApTer 14
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i n  T h e  S p o T L i g h T

A Financing recipe for Success
For many would-be entrepreneurs like Montreal native, Genevieve Gagnon, finding the funds nec-
essary to launch a business is no easy feat. Gagnon had limited funds available to start her own 
business, so like so many other small business owners, she started off small. Her first foray into 
business was an “unofficial” organic restaurant run once a month out of her apartment while she 
continued to work as an event coordinator. She realized that attracting investors to a restaurant busi-
ness would be a challenge so she set her sights on what she thought would be a more appealing 
venture, a business manufacturing organic granola. With the adult cereal market projected to rise 
due to aging baby boomers, Gagnon felt she had a business with strong growth potential, as her 
cereal was a high-end, gourmet product that would be well positioned in this market.

With $2,000 of her own money and $2,000 from winning the Quebec Entrepreneurship Con-
test, Gagnon’s company, La fourmi bionique, was launched in 2004. This was definitely not your 
average granola, with product names such as Aphrodisiac and Vitality. Gagnon continued to tap 
into various grants, prizes, and loans including $20,000 from winning the Canadian Youth Busi-
ness Foundation’s National Best Business Award, and, despite the tight financial picture, was able 
to double her sales each year consistently and expand further into Quebec. However, she soon 
realized that if the business was to grow, a further injection of funds was necessary.

She eventually found an angel investor who had experience, but in a totally different field. 
 Herschel Segal, founder of the Le Chateau clothing chain, tried a bag of La fourmi bionique granola 
and quickly got in contact with Gagnon. Meetings were set up and discussion began in earnest 
about a possible investment. Gagnon explains, “It’s all a bit like dating. You want to show off your 
features, but at the same time you have to be interested in the other party—what about you, what 
do you have to offer?”

Gagnon was concerned about how much input Segal would want to have in the business, 
and also the longevity of his involvement. In order to help facilitate the negotiations, Gagnon 
arranged for a trusted business mentor and a lawyer to iron out the agreement with Segal. After 
four months of negotiations and meetings, a deal was in place and Segal now owns 25 percent of 
the company. Gagnon is happy with her investor as she says, “It has opened many doors for us. 
First, it’s financial leverage. Before, I couldn’t ever carry any inventory—I was just producing and 
shipping. Now I’m able to carry inventory, which means I can sell more in a month.” In addition, 
Gagnon benefited from Segal’s advice and valuable business contacts to allow her to pursue the 
expansion she has wanted for so long. In 2012, Gagnon was honoured as one of Canada’s Top 
Female Entrepreneurs by Profit and Chatelaine magazines as part of the annual W100 ranking, 
and was named to Profit 100’s list of Top Female Entrepreneurs. La fourmi bionique granola is now 
sold in over 800 stores and hotels across Quebec and Ontario, and even at La Grande Épicerie 
de Paris, France.

www.lafourmibionique.com/en/stories/

diSCuSSion QueSTionS:

1. What are the potential benefits and challenges associated with taking on an equity investor?
2. What other financing options might Gagnon have explored?

Sources: Jim McElgunn, “Canada’s Top Female Entrepreneurs, 2012: Overview,” ProfitGuide, October 1, 2012, available at:  
http://www.profitguide.com/manage-grow/success-stories/canada%e2%80%99s-top-female-entrepreneurs-2012-overview-41318;  
Rasha Mourtada, “Ready for Crunch Time,” The Globe and Mail, February 10, 2009, available at: http://v1.theglobeandmail.com/

servlet/story/RTGAM.20090205.caseIndex0210/BNStory/breakthrough; CanWest Media, “Young  Entrepreneurs:  
Growing Organically,” Financial Post, October 12, 2007, available at: http://www.canada.com/story_print.html?id15d47468-9bca- 

4f85-95bc-0fd921bd2e4e&sponsor; and http://www.lafourmibionique.com/en/stories.
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At times, financing a business can weigh heavily on small business owners—to facilitate 
the launch of a new business or to allow for growth or expansion of an existing business. 
In the last chapter we discussed the importance of having financial literary skills, which 
can be an important asset in terms of helping aspiring entrepreneurs secure financing 
and get a business off and running. In addition, entrepreneurs should be familiar with 
the various methods and types of financing options available to help with this sometimes 
challenging task, which will be discussed in more detail in this chapter.

Firm CharaCteristiCs and sourCes oF 
FinanCing
Four basic firm characteristics significantly affect how a business is financed: (1) the 
firm’s economic potential, (2) the size and maturity of the company, (3) the nature of 
its assets, and (4) the personal preferences of the owners with respect to the  trade-offs 
between debt and equity. Without understanding how these characteristics come into 
play in financing your business, you stand little chance of getting the necessary  financing 
(see Exhibit 14-1).

describe how a firm’s 
characteristics affect 
its available financing 
sources.

1

Size and
maturity

Economic
potential

FIRM CHARACTERISTICS

Nature of assets
(tangible or intangible)

Owner’s
preference
for debt or

equity

SOURCES OF
FINANCING

Exhibit 14-1 
Firm Characteristics 
and Available Sources of 
Financing
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a Firm’s eConomiC Potential

A firm with potential for high growth and large profits has more possible sources of 
financing than does a firm that provides a good lifestyle for the owner but little in the 
way of returns to investors. Only firms with a high rate of return on investment create 
value for the investor. In fact, most investors in start-up companies focus on firms that 
offer potentially high returns within a five- to 10-year period. Clearly, a company that 
provides a comfortable lifestyle for its owner but insufficient profits to attract outside 
investors will find its options for alternative sources of financing limited.

ComPany size and maturity

Larger and older firms have access to bank credit that may not be available to younger 
and smaller companies. Also, smaller firms tend to rely more on personal loans and 
credit cards for financing. In the early years of a business, most entrepreneurs bootstrap 
their financing—that is, they depend on their own initiative to come up with the neces-
sary capital. Only after the business has an established track record will most bankers 
and other financial institutions be willing to provide financing.

Many investors believe the additional risk associated with start-ups is too great rela-
tive to the returns they expect to receive. On average, about three-fourths of a ven-
ture capitalist’s investments are in later-stage businesses—only a few focus heavily on 
start-ups. Similarly, bankers demand evidence that the business will be able to repay a 
loan—and that evidence usually must be based on what the firm has done in the past 
and not what the owner says it will achieve in the future. So, a firm’s life-cycle position 
is a critical factor in raising capital.

nature oF Firm’s assets

A banker specifically considers two types of assets when evaluating a firm for a loan: 
tangible assets and intangible assets. Tangible assets, which can be seen and touched, 
include inventory, equipment, and buildings. The cost of these assets appears on the 
firm’s balance sheet, which the banker receives as part of the firm’s financial state-
ments. Tangible assets are great collateral when a firm is requesting a bank loan. While 
intangible assets, such as goodwill or past investments in research and development, 
is important to an investor, they have little value as collateral when it comes to getting 
a loan, as a result, companies with substantial tangible assets have a much easier time 
borrowing money than do companies with intangible assets.

owner PreFerenCes For debt or equity

The owner of a company faces the question “Should I finance with debt or equity, 
or some mix of the two?” Debt financing involves borrowing money, typically in the 
form of a loan from a bank or other financial institution or from commercial finance 
companies, to fund your business. Equity financing involves bringing in investors or 
partners who provide capital in exchange for a share of ownership of the business. 
The answer depends, in part, on his or her personal preference. The ultimate choice 
between debt and equity involves certain trade-offs, which will be explained in the 
next section.
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debt or equity FinanCing

Most providers of financial capital specialize in either debt or equity financing. Furthermore, 
the choice between debt and equity financing must be made early in a firm’s life cycle 
and may have long-term financial consequences. To make an informed decision, a small 
business owner needs to recognize and understand the trade-offs between debt and equity 
with regard to potential profitability, financial risk, and voting control (see Exhibit 14-2).

Potential ProFitability

Anyone who owns a business wants it to be profitable. Of course, profits can be mea-
sured as a dollar amount, such as $500,000, or as a percentage return on the investment. 
But the really important question is how much profit the business makes relative to the 
size of the investment. In other words, the owner is primarily interested in the rate of 
return on the investment. Making $500,000 in profits may sound great, but not if the 
owner must invest $50 million to earn it.

To see how the choice between debt and equity affects potential profitability, con-
sider the Daley Company, a new firm that’s still in the process of raising needed capital. 

High Equity and Low Debt Financing

High Debt and Low Equity Financing

EQUITY

EQUITY

DEBT

DEBT

Results:
Voting Control: Owners must share control with other equity 
                           investors who buy the stock or make a large investment.
Financial Risk:   Lower
Potential Profitability: Lower potential return on investment for the owners

Results:
Voting Control: Owners maintain control without having to
                           make a large investment.
Financial Risk:  Higher
Potential Profitability: Higher potential return on investment for the owners

Exhibit 14-2 
Trade-Offs Between 
Debt and Equity 

evaluate the choice 
between debt 
financing and equity 
financing.

2
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•	 The owners have already invested $100,000 of their own money in the new 
 business. To complete the financing, they need another $100,000.

•	 Evaluate the choice between debt financing and equity financing.
•	 They are considering one of two options for raising the additional $100,000: 

(1) investors who would provide $100,000 for a 30 percent share of the firm’s 
outstanding stock, or (2) a bank that would lend the money at an interest rate of 
8 percent, so the interest expense each year would be $8,000 = (0.08 × $100,000).

•	 The firm’s operating profits (earnings before interest and taxes) are expected to 
be $28,000 based on the following forecast:

Sales $150,000

Cost of goods sold     80,000

Gross profit $70,000

Operating expenses    42,000

Operating profits   $28,000

•	 With the additional $100,000 in financing, the firm’s total assets would be 
$200,000 ($100,000 original equity plus $100,000 in additional financing).

•	 Based on the projected operating profits of $28,000 and total assets of $200,000, 
the firm expects to earn a 14 percent return on assets, computed as follows.

Return on assets =
 operating  profits 

=
  $28,000  

= 0.14 = 14%
  total assets  $200,000

If the firm raises the additional $100,000 in equity, its balance sheet will appear as 
follows:

Total assets $200,000

Debt $          0

Equity (founders’ and 
new investors’)

  200,000

Total debt and equity $200,000

But if the firm instead borrows $100,000, the balance sheet will look like this:

Total assets $200,000

Debt (8% interest rate) $100,000

Equity (founders’)   100,000

Total debt and equity $200,000

If we assume no taxes (just to keep matters simple), we can use the above informa-
tion to project the firm’s net profits when the additional $100,000 is financed by either 
equity or debt:
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equity debt

Operating profits $28,000 $28,000

Interest expense                 0 (8,000) = (0.08 × $100,000)

Net profits $28,000 $20,000

From these computations, we see that net profits are greater if the firm finances with 
equity ($28,000 in net profits) than with debt ($20,000 in net profits). But the owners 
would have to invest twice as much money ($200,000 rather than $100,000) to avoid the 
$8,000 interest expense and get the higher net profits.

Should owners always finance with equity to get higher net profits? Not necessarily. 
The return on the owners’ investment, or return on equity, is a better measure of perfor-
mance than the absolute dollar amount of net profits.

Return on equity =
        Net profits       

  Total owners’ equity

So when the firm uses all equity financing, the return on equity is 14 percent, computed 
as follows:

Return on equity =
       Net profits        

= 
  $28,000 

 = 0.14 = 14%
 Total owners’ equity  $200,000

But if the additional financing comes from debt, leading to interest expense of 
$8,000 and equity investment of only $100,000, the rate of return on equity is 20 per-
cent, calculated as follows:

Return on equity =
      Net profits        

= 
  $20,000 

 = 0.20 = 20%
 Total owners’ equity  $100,000

Thus, Daley’s return on equity is higher if half of the firm’s financing comes from 
equity and half from debt. By using only equity, Daley’s owners will earn $0.14 for every 
$1 of equity invested. By using debt, they will earn $0.20 for every $1 of equity invested. 
So, in terms of a rate of return on their investment, Daley’s owners get a better return 
by borrowing money at 8 percent interest than by using equity financing. That makes 
sense, because the firm is earning 14 percent on its assets but only paying creditors at 
an 8 percent rate. Daley’s owners benefit from the difference. These relationships are 
shown in Exhibit 14-3.

As a general rule, as long as a firm’s rate of return on its assets (operating profits ÷ 
total assets) is greater than the cost of the debt (interest rate), the owners’ rate of return on equity 
will increase as the firm uses more debt.

FinanCial risk

If debt is so beneficial in terms of producing a higher rate of return for the owners, why 
shouldn’t Daley’s owners use as much debt as possible—even 100 percent debt—if they 
can? Then the rate of return on the owners’ equity investment would be even higher—
unlimited, in fact, if the owners did not have to invest any money.

That’s the good news. The bad news: Debt is risky. If the firm fails to earn profits, 
creditors still insist on being repaid, regardless of the firm’s actual performance. In 
extreme cases, creditors can force firms into bankruptcy if they fail to honour their 
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financial obligations. Equity, on the other hand, is less demanding. If a firm is not profit-
able, an equity investor must accept the disappointing results and hope for better results 
next year. Equity investors cannot demand more than what is earned.

Another way to view the negative side of debt is to contemplate what happens to the 
return on equity if a business has a bad year. Suppose that instead of earning 14 percent 
on its assets, or $28,000 in operating profits, the Daley Company earns a mere $2,000—
only 1 percent on its assets of $200,000. The return on equity would again depend on 
whether the firm used debt or equity to finance the second $100,000 investment in the 
company. The results would be as follows:

equity debt

Operating profits $2,000 $2,000

Interest expense         0 (8,000) = (0.08 × $100,000)

Net profits $2,000 ($6,000)

Exhibit 14-3 Debt versus Equity at the Daley Company 

$28,000 operating
profits on total

assets of $200,000

14% return
on total assets

($28,000 ÷ $200,000)

14% return
on $200,000 equity

($28,000 ÷ $200,000)

14% return
on total assets

($28,000 ÷ $200,000)

20% return
on equity

($20,000 ÷ $100,000)

equals

No debt

$200,000
equity

$100,000
equity

Return on equity
changes depending on

choice of financing

Return on assets equals
14 percent whether financing

comes from debt or equity

Financing with $0 debt
and $200,000 equity:

Financing with $100,000 debt
and $100,000 equity:

$100,000 debt
(8% interest
rate, $8,000

interest)

equals
$28,000 operating

profits on total
assets of $200,000
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If the added financing came in the form of equity, the return on equity would be a 
disappointing 1 percent:

Return on equity =
         Net profits      

=
    $2,000   

= 0.01 = 1%
   Total owners’ equity $200,000

But if debt were used, the return on equity would be a painful negative 6 percent:

Return  on equity =
        Net profits       

=
  –$6,000   

= 0.06 = –6%
   Total owners’ equity $100,000

If only 1 percent is earned on the assets, the owners would be better off if they 
financed solely with equity. Thus, debt is a double-edged sword. If debt financing is used 
and things go well, they will go very well for the owners. But if things go badly, they will 
go very badly for the owners. In short, debt financing makes business more risky.

Voting Control

The third issue in choosing between debt and equity is the degree of control retained 
by owners. Raising new capital through equity financing would mean giving up a part of 
the firm’s ownership, and most owners of small firms resist giving up control to outsid-
ers. They do not want to be accountable in any way to minority owners, much less take 
the chance of possibly losing control of the business. Out of an aversion to losing con-
trol, many small business owners choose to finance with debt rather than with equity. 
They realize that debt increases risk, but it also permits them to retain full ownership 
of the firm.

With an understanding of the basic trade-offs to be considered when choosing 
between debt and equity, let’s now look at specific sources of financing. Where do small 
business owners go to find the money to finance their companies?

sourCes oF early FinanCing
The financing needs of firms evolve as they age and grow, as sources of financing at the 
start-up state are not necessarily always the same as those used by established firms that 
have built up equity, a credit history, and collateral. When initially financing a small 
business, an owner will typically rely on more informal sources of financing like the 
owners’ personal savings and credit as well as family and friends. If these sources are 
inadequate, the owner may turn to more formal channels of financing, such as banks 
and outside investors.

Exhibit 14-4 gives an overview of the sources of financing of smaller companies. 
As indicated, common sources of debt financing comes from banks, financial insti-
tutions, business suppliers, asset-based lenders, and the government. Equity financ-
ing for most small business owners often comes from personal savings and, in some 
instances, from selling stock to the public. Other sources—including friends and 
family, other individual investors, venture capitalists and large corporations—may 
provide either debt or equity financing, depending on the situation. Keep in mind 
that the use of these and other sources of funds are not limited to a start-up’s initial 
financing. Such sources will also be used to finance a firm’s day-to-day operations and 
business expansions.

To gain insight into how start-ups are financed, refer to Exhibit 14-5 for the types of 
financing instruments used by start-ups in Canada. Let’s now consider specific sources 

identify the typical 
sources of financing 
used at the outset of  
a new venture.

3
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of financing for smaller companies, beginning with sources “close to home”—personal 
savings, friends and family, and credit cards.

Personal saVings
Personal savings is the source of equity financing most frequently used in starting a new 
business for a number of reasons. As a general rule an entrepreneur should have some 
personal assets in the business and provide an equity base. As well, in its first few years, 
a firm can ill afford large fixed outlays for debt repayment. Also, a lender—or anyone 
else for that matter—is unlikely to loan a venture money if the entrepreneur does not 
have his or her own money at risk, especially if the entrepreneur does not have a credit 
history.

Equity Debt

Personal Savings

Friends and Family

Other Individual Investors

Commercial Banks

Business Suppliers

Asset-Based Lenders

Government-Sponsored Programs

Venture Capital Firms

Large Corporations

Public Sale of Stock

Community-Based Financial Institutions

Personal financing

Credit from financial institutions

Trade credit from suppliers

Leasing

Other

0 10

0.6

1.9

3.6

6.4

13.0

14.5

14.9

18.5

40.9

79.5

20 30 40 50 60 70 80 90
%Venture capital funds

Loans from individuals unrelated to the business

Credit from government or government grants

Retained earnings from previous or other businesses

Loans or equity from friends or relatives of business owner

Exhibit 14-4 
Sources of Funds 

Exhibit 14-5 Start-Up Financing Sources 

Source: Statistics Canada, Survey on Financing and Growth of Small and Medium Enterprises, 2011. 
http://www.ic.gc.ca/eic/site/061.nsf/eng/02836.html.
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A problem for many people who want to start a business is lack of sufficient personal 
savings for this purpose. It can be very discouraging when the lender asks, “How much 
will you be investing in the business?” or “What do you have for collateral to secure 
the loan you want?” There is no easy solution to this problem, which is faced by many 
entrepreneurs. Nonetheless, many individuals who lack personal savings for a start-up 
find ways to accomplish their goal of owning their own company and figure out ways to 
grow the business. In most cases, it requires creativity and some risk taking—as well as 

Bootstrap Bootcamp

Many entrepreneurs finance their firm in its early 
years in part by “bootstrapping”—that is without 
the help of outside investors. This usually means 
the entrepreneur uses his or her own savings or 
credit cards and/or turns to family and friends 
for loans to get their business started. The goal 
of bootstrapping is to minimize or eliminate 
outside debt while still maintaining ownership 
control.

Best friends since high school, Laura Jackson 
and Amanda Quinn launched Fit Chicks, offering 
boot camp fitness programs for women looking to 
get fit without having to commit to a long-term 
gym membership, choosing from either four- or 
eight-week programs that run two nights a week. 
The programs feature cardio drills, weight train-
ing, yoga, and kickboxing, along with email blasts 
offering nutrition and exercise tips—all held in 
city green spaces when the weather is agreeable 
and indoors at churches and community centres 
in cooler months. Instructors are paid based on 
the number of participants, which also helps to 
minimize risk and expenses, something that is very 
important to the cofounders since they have yet to 
seek external financing.

Each partner invested $5,000 into the busi-
ness and, as the company grew, all profits were 
reinvested back into the business. “Keeping our 
funding or borrowing from outside investors to a 
minimum has been our strategy in terms of financ-
ing to date,” Jackson says. “It’s allowed us to main-
tain complete control over our business decisions 
and, in turn, grow our brand.”

In true bootstrapping fashion, Quinn main-
tained her full-time job for the first year, relying 

on that income to help pay the bills and ensure 
cash flow wasn’t going to hold the business back. 
The owners rely on family and friends to help build 
their brand awareness, as well as other things—
Jackson’s brother designed the company website. 
In addition, the partners are actively involved in 
networking within the community, which helps to 
secure the park and space rentals that represent a 
major cost savings for the company, as most other 
fitness facilities pay high rent for a permanent 
physical space.

Fit Chicks has grown to 22 locations, primarily 
in the Toronto area, and in addition to their popu-
lar bootcamp programs have expanded their busi-
ness to include fitness workshops and retreats, a 
Fit Chicks clothing line, home-workout DVDs, and 
their own TV program, Shape Up with FIT CHICKS 
on Rogers TV.

QueSTionS:

 1. What does the term “bootstrapping” 
mean?

 2. Why would a small business owner want to 
attempt to bootstrap?

Sources: Karen Hawthorne, “Bootstrapping Boot Camp,”  
Financial Post, September 7, 2010, available at  
www. f inanc ia lpos t . com/news/Boots t rapping+ 
boot+camp/3487866/story.html; Naomi Carniol, 
“Nothing Girly about Fit Chicks’ G.I. Jane Bootcamp,” 
The Toronto Star, March 1, 2010, available at www.thestar 
.com/business/smallbusiness/article/773073--nothing-girly-
about-fit-chicks-g-i-jane-bootcamp, and www.fitchicks.ca.

ENTREPRENEuRIAL ExPERIENCES
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finding a partner who could provide the financing, or friends and relatives who were 
willing to provide the necessary financing.

Friends and relatiVes

While personal savings serve as the primary source of financing for most small business 
start-ups, at times, money from friends or relatives, also called love money may be the only 
available source of new financing. This type of financing can often be obtained quickly, 
as it is based more on personal relationships than on financial analysis. Friends and rela-
tives may provide a loan (debt financing) or be given shares or a portion of ownership 
in the business (equity financing). However, friends and relatives who provide financing 
sometimes feel that they have the right to offer suggestions concerning the management 
of the business. This is cause for concern when those individuals do not have business 
experience or have never gone through the process of building a successful company. 
Also, hard business times may strain the bonds of friendship. But if relatives and friends 
are the only available source of financing, the entrepreneur has no alternative. To mini-
mize the chance of damaging important personal relationships, however, the entre-
preneur should plan for repayment of such loans as soon as possible. In addition, any 
agreements made should be put in writing, as memories tend to become fuzzy over time. 
It’s best to clarify expectations up-front rather than be disappointed or angry later.

Formal venture capital investment in Canada varies from year to year, depending on 
economic conditions. In 2013 $2 billion was invested by venture capital companies, in 
2006 $1.69 billion; however that is less than one-third the $6.6 billion invested in 2000 
before the technology sector meltdown. It is interesting to note that over half the funds 
venture capital companies raise to invest comes from individual Canadians.1

The traditional path to informal investors is through contacts with business associ-
ates, accountants, and lawyers. Recently, more formal angel networks have taken shape. 
In forums across the country, entrepreneurs make presentations to groups of private 
investors gathered to hear about new ventures. For example, angel networks now oper-
ate in Ottawa, Calgary, Vancouver, and other Canadian cities to offer qualified entre-
preneurs an opportunity to meet a group of private investors. Such networks can greatly 
increase the odds of finding an investor. Other entrepreneurs are also a primary source 
of help in identifying prospective informal or private investors.

In addition to providing needed money, private investors frequently contribute 
know-how to a business. Many of these individuals invest in the type of business in which 
they have had experience. Although angel financing is easier to acquire than some of 
the more formal types of financing, informal investors can be very demanding. Thus, 
the entrepreneur must think carefully about how best to present to potential investors 
and, if successful in capturing attention, how to structure the terms of the investors’ 
involvement.

bank FinanCing
Commercial banks and credit unions are the primary providers of debt capital to small 
companies. Typically, lenders will finance a percentage of the purchase of fixed assets 
and provide working capital loans to finance inventory and accounts receivable. In most 
cases, commercial lenders are a primary provider of debt capital to established firms as 
they want firms with proven track records and plenty of collateral in the form of assets. 

discuss the basic 
process for acquiring 
and structuring a 
bank loan.

4
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Bankers are often reluctant to finance losses, research and development expenses, mar-
keting campaigns, and other “soft” assets.

Credit unions, as opposed to banks, have become an increasingly popular source of 
loans for small business. Many small business owners view credit unions as easier to deal 
with and more flexible than banks for a number of reasons. Chief among them is that 
the credit union is member owned, often within a smaller community, and is thus seen 
as more interested in community development and service to its members.

With a Little help from My Friends

In the search for new business financing, entre-
preneurs often choose to start close to home—
with their friends and family. “Love money” is the 
term used to describe investments that come from 
an entrepreneur’s personal network, a source 
that many entrepreneurs tap into early on in the 
search for capital. Statistics show that in Canada 
informal financing sources total $10 billion, and of 
that total $8 billion comes from family and friends 
and $2 billion from angel investors (experienced 
entrepreneurs who put up funds and sometimes 
mentorship to help new start-ups). Love money 
can be accessed at any point in a business’s life; 
however, the start-up period is where this type of 
financing is most commonly used.

Anastasia Lomonova launched her Montreal-
based clothing line with savings from her bartend-
ing job, a few government grants, and a $4,000 
loan from her mother. In dealing with family and 
friends, Lomonova believes that an entrepreneur 
needs to be professional in his or her approach, 
which is why she prepared a comprehensive busi-
ness plan to support her business idea on paper 
before approaching family and friends. Lomon-
ova’s business continues to flourish, having been 
named one of Canada’s up and coming designers 
and showcasing her fashions on the catwalk during 
Montreal Fashion Week.

Toronto real-estate firm Evton Capital, a com-
pany that specializes in the purchase of commer-
cial real estate, was started using the love-money 
approach. For founders Bill Evans and Michael 
Bunston, their previous experience and success in 
real estate helped to secure the support of family 
and friends. Bunston and Evans were able to tap 
into long-standing relationships established with 

individuals who had watched the pair grow and 
succeed in the real estate industry.

To fund the company’s first property pur-
chase, the company started with two investors 
who were close friends. The investment was prof-
itable and as the company continued to succeed, 
a snowball effect occurred, with more family and 
friends coming on board who trusted the part-
ners’ abilities. As the company grew, a fund was 
established to allow for a quarterly distribution 
to investors,  providing tax-effective cash flow and 
long-term capital appreciation. The company  
is now a multimillion- dollar company, focusing 
on properties in the $5 to $50-million-dollar 
range.

Evton Capital’s more sophisticated approach 
to the family and friends model illustrates that love 
money is no longer just a consideration for small-
scale entrepreneurial ventures.

QueSTion:

 1. What are potential challenges or 
 drawbacks associated with “love money” as 
a financing option?

Sources: Cathryn Atkinson, “Family and Friends Play 
Crucial Investment Role,” The Globe and Mail, October 
28, 2010, available at: http://www.theglobeandmail 
.com/report-on-business/small -business/start/
financing/family-and-friends-play-crucial-investment-
role/article1776021/; Key Small Business Financing 
Statistics 2009, available at: http://www.sme-fdi.gc.ca/
eic/site/sme_fdi-prf_pme.nsf/eng/Home; and Sarah 
Dougherty, “‘Love Money’ Seeds Many Budding Ven-
tures,” National Post, January 30, 2008, available at: 
http://www.nationalpost.com/news/Love+money+ 
seeds+many+budding+ventures/269859/story.html.
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tyPes oF loans

Four ways lenders tend to make business loans are through lines of credit, demand or 
term loans, mortgages, and corporate credit cards.

LineS oF CrediT
A line of credit is an agreement between the borrower and a lender, usually a bank; 
that establishes a maximum loan balance that the lender will provide the borrower at 
any one time. The advantage of a line of credit over a regular loan is that interest is not 
usually charged on the part of the line of credit that is unused, and the borrower can 
draw on the line of credit at any time that he or she needs to, as long as he or she does 
not exceed the maximum set in the agreement.

The entrepreneur should arrange for a line of credit in advance of actual need 
because lenders extend credit only in situations about which they are well informed. 
Attempts to obtain a loan on a spur-of-the-moment basis are generally ineffective. 
Lines of credit are generally backed by accounts receivable and/or inventory. Pledg-
ing these assets as collateral for the line of credit means that if the company gets 
into financial difficulty, the lender can seize the inventory and sell it, and direct the 
company’s customers to pay the lender rather than the company. The amount lenders 
will lend on a line of credit is calculated by a formula called a margin formula. It is 
generally 50 to 80 percent of the value of accounts receivable plus 50 percent of the 
value of inventory.

TerM LoAnS
Given certain circumstances, lenders will loan money on a five- to 10-year term. Such 
term loans are generally used to finance equipment with an economically useful life 
corresponding to the loan’s term. Since the economic benefits of investing in such 
equipment extend beyond a single year, lenders can be persuaded to lend on terms that 
more closely match the cash flows to be received from the investment. For example, it 
would be a mistake for a firm to borrow money for a short term, such as six months, 
when the money is to be used to buy equipment that is expected to last for five years. 
Failure to match the loan’s payment terms with the expected cash inflows from the 
investment is a frequent cause of financial problems for small firms. The importance 
of synchronizing cash inflows with cash outflows when structuring the terms of a loan 
cannot be overemphasized.

Some loans call for term payments that include principal and interest, others for 
interest only with lump sum principal reductions. A word of caution regarding term 
loans through Canadian banks—although they are often referred to as term loans most 
bank loans are actually demand loans since they may be recalled at any time. For entre-
preneurs that want to protect themselves from this situation there are guaranteed term 
loans available through some financial institutions like the Business Development Bank 
of Canada (BDC).

MorTgAgeS
Mortgages, which represent a long-term source of debt capital, are of two types: chat-
tel mortgages and real estate mortgages. A chattel mortgage is a loan for which certain 
movable property, such as major pieces of equipment, serves as collateral. The borrower 

term loan
money loaned for a 
five- to 10-year term, 
corresponding to 
the length of time 
the investment will 
bring in profits

chattel mortgage
a loan for which 
equipment or other 
movable property 
serve as collateral
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retains title to the equipment but cannot sell it without the lender’s consent. A real 
estate mortgage is a loan for which real property, such as land or a building, provides 
the collateral. Typically, these mortgages extend up to 25 or 30 years.

CrediT CArdS
using credit cards to help finance a small business has become increasingly common 
among entrepreneurs. It has been estimated that approximately half of all entrepre-
neurs have used credit cards at one time or another to finance a start-up or business 
expansion.

For someone who cannot acquire traditional financing like a bank loan, credit card 
financing may be an option—not a great option, but a necessary one. The interest 
costs can become overwhelming over time, especially because of the tendency to bor-
row beyond the ability to repay. So it is essential that an entrepreneur using credit 
card financing be extremely self-disciplined to avoid becoming overextended. It can be 
very tempting for entrepreneurs to turn to their credit cards at times when cash flow 
is tight, for example when sales revenues are low and/or accounts receivables are slow 
to collect. However, it doesn’t take long to accumulate credit card debt and for some 
entrepreneurs this may be a heavy financial burden to shoulder along with their other 
debt, especially if interest rates are high.

So why use credit cards? At times the only option open to a small business entrepre-
neur, credit cards also have the advantage of speed. A lender at a bank has to be con-
vinced of the merits of the business opportunity, and that involves extensive preparation 
on the part of the entrepreneur. Credit card financing, on the other hand, requires no 
justification of the use of the money.

In practice, credit cards are a significant source of financing for a number of entre-
preneurs, particularly early in the game. But the eventual goal is to use credit cards as 
a method of payment and not as a source of credit. In other words, the sooner you can 
pay your credit card balance in full each month, the sooner you can grow a profitable 
business.

understanding a banker’s PersPeCtiVe

To be effective in acquiring a loan, an entrepreneur needs to understand that a banker 
has three priorities when making a loan. They are listed below in their order of impor-
tance to the banker:

1. Recouping the principal of the loan. A banker is not rewarded adequately to assume 
large amounts of risk and will, therefore, design loan agreements so as to reduce 
the risk to the bank. First and foremost, the banker has to protect depositors’ 
capital.

2. Determining the amount of income the loan will provide the bank, both in interest 
income and in other forms of income, such as fees.

3. Helping the borrower be successful and then become a larger customer. Only if the relation-
ship is a win-win for both parties will the bank do well.

In making a loan decision, a banker gives serious consideration to what they call 
the “five Cs of credit”: (1) the borrower’s character, (2) the borrower’s capacity to repay 
the loan, (3) the capital being invested in the venture by the borrower, (4) the collateral 
available to secure the loan and (5) the conditions of the industry and economy. In 
order to assess character, a borrower’s credit history will be reviewed, the nature of 

real estate 
mortgage
a long-term loan 
with real property 
held as collateral
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the  borrower’s relationship with the bank as well as any other indications of unethical 
behaviour. Exhibit 14-6 illustrates the coming together of the five Cs for a decision. 
While we place character at the centre, all the criteria (all the Cs) are important, as 
reflected in the exhibit.

The borrower’s capacity is measured by the banker’s confidence in the firm’s ability 
to generate the cash flows necessary to repay the loan. In the banker’s mind, the firm’s 
cash flows represent the primary source for repaying the loan. To evaluate capital, the 
banker looks at the equity investment of the owners in the business—the more equity, 
the better. Although they are completely outside the control of the entrepreneur, the 
current economic conditions may be a big factor in the receptivity of the lenders to 
loan requests. Finally, collateral is of key importance to lenders as a secondary source 
for repaying the loan in case the firm’s cash flows are insufficient.

A banker’s review of a loan request includes analysis of financial considerations. 
When seeking a loan, a small business owner will be required to provide certain infor-
mation in support of the request. Failure to provide this information will almost cer-
tainly result in rejection by the banker. Presenting inaccurate information or not being 
able to justify assumptions made in forecasting financial results is sure to make the 
banker question the entrepreneur’s business acumen.

Capacity to
repay the

loan

BORROWR’S
CHARACTER

Collateral to
secure the

loan

Industry
and

economic
conditions

Owner
capital

invested in
the business

Exhibit 14-6 
Five Cs: The Foundation 
for Getting a Loan 
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A well-prepared loan request is absolutely necessary. Capturing the firm’s history 
and future in writing suggests that the entrepreneur has given thought to where the 
firm has been and where it is going. As part of the presentation, the banker will want to 
know early on the answers to the following questions:

•	  How much money is needed?
•	 What is the venture going to do with the money?
•	 When is the money needed?
•	 When and how will the money be paid back?

A banker also will want, if at all possible, to see the following detailed financial 
information:

•	  Three years of the firm’s historical financial statements, if available, including bal-
ance sheets, income statements, and cash flow statements

•	 The firm’s pro forma financial statements (balance sheets, income statements, and 
cash flow statements), in which the timing and amounts of the debt repayment are 
included as part of the forecasts

•	 Personal financial statements showing the borrower’s net worth (net worth = assets − 
debt) and estimated annual income. A banker simply will not make a loan without 
knowing the personal financial strength of the borrower.

Formula lending

Major Canadian banks have increasingly turned to ways to reduce the administrative 
burden of small business loans. This includes the loan application and processing pro-
cedure. Today, most loans under $200,000 will be assessed using a credit scoring system 
based not on the business merits but on the credit history and creditworthiness of the 
owners of the business. Research sponsored by the banks suggests that if the owners of 
the business have been good credit risks and responsible with their personal finances 
then they are very likely to be so with their small business loans.

The bank will do a credit check on the owners and require a personal statement of 
net worth—like a personal balance sheet—detailing the owners’ assets and liabilities in 
detail. This includes assets such as land and real estate, vehicles, personal property such 
as furniture, investments, and the corresponding liabilities such as mortgages on prop-
erty, loans for vehicles, credit card balances, etc. The bank will also require independent 
verification of earnings, likely for the last several years. This may require a response 
from an employer, which could be a problem if the employer doesn’t know her or his 
employee may be leaving to start a business, or it could require submission of personal 
income tax returns.

negotiating the loan

In negotiating a bank loan, four important issues must be resolved: (1) the interest rate, 
(2) the loan maturity date, (3) the repayment schedule if payment is required over time, 
and (4) loan covenants.

inTereST rATe
The interest rate charged by lenders is usually stated in terms of the prime rate. The 
prime rate is the rate of interest charged by lenders on loans to their most creditworthy 

prime rate
the interest rate 
charged by a 
commercial lender 
on loans to its 
most creditworthy 
customers
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customers. This rate is published each day in the business section of most local newspa-
pers and online sites such as The Globe and Mail and the National Post.

If a lender quotes a rate of “prime plus two” and the prime rate is 3 percent, the 
interest rate for the loan will be 5 percent. The interest rate can be a floating rate that 
varies over the loan’s life—that is, as the prime rate changes, the interest rate on the 
loan changes—or it can be fixed for the duration of the loan. Although a small firm 
should always seek a competitive interest rate, concern about the interest rate should 
not override consideration of the loan’s maturity date, its repayment schedule, and any 
loan covenants.

LoAn MATuriTy dATe
As already noted, a loan’s term should coincide with the use of the money—short-term 
needs require short-term financing, while long-term needs demand long-term financ-
ing. For example, since a line of credit is intended only to help a firm with its short-term 
needs, it is generally limited to one year. However, some lenders require that a firm 
“clean up” a line of credit one month each year. Because such a loan can be outstand-
ing for only 11 months, the borrower can use the money to finance seasonal needs 
but cannot use it to provide permanent increases in working capital, such as accounts 
receivable and inventory.

repAyMenT SCheduLe
With a term loan, the schedule for repayment is generally arranged in one of two ways. 
The loan can be repaid in (1) equal monthly or annual payments that cover both inter-
est on the remaining balance and payment on the principal or (2) decreasing monthly 
or annual payments that cover both equal payments on the principal and interest on 
the remaining balance.

For example, assume that a firm is negotiating a $250,000 term loan, at an interest 
rate of 10 percent, to be repaid in five equal annual payments. Entering into a financial 
calculator (or a computer spreadsheet) the values

PV (present value) = $250,000

N (number of payments) = 5

I/YR (interest rate per year) = 10

FV (future value in 5 years) = 0

we find that the equal annual payment, or PMT, is $65,949.37.
Once we know the amount of the annual payment required to repay the loan in five 

years, we can develop this repayment schedule, as shown on a spreadsheet:

At the end of the first year, when the first $65,949 ($65,949.37 rounded to the 
nearest dollar) payment is made, $25,000 is applied to interest (10% interest rate × 
$250,000 beginning loan balance), and the other $40,949 is used to reduce loan prin-
cipal. Once this payment is made, $209,051 is owed in year 2 ($250,000 – $40,949). At 
the end of the second year, the process is repeated. The payment of $65,949 includes 
$20,905 for interest (10% interest rate × $209,051 loan balance) and $45,044 ($65,949 
− $20,905) for principal reduction. This process is continued over five years, until the 
loan is paid off.
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end of 
year

Annual  
paymenta

interest  
paymentb

payment on 
 principalc

Loan  
Balanced

$250,000

1 $65,949 $25,000 $40,949 209,051

2 65,949 20,905 45,044 164,006

3 65,949 16,401 49,549 114,458

4 65,949 11,446 54,504 59,954

5 65,949 5,995 59,954 0

aEqual payments that exactly repay the loan in five years
b10% × remaining loan balance
cAnnual payment – interest charge
dPrior loan balance – payment on principal

If, on the other hand, we calculate payments so that each yearly payment covers repayment of one-fifth of 
the principal plus the amount of interest owed on the remaining principal, we have the following repayment 
schedule:

end of 
year

Loan  
Balancea

payment on 
 principalb

interest  
paymentc

Annual  
paymentd

$250,000

1 200,000 $50,000 $25,000 $75,000

2 150,000 50,000 20,000 70,000

3 100,000 50,000 15,000 65,000

4 50,000 50,000 10,000 60,000

5 0 50,000 5,000 55,000

a Prior loan balance – payment on principal
b $250,000/5
c 10% × remaining loan balance
d Payment on principal + interest payment

Now the payment in the first year is $75,000, consisting of a $50,000 payment on 
principal ($250,000/5 years) and a $25,000 interest payment (10% × $250,000). The 
amount of the annual payment declines each year as the principal balance is paid down, 
decreasing interest expense.

Which repayment plan is preferable? A lender will typically prefer the decreasing 
payments approach, in which a firm repays equal amounts of principal plus interest, 
because the loan principal will be reduced more quickly in the early years. For an entre-
preneur, which plan is preferable depends on the firm’s ability to service the  repayment 
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of the debt over time. The equal payments approach requires less cash outflow in the 
early years, when a new business usually cannot afford large payments. On the other 
hand, if in the early years a firm can make the larger payments required by the decreas-
ing payments approach, the firm will pay out less over the life of the loan. The Industry 
Canada website (www.ic.gc.ca), as well as most lenders’ websites, contains loan calcula-
tor programs.

helping out Those in need

For many budding entrepreneurs, the inability to 
secure funds is a major stumbling block, and for 
new immigrants and individuals with low incomes, 
often insurmountable.

Panagiotis Tsiriotakis came to Canada in 2003 
from the island of Crete, with a mere $200 to 
his name and a dream to sell olive oil from his 
homeland. With no personal funds and no credit 
history, it was not surprising that Tsiriotakis was 
turned down for a start-up loan by a number of 
banks. However, he heard about a local credit 
union that was offering small loans to entrepre-
neurs similar to himself—those with low credit 
scores and no real credit history—provided a busi-
ness plan was developed that could substantiate 
the loan request. Tsiriotakis did just that and it 
wasn’t long before he received a $5,000 loan that 
he promptly used to purchase bottles and have 
more oil shipped over from Crete.

Tsiriotakis’ company, Acropolis Organics is 
now a thriving business based in Toronto, spe-
cializing in the import and production of high-
quality organic olive oil and balsamic vinegar. 
Tsiriotakis was able to take advantage of a trend 
referred to as microfinancing, a common prac-
tice in many developing countries as a means of 
stimulating economic growth among the poorer 
segments of the population. Across Canada, 
more and more credit unions and community 
groups are starting to offer microfinancing as 
well as financial planning advice to help entre-
preneurs who wouldn’t ordinarily be able to 
qualify for a business loan. This is often the first 
step toward economic stability and growth, help-
ing to create jobs and get people off social assis-
tance. Research on immigrant markets shows 
that of those who succeed in accessing start-up 

funds, “a good percentage will keep moving 
forward, getting better housing, for which they 
will need mortgages, generating more income, 
building their businesses, hiring individuals—
and telling others about it.”

Like Tsiriotakis, Nick Noorani, who immi-
grated to Canada from Dubai, was able to use 
funds from a microfinancing loan to help with the 
launch of his small business, a publication called 
Canadian Immigrant magazine. Noorani, like so 
many other immigrants, found it extremely dif-
ficult to find a job and establish a career in Can-
ada and decided that starting a business would 
be a great option, if he could obtain the funds 
needed to do so. With the help of Vancouver 
City Savings Credit union (Vancity), Noorani was 
able to get his business off the ground, boost his 
income, and hire five more employees. Although 
Canada’s big banks are still a bit reluctant to offer 
microfinancing, Vancity reports that its microfi-
nance loans have repayment rates that exceed  
96 percent. Now that might get the attention of 
the big banks!

QueSTion:

 1. What kinds of challenges face new 
 immigrants when it comes to financing?

Sources: Tavia Grant, “Small Loans Yield Big Returns,” 
The Globe and Mail, April 28, 2010, available at: http://
www.theglobeandmail.com/report-on-business/
small-business/start/financing/small-loans-yield-big-
returns/article1549344/; Canadianimmigrant.ca, “Top 
25 Canadian Immigrants 2011,” available at: http://
canadianimmigrant.ca/canadas-top-25-immigrants/
canadas-top-25-immigrants-2011/nick-noorani/; and 
http://www.acropolisorganics.com
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LoAn CovenAnTS
In addition to setting the interest rate and specifying when and how the loan is to be 
repaid, a bank normally imposes other restrictions on the borrower. These restrictions, 
or loan covenants, require certain activities (positive covenants) and limit other activi-
ties (negative covenants) of the borrower to increase the chance that the borrower will 
be able to repay the loan. Some types of loan covenants that a borrower might encoun-
ter include the following:

1. The company must provide financial statements to the bank on a monthly basis or, 
at the very least, quarterly (positive covenant).

2. As a way to restrict a firm’s management from siphoning cash out of the business, 
the bank may limit managers’ salaries. It also may prohibit any personal loans 
from the business to the owners (negative covenant).

3. A bank may put limits on various financial ratios to make certain that a firm can 
handle its loan payments. For example, to ensure sufficient liquidity, the bank may 
require the firm’s current assets to be at least twice its current liabilities—that is, 
the current ratio (current assets ÷ current liabilities) must be equal to or greater 
than 2. Or the bank might limit the amount of debt the firm can borrow in the 
future, as measured by the debt ratio (total debt ÷ total assets) (negative cov-
enant).

4. The borrower will normally be required to personally guarantee the firm’s loan. 
A banker wants the right to use both the firm’s assets and the owner’s personal 
assets as collateral. Even when a business is structured as a corporation and the 
owner can escape personal liability for the firm’s debts—that is, the owner has 
limited liability—most banks still require the owner’s personal guarantee (negative 
covenant).2

It is imperative that you pay close attention to the loan covenants being imposed by a 
banker. Ask for a list of the covenants before the closing date, and make certain that you 
can live with the terms. If you have an existing company, determine whether you could 
have complied with the covenants, especially key ratios, if the loan had been in place 
during the recent past. Then, if necessary, negotiate with your banker and suggest more 
realistic covenants. Bankers will negotiate, although they may sometimes try to convince 
you otherwise. After all, making loans is a primary source of profits for the bank.

You will also need to be aware of what happens when you violate a loan covenant. 
ultimately, the banker can make you repay the loan in full immediately. More often, the 
banker will increase the interest rate or require you to repay the loan in a shorter period 
of time. What happens will also depend on which covenant is violated.

business suPPliers and asset-based lenders
Companies that have business dealings with a new firm are possible sources of funds for 
financing inventory and equipment. Both wholesalers and equipment manufacturers/
suppliers can provide trade credit (accounts payable) or equipment loans and leases.

trade Credit (aCCounts Payable)

Credit extended by suppliers is very important to a start-up. In fact, trade (or mercan-
tile) credit is the source of short-term funds most widely used by small firms. Trade 
credit is of short duration; 30 days is the customary credit period and most commonly, 

loan covenants
bank-imposed 
restrictions on 
a borrower that 
enhance the chance 
of timely repayment.

explain how business 
relationships can be 
used to finance a 
small firm.
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this type of credit involves an unsecured, open-book account. The supplier (seller) 
sends merchandise to the purchasing firm; the buyer then sets up an account payable 
for the amount of the purchase.

The amount of trade credit available to a new company depends on the type of 
business and the supplier’s confidence in the firm. For example, wholesale distributors 
of sunglasses—a very seasonal product line—often provide business capital to retailers 
by granting extended payment terms on sales made at the start of a season. The sun-
glass retailers, in turn, sell to their customers during the season and make the bulk of 
their payments to the wholesalers after they have sold and collected the cash for the 
sunglasses. Thus, the retailer obtains cash from sales before paying the supplier. More 
often, however, a firm has to pay its suppliers prior to receiving cash from its customers. 
In fact, this can be a serious problem for many small firms that sell to large companies.

equiPment loans and leases

Some small businesses, such as restaurants, use equipment that is purchased on an 
installment basis through an equipment loan. A down payment of 25 to 35 percent is 
usually required, and the contract period normally runs from three to five years. The 
equipment manufacturer or supplier typically extends credit on the basis of a condi-
tional sales contract (or mortgage) on the equipment. During the loan period, the 
equipment cannot serve as collateral for another loan.

Instead of borrowing money from suppliers to purchase equipment, some small 
businesses choose to lease equipment, especially office equipment like computers and 
photocopiers. Leases typically run for 36 to 60 months and cover 100 percent of the cost 
of the asset being leased, with a fixed rate of interest included in the lease payments.

Three reasons are commonly given for the popularity of leasing: (1) the firm’s cash 
remains free for other purposes, (2) available lines of credit can be used for other pur-
poses, and (3) leasing provides a hedge against equipment obsolescence. A business 
owner can make a good choice about leasing, however, only after carefully comparing 
the interest charged on a loan to the implied interest cost of a lease, calculating the 
tax consequences of leasing versus borrowing, and examining the significance of the 
obsolescence factor. Also, the owner must be careful about contracting for so much 
equipment that it becomes difficult to meet installment or lease payments.

asset-based lending

As its name implies, an asset-based loan is a line of credit secured by assets, such as 
receivables, inventory, or both. The lender cushions its risk by advancing only a percent-
age of the value of a firm’s assets—generally, 65 to 85 percent against receivables and up 
to 55 percent against inventory. Also, assets such as equipment (if not leased) and real 
estate can be used as collateral for an asset-based loan. Asset-based lending is a viable 
option for young, growing businesses.

Of the several categories of asset-based loans, the most frequently used is factoring. 
Factoring is an option that makes cash available to a business before accounts receiv-
able payments are received from customers. under this option, a factor (often owned 
by a bank-holding company) purchases the accounts receivable, advancing to the busi-
ness from 70 to 90 percent of the amount of an invoice. The factor, however, does have 
the option of refusing to advance cash on any invoice considered questionable. The 
factor charges a servicing fee, usually 2 percent of the value of the receivables, and an 

equipment loan
an installment loan 
from a seller of 
machinery used by a 
business

factoring
obtaining cash by 
selling account 
receivable to another 
firm

asset-based loan
a line of credit 
secured by working 
capital assets
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 interest charge on the money advanced prior to collection of the receivables. The inter-
est charge may range from 2 to 3 percent above the prime rate.

Another way to finance working capital is to sell purchase orders. With purchase-
order financing, the lender advances the amount of the borrower’s cost of goods sold 
for a specific customer order less a fee, typically somewhere between 3 and 8 percent. 
For instance, for a purchase order of $20,000, with the cost of goods sold being $12,000, 
the lender will advance the $12,000 less the fee charged. With a signed purchase order 
from a creditworthy customer, you can often get financing for almost the entire process, 
provided your gross profit margin (gross profit ÷ sales) is at least 35 percent. Although 
the fee is not insignificant, it makes sense when the entrepreneur would not otherwise 
be able to accept an order from a large customer.

PriVate equity inVestors
A large number of private individuals invest in others’ entrepreneurial ventures; some 
have limited business experience while at the other end of the spectrum, others may 
possess considerable knowledge and business expertise.

business angels

Private individuals who invest in early-stage companies are often referred to as  business 
angels, because they act as “saviours” for an entrepreneur struggling to obtain the nec-
essary start-up capital. In addition to providing needed money, private investors fre-
quently contribute know-how to a business and act as mentors, offering advice and 
industry contacts to help deal with the challenging issues and decisions that must be 
made by new venture start-ups. Many angel investors prefer to stick to local businesses 
or industries in which they have had experience, while others invest in a wide variety of 
geographic areas and business sectors.

While many high-profile investors exist in Canada, made popular recently by televi-
sion programs such as The Dragons’ Den and Shark Tank, there are also numerous private 
investors who invest in thousands of new companies each year. There are various ways to 
connect with angel investors through communications with business associates, accoun-
tants, lawyers, and even other entrepreneurs. In addition, the Internet can be a great 
source of information for identifying and reaching prospective angel investors.

There are now many formal angel networks and angel alliances present in many of 
the major cities in North America. In forums across the country, entrepreneurs make 
presentations to groups of private investors gathered to hear about new ventures. For 
example, angel networks now operate in Ottawa, Calgary, Vancouver, and other Cana-
dian cities to offer qualified entrepreneurs an opportunity to meet a group of private 
investors. Such networks can greatly increase the odds of finding an investor.

Although angel financing may be easier to acquire than some of the more formal 
types of financing, informal investors can be very demanding. Thus, the entrepreneur 
must think carefully about how best to present to potential investors and, if successful in 
capturing attention, how to structure the terms of the investors’ involvement.

Venture CaPital ComPanies

Corporations formed for the purpose of raising money to invest in high-potential growth 
companies are known as venture capitalists or VCs for short. Once the money has been 

business angel
private individuals 
who invest in others’ 
entrepreneurial 
ventures

purchase-order 
financing
obtaining cash 
from a lender who, 
for a fee, advances 
the amount of the 
borrower’s cost of 
goods sold for a 
specific customer 
order

describe the two 
types of private equity 
investors who offer 
financing to small 
firms.
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committed by the investors, the venture capitalist evaluates investment opportunities 
available. In general, very few venture capitalists offer early-stage money to ventures 
still in development unless there is evidence of high potential—in the form of sales to 
well-recognized companies or products in beta-test with potential customers. Venture 
capitalists generally want to fund companies that are entering a period of significant 
growth because they are looking for very high returns, which are a result of the value 
of the company increasing with that growth. In general, these investors are looking for 
a compound annual growth rate of 40 percent or more, and are looking for product or 
technology-based companies to invest in rather than service businesses.

For the investment, the venture capitalist receives the right to own a percentage of 
the entrepreneur’s business. Reaching agreement on the exact percentage of owner-
ship often involves considerable negotiation. The primary issues are the firm’s expected 
profits in future years and the venture capitalist’s required rate of return. Once an 
investment has been made, the venture capitalist carefully monitors the company, usu-
ally through a representative who serves on the firm’s board.

As discussed earlier in the chapter, formal venture capital investment in Canada 
varies from year to year, depending on economic conditions. In 2013 $2 billion was 
invested by venture capital companies, in 2006 $1.69 billion; however that is less than 
one-third the $6.6 billion invested in 2000 before the technology sector meltdown. It 
is interesting to note that over half the funds venture capital companies raise to invest 
comes from individual Canadians.3

Venture capital companies receive hundreds, if not thousands, of business plans 
every year. Very few get past the initial screen, which is based on several criteria such 
as the VC’s knowledge of the industry or technology, the amount available to invest, 
the growth potential of the venture, and the strength of the management team. Con-
ventional wisdom is that a VC will invest in a “B” opportunity if the management team 
is an “A” team but not in an “A” opportunity if it comes with a “B” team. If you are 
approaching a venture capital company, send a brief summary in addition to the busi-
ness plan. This summary should include 

•	 Proposed financing: the total amount of investment requested
•	 Basic company demographics: founding date, location(s), number of full- and part-

time employees, background of the CEO, and other senior management
•	 Financing history: current investors, amount raised, postfinancing valuation, how 

many stock options are available, ownership percentage for major shareholders
•	 Market opportunity: target market description, size, location, growth rate, and 

growth drivers
•	 Elevator pitch: the 30-second description of what the company does, what the 

 market opportunity is, and how the company will capitalize on it
•	 Competition: a brief description of major competitors or classes of competitors
•	 Economics of the business: the business model—that is, how does the business make 

money
•	 Customers: key current customer or key potential customers
•	 Development status: the milestones that must be met to get to market
•	 Revenue: prior year’s actual results, this year to date, and revenue and profit projec-

tions for each of the next five years4

Is there a downside to attracting venture capital investment? Absolutely! If you look at 
the list of items above about how venture capitalists operate, you can see some of the pitfalls:

BK-NEL-LONGENECKER-140433-Chp14.indd   407 29/12/14   8:44 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations408

NEL

•	 Control: VCs can exert control in a number of ways. Depending on the amount 
invested and current value of the company, the venture capital company might 
own a majority of the shares in the company. Second, the VC will want representa-
tion on the board of directors, possibly even a majority of the seats including the 
chair’s position. Since the board appoints the officers of the company, an entre-
preneur could find him- or herself “fired” from the company he or she founded if 
there is a significant disagreement between what he or she wants to do and what 
the VC thinks best. Third, the VC may put covenants on the company. These may 
be performance related in the form of milestones and financial performance 
that could see the VC able to take control out of the hands of the founders and 
management team, or they could be in the form of restrictions on what manage-
ment can do without VC approval, such as borrowing or increasing management 
compensation.

•	 Forced growth: VCs gain a high return on their investment from high growth in the 
value of the company, which comes from (profitable) revenue growth. They may 
push the company to grow at a pace that is too fast for the capability of senior 
management, which may in turn cause the VC to replace the entrepreneurs and 
founders.

•	 Forced-exit strategy: VCs do not want to stay invested once growth starts to slow. They 
will invest only if there is a clear exit method such as an initial public offering 
(IPO) on a stock exchange or acquisition by a larger company. Either way, this 
may not be in accordance with the wishes of the founders, although either method 
would likely make them quite wealthy individuals.

As can be seen from the above discussion, venture capital is not a viable source of 
financing for most small businesses but can be very important to finance high-growth 
companies.

pitching to an Angel

For entrepreneurs in desperate need of financing, 
a successful pitch to an angel investor can make 
all the difference in the world in terms of making 
their dreams of business ownership a reality. Angel 
investment plays a crucial role in Canadian entre-
preneurship, providing seed money to new busi-
nesses to help with the all-important start-up phase. 
Although there are a lot of angel investor groups 
out there, it is not always easy to seal the deal.

According to Rob Chaworth-Musters, founder 
of the Vancouver Angel Forum, one of Canada’s 
oldest angel groups, there are certain critical ele-
ments required to succeed with an angel group. 
uppermost in the minds of an angel group is how 

quickly the business is expected to grow. Bottom 
line, the company has to grow fast if it has any 
chance of success with an angel group.

Next to growth, angel investors look closely at 
the entrepreneurs themselves, their background 
and experience and whether they have a demon-
strated ability to accept advice. For start-ups that 
are low in hands-on experience, having an advi-
sory board with demonstrated experience in the 
industry can help boost credibility.

Angel investors are also looking to work with 
entrepreneurs who have done their homework—
for example, knowing the barriers to entry they 
will be facing in their industry or market, and what 
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goVernment Programs and agenCies
There are some government programs that provide financing to small businesses in 
the form of grants, loans, and equity financing, however, they are not always easy to 
acquire.

small business FinanCing

The main federal program aimed at supporting new and small business is the Canada 
Small Business Financing Program (CSBFP) which helps new businesses get started 
and established firms to make improvements and expand, which in turn helps to 
promote economic growth and create jobs for Canadians. under the CSBFP, the 
Government of Canada makes it easier for small businesses or start-ups to get loans 
up to $500,000 from financial institutions like banks or credit unions by sharing the 
risk with the lenders. In many cases, loans available through the CSBFP would not 
otherwise be available to small businesses. Loan proceeds must be used to purchase 
or improve land or buildings, acquire new or used equipment (including commercial 
vehicles) for new or existing leasehold improvements. The loan cannot be used to 
finance items like working capital, inventories, franchise fees, or research and devel-
opment, and to be eligible a business must have gross annual revenues of $500,000 or 
less. To obtain a loan under the program, the borrower applies through a financial 
institution and pays a registration fee of 2 percent of the value of the loan, (which 
can be financed as part of the loan) to the  government. Lenders are required to 

Canada Small 
Business Financing 
program (CSBFp)
a federal government 
program that 
provides financing 
to small businesses 
through private 
lenders, for 
which the federal 
government 
guarantees 
repayment

the plan is to overcome these obstacles. Angels 
are most interested in businesses that are past the 
concept stage, and almost at launch, with a solid 
plan, including evidence of research and product 
development.

According to a new report published by the 
National Angel Capital Organization (NACO), 
Canadian angel groups invested a total of 
$89  million in early-stage companies in 2013 with 
angel funds focusing on information technology 
sectors, which took around $29 million invested, 
as well as life sciences and clean technology. Also 
noted was that during the same time period, 
angel investor groups spent a larger portion of 
their available funds on businesses that were 
already under their wing, signalling to start-ups 
that angel investment is becoming tougher to 
attract.

According to Karen Grant of the Angel One 
network in Ontario, “Angel groups are maturing, 
they’re doing more robust due diligence. So while 
a lot of companies are looking for funding, the 
investors are becoming more selective.”

QueSTionS:

 1. What are the key benefits and  challenges 
associated with angel investors as a 
financing source?

 2. Assume you are an angel investor, what 
kinds of businesses would you be most 
interested in investing in?

Sources: Kirk Falconer, “Angels Invest $89 Million in 
Canadian Innovative Companies in 2013,” Reuters PE 
Hub, May 27, 2014, available at: http://www.pehub 
.com/canada/2014/05/27/angels-invest-89-million-
in-canadian-innovative-companies-in-2013/; Armina 
Ligaya, “Angel Investing Groups Across Canada Put 
More Money in Firms under Their Wing Than in New 
Ventures,” Financial Post Online, May 23, 2014, available 
at: http://business.financialpost.com/2014/05/23/
angels-investing-groups-across-canada-put-more-
money-in-firms-under-their-wing-than-in-new-ven-
tures/; and Kim Hart Macneill, “Pitching to an Angel,” 
ProfitGuide.com, July 25, 2012, available at: http://www 
.profitguide.com/manage-grow/financing/pitching-
to-an-angel-38604.

distinguish among 
the different 
government loan 
programs available 
to small companies.
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take security in the assets financed, and also have the option to take an additional 
unsecured personal guarantee. The financial institution makes the credit decision to 
lend or not, and can normally release the loan proceeds as promptly as it would with 
a nonguaranteed loan. The benefit of the program is that a lender (bank) is more 
willing to accept the risks of the loan because of the government guarantee. under 
the program, the loan can have a fixed or variable rate of interest. The fixed rate 
is set at the bank’s conventional residential mortgage rate for the term of the loan 
plus 3 percent.

The variable rate is set at the bank’s prime lending rate plus three percent, effec-
tively making the rate “prime plus three.” For more information on this program go to 
www.ic.gc.ca/csbfp

business deVeloPment bank (bdC)

The BDC is a federal Crown corporation that provides a number of services for entre-
preneurs, including financing, venture capital, and consulting services to entrepre-
neurs. For most of its history, the BDC was considered a “lender of last resort,” however, 
today it is much more aggressive in working with other lenders and investors or on its 
own to support new and small businesses. The BDC’s lending practices differ somewhat 
from chartered banks in Canada since borrowers receive a guaranteed term, which 
means that the loan cannot be recalled without due cause. In addition, the BDC offers 

going global: Clearwater Seafood

Atlantic Canada is home to Clearwater Seafood, a 
global company known for its seafood, particularly 
its shellfish. The company harvests, processes, and 
distributes premium lobsters as well as crabs, scal-
lops, and other shellfish, operating a large fleet 
of vessels and several processing plants in Eastern 
Canada.

With the help of Export Development Can-
ada (EDC) Clearwater Seafood has expanded its 
business into international markets, selling nearly 
100 percent of its products to international mar-
kets: 40 percent to the united States, 30 percent 
to China and the Middle East, and 30 percent to 
Europe.

EDC is a Crown corporation that offers financ-
ing, insurance, and risk management solutions 
to Canadian companies (80 percent are small- 
and medium-sized businesses) looking to export 
to markets worldwide. The primary mandate of 

the EDC is to help Canadian exporters such as 
Clearwater Seafood expand in international mar-
kets; according to company founder Colin Mac-
Donald, the organization has been invaluable. 
“EDC helped us grow and build our reputation 
 internationally. We have used EDC since the 
late 1970s for accounts receivables insurance in 
our foreign markets. In 2009, EDC also stepped 
in to help us with our long-term debt—provid-
ing $15 million in a $60 million financing pack-
age with GE Capital, BDC, and the Nova Scotia 
government.”

QueSTion:

 1. What was the government able to provide 
Clearwater Seafood to assist with their 
growth?

Sources: http://www.edc.ca and www.clearwater.ca

ENTREPRENEuRIAL ExPERIENCES
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some benefits including: deferring principal payments, amortizing loans for longer 
terms, and seasonal and/or progressive payment options. The BDC is a good option 
for companies that have higher loan-to-value ratios, as many chartered banks will often 
turn down these types of business loan requests.

As a source of funds, the BDC offers conventional lending as well as “venture 
loans,” which combine some features of loans with the advantages of equity. This 
results in lower interest costs, but requires some return in the form of a royalty on 
future sales or options to buy stock in the business. In addition, the BDC’s website 
(www.bdc.ca) offers a wealth of resources that entrepreneurs can access to assist with 
getting a business underway as well as growing a business in the future, providing 
information on how to expand sales, innovation, financial management, and selling 
a business.

industrial researCh assistanCe Program (iraP)

Part of the National Research Council, IRAP helps smaller firms undertake technol-
ogy innovation through financial support for research and development and expert 
advice. A unique element of IRAP is the more than 240 industry technical advisers 
(ITAs) that are available to assist companies in areas such as plant layout, productivity, 
cost control, production process improvement, and assessment of new manufacturing 
technology. To be eligible for IRAP funding, a firm must be an incorporated, for-
profit, small- or medium-sized enterprise with fewer than 500 full-time employees with 
the objective of generating profits through the development and commercialization 
of new technology.

tax inCentiVes and wage subsidies

There are some tax credits or write-offs and rebates available for certain kinds of activi-
ties that can help start-up businesses with financing. The benefits available will vary by 
industry and sometimes by geographic area or province. For example, a business that 
hires a computer animation and special effects worker in Ontario may be eligible for 
a 20 percent refundable tax credit. In Nova Scotia, a business might be eligible for 
reimbursement for buying productivity-enhancing equipment for their business as part 
of the Capital Investment Incentive. For example, in many provinces, a small business 
owner that hires an apprentice can receive a tax credit equal to 10 percent of that 
person’s salary, up to a maximum of $2,000 per year per eligible apprentice. Visit www.
canadabusiness.ca for a full listing of the potential tax and wage benefits that currently 
exist across a variety of industries and provinces.

global oPPortunities For assoCiations

This program, formerly the Program for Export Market Development–Associations 
(PEMD–A) provides funding to support national associations undertaking new or 
expanded international business development activities.

Federal and ProVinCial assistanCe

There are a large number of other federal and provincial assistance programs, 
including many grants, that don’t have to be repaid. Most provinces also have their 
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own research agencies that assist businesses in various ways. Information on these 
 programs on a province-by-province basis can be found by searching online for 
“provincial  government grants” or “provincial government loans” or by visiting www 
.canadabusiness.ca

Think dirty

Do you know what’s in your lipstick? What about 
your deodorant? According to the Environmental 
Working Group, each day women are exposed to 
about 168 chemicals in beauty products alone. 
Although food and drug manufacturers have to 
disclose ingredients found in their products, mak-
ers of cosmetics and personal care products are 
not held to the same rigorous standards.

Lily Tse uncovered this startling fact after her 
mother was diagnosed with breast cancer for the 
second time, and she set out to learn more about 
how to live a healthier lifestyle and the external 
factors and possible contributors to breast cancer. 
Her research into the potential harmful health 
and environmental impacts of chemicals being 
used in every day health and beauty products led 
her to develop the Think Dirty app.

Launched in 2013, the Think Dirty app allows 
users to scan a product’s bar code or search by 
product name, to access not only the product’s 
ingredients but also the chemicals found in the 
product and the potential toxicity to the human 
body. The app gives products a score on the “Dirty 
Meter,” based on the inclusion of certain car-
cinogens or allergens, and also offers alternative 
options for cleaner products. users can connect 
the app to Facebook to add friends, share items, 
and save products to their virtual bathroom shelf, 
which also gets an overall grade.

To help raise the financing to launch her 
business, Tse was able to tap into several start-up 
programs that were instrumental in helping her 
make her dream a reality. Tse entered and won 
the 2012 “IT’S A START” pitch competition, win-
ning $5,000 as well as space and a mentorship at 
George Brown College’s Digital Media and Gam-
ing Incubator. Tse followed this up by winning a 

$50,000 grand prize in the Spin Master Innovation 
Fund competition—a program co-financed by 
Spin Master Toys, the Business Development Bank 
of Canada, and Futurpreneur (formerly known as 
the Canadian Youth Business Foundation), aimed 
at helping to promote Canada’s next generation 
of business innovators. As many entrepreneurs can 
attest to, having access to financing and business 
advice can provide much needed momentum dur-
ing the early stages of a business start-up.

Since its launch, the Think Dirty app has been 
downloaded 70,000 times and Tse is hopeful that 
this number will continue to rise as today’s health 
conscious consumer continues to question the 
chemicals they are being exposed to and what they 
are putting in their bodies.

QueSTionS:

 1. If you were approached to invest in this 
business, what questions would you ask?

 2. Which do you think is more important—
access to financing or mentorship?

Sources: Jennifer Horn, “Think Dirty’s Toxic Test,” Strategy 
Online, April 3, 2014, available at: http://strategyonline 
.ca/2014/04/03/think-dirtys-toxic-test/; Ben Schiller, 
“An App to Track The Nasty Chemicals In The Beauty 
Products You Put On Your Face,” FastCompany CoExist, 
April 1, 2014, available at: http://www.fastcoexist 
.com/3027840/an-app-to-track-the-nasty-chemicals-in-
the-beauty-products-you-put-on-your-face; Katherine 
Scarrow, “Six Startups Win $50,000 Spin Master Prizes 
for Innovation,” The Globe and Mail Online, September 13,  
2013, available at: http://www.theglobeandmail.com/
report-on-business/small-business/sb-tools/small- 
business-briefing/six-startups-win-50000-spin-master-
prize/article14399064/; and http://www.futurpreneur 
.ca/en/programs/innovation/eligibility/
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other sourCes oF FinanCing
The sources of financing that have been described thus far represent the primary 
avenues for obtaining money for small firms. The remaining sources are gener-
ally of less importance but should not be ignored by an entrepreneur in search of 
financing.

large CorPorations

In the past, large corporations have made a limited amount of funds available for invest-
ing in smaller companies when it is in their self-interest to maintain a close relationship 
with such companies. For instance, some large high-tech firms like Intel and Microsoft, 
prefer to invest in smaller firms that are conducting research of interest, rather than 
conduct the research themselves.

stoCk sales

Another way to obtain capital is by selling stock (shares in the company) to outside 
individual investors through either private placement or public sale. However, finding 
outside stockholders can be difficult when a new firm is not known and has no ready 
market for its securities. In most cases, a business must have some history of profitability 
before its stock can be sold successfully.

Whether it is best to raise outside equity financing depends on the firm’s long-range 
prospects. If there is opportunity for substantial expansion on a continuing basis and if 
other sources are inadequate, the owner may logically decide to bring in other owners. 
Owning part of a larger business may be more profitable than owning all of a smaller 
business.

PriVate PlaCement

One way to sell common stock is through private placement, in which the firm’s stock 
is sold to selected individuals—usually the firm’s employees, the owner’s acquain-
tances, members of the local community, customers, and suppliers. When a stock sale 
is restricted to private placement, an entrepreneur can avoid many requirements of the 
securities laws.

PubliC sale

When small firms—typically, larger small firms—make their stock available to the gen-
eral public, this is called going public, or making an initial public offering (IPO). The 
reason often cited for a public sale is the need for additional working capital.

CrowdFunding
The Internet has introduced a new type of financing that provides entrepreneurs 
with a new approach in the sometimes elusive search for funds to start a business. 

private placement
the sale of a firm’s 
capital stock to 
selected individuals

initial public 
offering (ipo)
the issuance of stock 
that is to be traded 
in public financial 
markets

explain when large 
companies and 
public stock offerings 
can be sources of 
financing.

8

describe how 
crowdfunding can be 
used by some small 
businesses to raise 
capital.

9
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 Crowdfunding is the process of raising very small investments from a large number 
of investors online.

There are numerous crowdfunding sites, some of which are broad in scope like 
Kickstarter and Indiegogo (covering a wide range of categories like food, technology, 
media ) or more narrowly focused like ArtistShare and PledgeMusic (catering to musi-
cians and artists). While each site offers their unique spin, the general concept is the 
same across the board. Project creators can create a profile typically containing a short 
video, an introduction to their project, a list of rewards per donation, and some images 
to elaborate. The idea is to create a compelling message that readers will be drawn 
towards. Each campaign is set for a goal amount of money and a fixed number of days. 
Once the project is launched, each day will be counted down and the money raised will 
be tallied up for visitors to follow its success. If a project reaches its goals, it receives 
the money (less a cut for the crowdfunding portal) and backers receive the products or 
services for their pledges.

There are four basic approaches to crowdfunding: (1) donations, (2) rewards, 
(3) pre- purchases, and (4) equity investing. Individuals who donate make a contribu-
tion to support a given project without receiving anything tangible in return. This 
approach is more like a charitable contribution than an investment. Interestingly, there 
are people who enjoy helping an organization, even a business at times, without any 
promise of something in return.

In the second approach, rewards, supporters make a monetary contribution in 
return for a reward of some type. For example, BodBot, a start-up providing exer-
cise and nutrition recommendations on the Web, set a goal to raise $20,000 by 
crowdfunding. (It actually raised $43,210 from 795 participants.) In return for par-
ticipating, the company offered different packages of workouts and other benefits, 
depending on the amount of the contribution, beginning at $20 and continuing up 
to $15,000! A similar approach to receiving a reward is a pre-purchase, in which the 
financial contribution is essentially the conditional pre-purchase of the entrepre-
neur’s planned product. If the product launch is successful, contributors are sent 
the actual product.

The foregoing approaches are not considered investments. The contributors are 
not loaning the firm money, nor are they receiving any equity ownership in the busi-
ness. However, the equity investing approach does offer participants partial ownership (a 
very small percentage) in the business. Initially, equity investing through crowdfunding 
was only available to accredited investors, who were required to have a net worth of at 
least $1 million. However, since that time there has been a push to make crowdfunding 
available to the general public in the u.S. as well as Canada, and securities regulatory 
agencies in both countries have been actively considering exemptions and rules that 
will allow this to occur.

Small businesses that raise equity through crowdfunding should be aware of poten-
tial problems that can arise. First, if crowdfunding investors receive voting rights, that 
fact may become a deterrent to raising money from angels and venture capitalists in 
the future. Such investors usually would not be interested in sharing voting rights with 
a large group of small investors. Second, a company should be wary about sharing 
detailed financial information and trade secrets with a multitude of crowdfunding 
investors.

In short, when it is a good fit, crowdfunding may be a viable option for small busi-
nesses that need to raise capital. And all signs suggest that this approach will become 
even more popular in the future.

crowdfunding
the process of 
raising very small 
investments from 
a large number of 
investors via the 
Internet
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kickstart your Business

For many aspiring entrepreneurs, crowdfunding 
represents an exciting opportunity to help launch 
a new business, especially when the traditional 
model of financing through a bank is not an 
option. One of the most well-known crowdfund-
ing platforms, Kickstarter, has achieved impressive 
results since its launch in 2009. According to Kick-
starter stats, 5 million people have pledged over 
$1 billion, funding more than 60,000 Kickstarter 
projects.

One of the most successful projects in Kick-
starter history was Pebble smartwatch, launched 
by a university of Waterloo graduate who was 
having trouble finding financing. Pebble uses 
Bluetooth technology to connect to iPhone and 
Android smartphones, alerting wearers of incom-
ing calls, emails, and messages. In addition, 
the watch is fully customizable with download-
able watch faces and a host of unique Internet- 
connected apps—appealing to a wide variety of 
interests including cyclists, runners, and golfers. 
The Pebble smartwatch project raised an astound-
ing $10 million, which is even more impressive 
when you consider the initial goal was $100,000. 
The Pebble smartwatch results are impressive, 
however, many  Kickstarter projects are much 
more modest in scope.

In Calgary, Josh Wolf used Kickstarter to help 
him transform his love of classic video games 
into a business venture, creating a custom circuit 
board complete with joystick and buttons that 
light up. In order to successfully launch Wolf’s 
homemade arcade machine his goal was to raise 
$10,000 but he was able to surpass that goal easily, 
raising $33,000. Although Wolf was able to more 
than triple his goal, his expenses were higher than 
anticipated as shipping, packaging, duty, and a 
declining dollar ate away at his profits. However, 
after fulfilling his Kickstarter orders Wolf was able 

to launch his business, WolfWare Technologies, 
selling his custom boards to customers online and 
securing agreements with specialty retailers for his 
products.

In exchange for providing this unique for-
mat and meeting place of “average joe” backers, 
the company collects a 5 percent fee from the 
proceeds of projects that meet their goals. If a 
project does not attract enough pledges to meet 
the minimum dollar amount specified, whatever 
money is collected is returned to the backers. 
At the present time, Kickstarter does not accept 
projects that fundraise for charity or offer finan-
cial incentives like equity or repayment. Other 
than that, the only real criteria for a Kickstarter 
project, is that it is creative and has a finite begin-
ning and end.

QueSTionS:

 1. What kinds of projects or small businesses 
would benefit from crowdfunding?

 2. What are the potential drawbacks of this 
type of financing?

Sources: Stuart Gradon, “Calgary Entrepreneurs Taste 
Success with Crowdfunding on Kickstarter,” The  Calgary 
Herald, February 11, 2014, available at: http://www 
.calgaryherald.com/business/Calgary+entrepreneurs+ 
taste+success+with+crowdfunding+Kickstarter/9476836/
story.html; Shane Dingman, “Kickstarter Crowdfunding 
Arrives for Canadian Ideas, Finally,” The Globe and 
Mail Online, August 7, 2013, available at: http://www 
.theglobeandmail .com/technology/tech-news/ 
kickstarter-crowdfunding-arrives-for-canadian-ideas-
finally/article13629886/; Erin Bury, “Kickstarter Opens 
Doors in Canada to Make Project Funding Easier,” Financial 
Post Online, September 9, 2013, available at: http://business 
.financialpost.com/2013/09/09/kickstarter-opens-doors-
in-canada-to-make-project-funding-easier/?__lsa=e25f-
58e2; and https://www.kickstarter.com/.
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1 describe how a firm’s characteristics affect its 
available financing sources.

•	 Four basic firm characteristics determine how a firm 
is financed: (1) the firm’s economic potential, (2) the 
size and maturity of the company, (3) the nature of 
the firm’s assets, and (4) the personal preferences of 
the owners with respect to the trade-offs between debt 
and equity.

•	 An entrepreneurial firm with high-growth potential has 
more possible sources of financing than does a firm that 
provides a good lifestyle for its owner but little in the 
way of attractive returns to investors.

2 evaluate the choice between debt financing and 
equity financing.

•	 Older and larger companies have more access to bank 
financing, while smaller firms tend to rely more on 
 personal loans and credit cards.

•	 Tangible assets serve as great collateral when a business 
is requesting a bank loan, while intangible assets have 
little value as collateral for lenders.

•	 The choice between debt and equity financing involves 
trade-offs with regard to potential profitability, financial 
risk, and voting control.

•	 Borrowing money (debt) rather than issuing common 
stock (owners’ equity) creates the potential for higher 
rates of return to the owners and allows them to retain 
voting control of the company, but it also exposes them 
to greater financial risk.

•	 Issuing common stock rather than borrowing money 
results in lower potential rates of return to the owners 
and the loss of some voting control, but it does reduce 
their financial risk.

3 identify the typical sources of financing used at 
the outset of a new venture.

•	 The aspiring entrepreneur basically has three sources 
of early financing: (1) personal savings, (2) friends and 
family, and (3) credit cards.

•	 Personal savings is the primary source of equity financing 
used in starting a new business. A banker or other lender 
is unlikely to loan venture money if the entrepreneur does 
not have her or his own money at risk.

•	 Loans from friends and family may be the only avail-
able source of financing and are often easy and fast 
to obtain, although such borrowing can place the 
entrepreneur’s most important personal relationships 
in jeopardy.

•	 Credit card financing provides easily accessible 
financing, but the high interest costs may become 
 overwhelming at times.

4 discuss the basic process for acquiring and 
 structuring a bank loan.

•	 Bankers primarily make business loans in one of three 
forms: lines of credit, term loans, and mortgages.

•	 In making a loan decision, a banker always considers 
the “five Cs of credit”: (1) the borrower’s character, 
(2) the borrower’s capacity to repay the loan, (3) the 
capital being invested in the venture by the borrower, 
(4) the collateral available to secure the loan, and 
(5) the conditions of the industry and economy.

•	 Obtaining a bank loan requires a well-prepared loan 
request that addresses: (1) how much money is needed, 
(2) what the venture is going to do with the money, 
(3) when the money is needed, and (4) when and how 
the money will be paid back.

•	 A banker may request other detailed financial infor-
mation, including three years of the firm’s historical 
financial statements, the firm’s pro forma financial state-
ments, and personal financial statements showing the 
 borrower’s net worth and estimated annual income.

•	 An entrepreneur should carefully evaluate avail-
able banks before choosing one, basing the decision 
on  factors such as the bank’s location, the services 
 provided, and the bank’s lending policies.

•	 In negotiating a bank loan, the owner must consider the 
accompanying terms, which typically include the interest 
rate, the loan maturity date, the repayment schedule, 
and the loan covenants.

5 explain how business relationships can be used 
to finance a small firm.

•	 Business suppliers can offer trade credit (accounts pay-
able), which is the source of short-term funds most 
widely used by small firms.

•	 Suppliers also offer equipment loans and leases, which 
allow small businesses to use equipment purchased on 
an installment basis.

•	 An asset-based loan is financing secured by working 
capital assets, such as accounts receivable, inventory, 
or both.

6 describe the two types of private equity inves-
tors who offer financing to small firms.

•	 Business angels are private individuals, generally with 
substantial business experience, who invest in early-
stage ventures.

•	 Formal venture capitalists are groups of individuals who 
form limited partnerships for the purpose of raising 
 capital from large institutional investors. The money is 
then invested in high-potential start-ups and existing 
firms for an ownership share.

L o o k i n g  B A C k
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7 distinguish among the different government loan 
programs available to small companies.

•	 The federal government helps new businesses get started 
through the programs and agencies like the Canada 
Small Business Financing Program and the Business 
Development Bank of Canada.

•	 Provincial and municipal governments finance new 
 businesses in various ways, with programs that are 
 generally geared to augmenting other sources of funding.

8 explain when large companies and public stock 
offerings can be sources of financing.

•	 Large companies may finance smaller businesses when 
it is in their self-interest to have a close relationship with 
the smaller company.

•	 Stock sales, in the form of either private placements or 
public sales, may provide a few high-potential ventures 
with equity capital.

9 describe how crowdfunding can be used by 
some small businesses to raise capital.

•	 Crowdfunding is the process of raising very small  
investments from a large number of investors via the 
Internet.

•	 There are four basic approaches to crowdfunding: 
(1) donations, (2) rewards, (3) pre-purchases, and 
(4) equity investing.

asset-based loan, p. 405
business angel, p. 406
Canada Small Business Financing 

Program (CSBFP), p. 409
chattel mortgage, 397
crowdfunding, 414

equipment loan, 405
factoring, 405
initial public offering (IPO), p. 413
loan covenants, 404
prime rate, p. 400
private placement, p. 413

purchase-order financing, p. 406
real estate mortgage, p. 398
term loan, p. 397
venture capitalists, p. 406

k e y  T e r M S

disCussion questions

1. How does the nature of a business affect its 
sources of financing?

2. How is debt different from equity?
3. Explain the three trade-offs that guide the choice 

between debt financing and equity financing.
4. Assume that you are starting a business for the 

first time. What do you believe are the greatest 
personal obstacles to obtaining funds for the new 
venture? Why?

5. If you were starting a new business, where would 
you start looking for capital?

6. Explain how trade credit and equipment loans 
can provide initial capital funding.

7. Describe the different types of loans made by a 
commercial bank.

8. What does a banker need to know in order to 
decide whether to make a loan?

9. In what ways does the federal government help 
with initial financing for small businesses?

10. What advice would you give an entrepreneur who 
was trying to finance a start-up?

you make the Call

situation 1

Richard Moller is well on his way to starting a new 
 venture—Max, Inc. He has projected a need for $350,000 
in initial capital. He plans to invest $150,000 himself and 
either borrow the additional $200,000 or find a partner 

who will buy shares in the company. If Moller borrows 
the money, the interest rate will be 12 percent. If, on the 
other hand, another equity investor is found, he expects 
to have to give up 60 percent of the company’s shares. 
Moller has forecasted earnings of about 18 percent in 
operating income on the firm’s total assets.
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exPeriential exerCises

1. Interview a local small business owner to deter-
mine how funds were obtained to start the busi-
ness. Be sure you phrase questions so that they 
are not overly personal, and do not ask for spe-
cific dollar amounts. Write a brief report on your 
findings.

2. Interview a local lender about lending poli-
cies for small business loans. Ask the lender to 
comment on the importance of a business plan 
to the bank’s decision to loan money to a small 
business. Write a brief report on your findings.

3. Review recent issues of Profit or Canadian Business, 
and report to the class on the financing arrange-
ments of firms featured in these magazines.

Question 1 Compare the two financing options in 
terms of projected return on the owner’s equity 
investment. Ignore any effect from income taxes.
Question 2 What will happen if Moller is wrong and 
the company earns only 5 percent in operating 
income on total assets?
Question 3 What must Moller consider in choosing a 
source of financing?

situation 2

James Ridings’s firm, Craftmade International, Inc., 
sells ceiling fans. Originally, Ridings was a sales repre-
sentative for a company that sold plumbing supplies. 
When the company added ceiling fans to its line, Rid-
ings developed a number of customers that bought 
the fans. Some time later, when the firm eliminated 
the ceiling fans, Ridings had customers and nothing 
to sell them. He became partners with James Ivins, a 
sales representative for a firm that imported ceiling 
fans and they scraped together $30,000 and bought 
800 fans from Taiwan, which quickly sold. Encour-
aged, Ridings raised $45,000 to buy more fans. 
Again, they sold quickly. By the end of the first year, 
Ridings and Ivins had put together a salesforce of 
15 and were selling 3,000 fans per month. Two years 
later, the two men had started designing their own 
high-quality and high-profit-margin fans. Sales had 
grown to $10 million, and the firm was profitable. 
However, while the firm’s sales were increasing at 
50 percent per year, a problem developed: The firm 
ran into cash problems. At one critical point, Rid-
ings had to persuade a supplier to accept shares in 
lieu of payment on a $224,000 order. Another time, 
Ridings and Ivins had to approach 16 bankers within 
a matter of a few days before finding someone who 
would loan them $100,000 to pay their bills.

Question 1 Craftmade International, Inc. is a suc-
cessful firm when it comes to growing, but what are 
its owners overlooking?
Question 2 What steps would you suggest to Ridings 
and Ivins to solve their problems?

situation 3

Too little working capital had been a constant 
problem at Industrial Robotics (IR), a designer of 
automated manufacturing equipment. But, in 2010, 
with 47 employees and seven offices across North 
America, IR faced a cash shortage that threatened to 
hit $1 million. Founder Jack Miller wasn’t concerned. 
But his banker, Mario Sarducci, thought that amount 
was too much for a company barely doing $5 million 
in sales. Sarducci had worked on the IR file for the pre-
vious decade and wanted Miller to reduce his travel-
ling expenses, shrink overhead, maximize profits, and 
give the bank good financial information. “You’re not 
running a profitable operation,” Sarducci lectured, 
“and your balance sheet doesn’t support your credit. 
My bank has gone as far as it will go.” Indeed, the 
bank had gone even further. At the end of 2010, IR 
had overdrawn its $800,000 line of credit by $300,000. 
If Sarducci had refused to honour those cheques, he 
would have forced the company to close. But Miller 
wasn’t alarmed: “Entrepreneurs come up against bar-
riers. They’re walls to some; to others, they’re only 
hurdles.”

Question 1 Miller and Sarducci clearly have a dif-
ferent perspective about what needs to happen at IR. 
Do you think this situation is common between an 
entrepreneur and a banker?
Question 2 Why do you think Miller and Sarducci 
have such different views on the company’s needs?
Question 3 What suggestions would you give Miller?
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Case 14

moonworks, (P. 479)

Moonworks began installing Gutter Helmet® in 
Rhode Island, but soon the business began expanding 
further into the New England states and New York. 
Now it offers industry-leading home improvement 
products. Moonworks has had a long relationship with 

the Bank of Rhode Island, and this case tells the story 
of the company’s financing and how it has changed 
along with the company over 15 years.

alternatiVe Case For ChaPter 14 

Case 12, Numi Tea, p. 474
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Managing growing FirMs 
and Exit stratEgiEs

L o o k i n g  A h e A d
After studying this chapter, you 
should be able to

1 Describe managing for growth.

2 Explain the various types of outside 
management assistance.

3 Explain the importance of having an 
exit strategy.

4 Describe succession planning.

5 Describe serial entrepreneurs.

6 Describe harvesting options and 
effective harvesting strategies.

7 Discuss issues in preparing for life 
after the harvest.

ChApter 15
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Sources: Adapted from Joanna Pachner, “Born to Run–Really Fast,” Profit, Summer 2011, vol 30, no. 3, pp. 49–53,  
http://www.moodmedia.com.

i n  t h e  S p o t L i g h t

now that’s growth!
From 2008 to 2013, 41,364 percent! That’s the growth experienced by Mood Media Corp., 
named Canada’s fastest-growing company in 2011 by Profit. Mood has rapidly become the domi-
nant player in the expanding business of in-store media, with sales approaching $514 million.

What is in-store media? It’s the background music, video, signage, and even customized scents 
intended to make customers stay longer and spend more. Founded by 41-year-old serial entrepre-
neur Lorne Abony in 2002, the company has become the global leader in the “sensory branding 
services” market, with 1,750 employees in 39 countries serving more than 470,000 clients.

“When you walk into a store, the music you’re listening to is likely from us,” says Abony. 
The same may be true for the promos and music you hear while on hold with your bank, or the 
advertising displays at a Burger King. “We help our customers sell more,” says Abony. “By making 
the store sound good, look good and in some cases smell good, consumers feel better and stick 
around.”

When Abony entered the business, it was a sleepy industry “fraught with an antiquated busi-
ness model and heavy capital expenses,” he says. In short order Mood introduced a new approach 
and technology, undercut its competitors’ prices, and began to consolidate the industry. “In one 
year they acquired the No. 1 and No. 2 players in the space worldwide,” says Hugo Lavallee, 
manager of a Fidelity Canada mid-cap fund that holds Mood stock and who has known Abony 
since 2003. “These guys are always going 100 miles per hour, pedal to the metal. It’s a function 
of their personalities.”

In May 2011 Mood completed its biggest deal to date, buying its largest rival, U.S.-based 
Muzak Holdings, the company that is to piped-in music what Kleenex is to facial tissue. Combined, 
the two companies did $400 million in sales in the previous 12 months—five times their closest 
rivals. Mood’s team of young, tech-forward crackerjacks must digest a much older and larger entity 
that’s done things its way for a long time—a task that can trip up the most successful of management 
teams. The challenge doesn’t faze Abony, who boldly intends to do with Muzak what Mood did 
with previous acquisitions: “We’re going to grow the living daylights out of it.”

diSCuSSion QueStionS:

1. What do you think would be the challenges faced by management with such rapid growth?
2. Mood has grown by acquiring other companies. What do you think would be the challenges in 

integrating new acquisitions into the company?
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In this chapter we examine the aspects of transitioning a small firm successfully through 
the growth process. Most small firms grow “organically,” attracting new customers, add-
ing new products or services, or entering new markets. This requires a transition to 
more professional management and adequate financing. Others grow by acquiring 
other companies, as highlighted by Mood Media, featured in “In the Spotlight.” As part 
of the company life cycle, many entrepreneurs ultimately “harvest” or sell their venture, 
and this chapter describes several aspects of the succession and harvesting process.

Managing For growth
An owner-manager of a successful small business has overcome the initial hurdles 
regarding financing and securing a client base. However, continuing to expand the 
business, either through opening additional sites or by expanding product or service 
lines, requires continued focus. Managing the challenges and transitions from start-
up through successive growth stages is critical to a new company’s eventual success. 
A study by the Queen’s School of Business, sponsored by the Royal Bank of Canada 
and the Canadian Manufacturers and Exporters Association, identified many barriers 
to success and implications for growth for Canadian SMEs (small-and medium-sized 
enterprises). Entitled Managing for Growth; Enabling Sustainable Success in Canadian 
SMEs, the study of over 800 Canadian firms identified eight broad areas of challenge 
for businesses as they transition from start-up through fast growth to sustainability. 
The report suggests

Managers of Canadian SMEs that have the capacity for profitable growth but fail 
to achieve commercial success often lack the necessary organizational and leadership 
skills to respond to business challenges. Although external challenges can be consid-
erable, good managers work around them. They don’t blame government or investors  
for their difficulties. Nor do they look to government to solve all their problems. 
Instead they improve the way they manage problems.1

The study identified the following areas in which successful SMEs must perform 
well:

1. Strategy for growth 
•	 Many	SMEs	have	strategic	business	plans	but	pay	too	little	attention	to	execution	

of the plan.
•	 Plans	are	often	not	updated	as	internal	or	external	variables	change.
•	 Plans	are	not	the	same	as	action:	management	that	is	preoccupied	with	 

planning ignores the most important part of the plan—the action that results 
from it.

•	 Strategic	plans	need	to	be	flexible	enough	to	leave	room	for	innovation	and	
new ideas.

•	 SME	managers	promote	their	companies	to	lenders	and	investors	from	their	
own perspective rather than the financier’s. Consequently, they often fail to 
communicate the investment potential of their company.

•	 Managers	can	improve	their	chances	of	finding	financing	by	learning	the	lan-
guage of finance, using advisers to help plan their presentations, and writing 
business plans that target the financier’s interests.

•	 SMEs	need	to	consider	a	wider	spectrum	of	financing	options,	from	family	and	
personal sources to angels and venture capital.

describe managing for 
growth.1
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•	 When	approaching	investors,	SMEs	should	consider	compatibility	of	objectives,	
particularly when the entrepreneur is trading some control of the company for 
capital to finance survival or growth.

•	 SME	managers	need	to	show	through	action	that	their	company	is	a	high-
quality, growth-oriented, and professional investment opportunity.

2. Creating external networks and market connectivity 
•	 Entrepreneurs	need	a	tight	network	of	good	relationships	with	customers	and	

markets, suppliers, financiers, competitors, advisers, and colleagues to gain the 
momentum to propel a young company through the growth stages.

•	 Being	part	of	an	industry	cluster	encourages	innovation	and	collaboration,	
draws customers, and creates confidence in the company.

•	 Collaboration	and	alliances	with	colleagues	and	competitors	can	help	small	
companies compete with larger, well-established companies for the same market.

3. Upgrading management skills and capabilities 
•	 Turnover	of	some	key	personnel	during	transition	from	one	growth	stage	to	

another can be a sign of good management: key personnel from one growth 
stage may not be suited to the working environment of the next.

•	 Key	personnel	retained	from	one	growth	stage	to	another—including	the	 
entrepreneur-owner—need to retrain to learn the management skills required 
for the next growth stage.

•	 Managers	need	to	think	ahead	in	order	to	draw	the	company	forward.	This	
means finding and hiring personnel with experience in the next growth stage.

4. Challenging the leader’s assumptions 
•	 Entrepreneurs	can	become	too	focused	on	the	needs	of	their	present	growth	stage	

and be unable to step back to see where they are headed. The perspective of out-
side advisers is critical for successful transitions from one growth stage to another.

•	 Multiple	sources	of	advice	should	be	sought:	family,	lawyers,	accountants,	
boards, employees, and consultants.

•	 SME	managers	need	to	consider	the	expertise	and	objectivity	of	advisers	when	
choosing an advisory team.

5. Managing succession and exits 
•	 Successful	succession	means	passing	the	company	to	the	next	generation,	selling	
it,	or	delegating	and	letting	go	of	responsibility	and	authority.	Well-managed	
exits ensure the investors get their capital out at a fair value and the entrepre-
neur is fairly compensated for the time and effort spent building the business.

•	 Both	succession	and	exits	require	considerable	planning.	Entrepreneurs	who	
enjoy	being	the	manager	and	cornerstone	of	the	company	during	the	excite-
ment of start-up need to envision their role once the company becomes sustain-
able. Moreover, leaders who don’t think ahead may not be adequately prepared 
to avoid unpleasant takeover attempts.

•	 Managers	need	to	examine	their	satisfaction	with	their	own	leadership	role	as	
well as the needs of the company when deciding how and when to let go of 
authority.

6. Growth and organizational change 
•	 Managers	need	to	deal	with	organizational	inertia	or	resistance	to	change	in	the	face	

of a rapidly changing environment, yet many companies are unable to cope.
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•	 Clear	plans	for	the	change	process,	communication,	and	allocation	of	adequate	time	
and resources are necessary to ensure efficient change without reducing productivity.

7. Professionalizing the business infrastructure 
•	 SMEs	tend	to	operate	with	informal	structures	that	may	be	suitable	for	start-up	

but become a drain on resources as the company moves into fast-growth and 
sustainability stages.

•	 Once	in	the	fast-growth	stage	a	company	needs	to	formalize	its	operations,	
including human resource practices, accounting and control systems, perfor-
mance measures, and formal boards of directors and/or advisers.

8. Maintaining organizational culture and values 
•	 In	the	start-up	stage	the	values	of	the	company	are	those	of	the	founder.	As	a	

firm grows, the values become those of the entire staff.
•	 Companies	with	a	positive	organizational	culture	tend	to	have	more	loyal	and	

dedicated employees, resulting in higher productivity.
•	 Successful	managers	create	a	desirable	organizational	culture	by	hiring	based	on	

company values, compensating and rewarding employees for behaviour consis-
tent with those values, and constantly re-evaluating the appropriateness of the 
culture and values for the current stage of growth.

•	 A	company’s	values	need	to	be	communicated	consistently	to	all	levels	of	staff.

The study concludes with some recommended actions to help entrepreneurs  
manage transitions from start-up through high growth to sustainability:

1. Set time aside every year for an annual planning review to assess current perfor-
mance and plan for the next growth stage.

2. Anticipate and be prepared for growth challenges all companies experience rather 
than allowing crises to dictate actions.

3. Change the company’s course and direction if that is what is required to meet 
these challenges.

4. Groom leadership at all levels of the company. Provide opportunities for profes-
sional upgrading and development for all managers on a yearly basis.

5. Encourage managers to step back from the day-to-day operations to assess the 
company from a broader perspective.

6. Set aside resources for professional advice at critical transitions between growth stages.
7. Learn about best practices in organizational development through case studies 

and advisory groups.
8. Promote, communicate, and manage change throughout the organization.
9. Open communication lines with all levels of staff to promote discussion about the 

evolution and growth of the company.

Another perspective on growth is offered by Eric Flamholtz and Yvonne Randle. 
Originally published in 1986 and now in its fourth edition, Growing Pains: Transitioning 
from an Entrepreneurship to a Professionally Managed Firm, discusses the transition from 
an owner-managed business to a professionally managed firm. The essential concept is 
that as businesses grow, they outgrow their “infrastructure” of systems, organizational 
structure, and processes, causing growing pains. Flamholtz and Randle identified the 
following symptoms faced by owner-managed businesses trying to grow:2

1. People feel that there are not enough hours in the day to do their work.
2. People are spending too much time “putting out fires.”
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3. Many people are unaware of what others are doing or supposed to be doing.
4. People lack understanding of where the organization is heading.
5. There are too few good managers.
6. Everybody feels “I have to do it myself if I want it done correctly.”
7. Most people feel or have begun to feel meetings are a waste of time.
8. When	plans	are	made	there	is	very	little	follow-up	and	things	just	don’t	get	done.
9. Some people feel insecure about their place in the company.

10. There is growth in revenues, but not in profits.

So when does a business reach the size to experience “growing pains?” This is a 
difficult question to answer definitively, but observation of many businesses over the 
years suggests the “pinch-point” for growth is at about 60 employees. Up to that size the 
owner-manager knows all employees and can run the business without a lot of formal 
policies, procedures, and systems.

when is a Business ready to grow?

The answer to this question is a difficult one. Conventional wisdom is once a company 
has gained some measure of financial and operating stability—consistent revenues and  
profits—it can look to grow. In other situations, a business may be forced to grow to retain 
a key customer who is demanding more product or service than the company can currently 
provide. If it doesn’t add capacity it may run the risk of losing that key customer.

Perhaps the best way to answer this question is to look at some of the common pit-
falls to successful growth:3 

•	 Refusing to let go of the reins. Most expansions require at least a few more hands—
often at the managerial level. Reluctance to delegate as the growth cycle begins 
can be costly in efficiencies and ultimate success of the expansion.

•	 Where’s the money? From the obvious—cash to expand a facility or to develop, pro-
duce, and promote a new product/service—to the hidden—unexpected adminis-
trative expenses, increased funding for day-to-day operations—cash is king. To be 
undercapitalized is the death knell to any expansion.

•	 The paper trail. Record-keeping is not a chore but a necessary tool for tracking 
progress, knowing where one stands on receivables and payables, and the  
inevitable—your year-ends.

•	 Growing pains. An expansive strategy has to be disciplined. Too often new oppor-
tunities are attacked before financing, human resources, and marketing and sales 
plans are fully explored. This can result in severe cash shortages, aggrieved sup-
pliers, and unhappy old and new customers.

•	 Competition, what competition? Before expansion, a small business may have had a 
few local competitors. But with growth, the company will likely come onto the 
radar of unforeseen competition—the big fish. The growing business must be 
prepared to confront this challenge with a flexible and elusive marketing and sales 
strategy.

Of course, the question becomes “grow revenues or profits?” Most entrepreneurs 
focus on growing revenues, often with the consequence of lower profits. The focus on 
sales takes management time and attention from controlling costs, so sales go up and 
profits go down, often leading to management refocusing on costs, so sales growth 
drops off. This leads to a roller-coaster growth path, and illustrates why additional man-
agement staff are necessary prior to embarking on a growth initiative.
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The preceding viewpoint presumes that the goal is to grow—and grow quickly. As 
was suggested earlier, however, growth has its good and bad sides.

Some entrepreneurs prefer not to grow too large or too quickly. They prefer to 
remain small or at least to control the level of growth at what for them is a manageable 
rate when everything is considered, including priorities for their personal lives. SPUD, 
a Vancouver-based organic food delivery firm, highlighted in “Entrepreneurial Experi-
ences,” has pursued a logical and sustainable expansion plan, following the kinds of 
practices described in the Managing for Growth study.4 SPUD has developed efficient sys-
tems, entailing purchasing, logistics, warehousing, and quality controls that contribute 
to cost-effectiveness and enhanced profitability.

Spud Sinks its roots into San Francisco

Vancouver organic grocery delivery firm Sustain-
able Produce Urban Delivery (SPUD) has acquired 
two San Francisco–based food delivery companies, 
Organic	Express	and	Westside	Organics.	Organic	
Express delivers groceries to about 5,000 custom-
ers in San Francisco and Los Angeles. The com-
pany, founded in 1995, has grocery warehouses 
in both California cities and generates about  
$6	million	in	annual	revenues.	Westside	Organics	
was founded in 2001 and serves about 1,000 cus-
tomers in San Francisco. The company employs 
10 people and has annual revenues of $1 million. 
“This takes us to six North American cities now 
and we’re very much on track with our five-year 
plan [to expand to 20 cities throughout the conti-
nent],” SPUD founder and chief executive officer 
David Van Seters said in an interview.

SPUD began operations in Vancouver in 1998 
with four employees, and has since expanded to 
Victoria, Calgary, and Seattle. Van Seters said the 
Organic	Express	 and	Westside	Organics	 acquisi-
tions will push annual SPUD revenues to about 
$18 million, with a base of more than 11,000 cus-
tomers. The combined organization will employ 
about 160 people and have a fleet of 44 vehicles.

Van Seters said the purchase will give SPUD 
more buying power and create economies of scale, 
although there are no plans to close Organic 
Express	offices	or	reduce	staff.	A	Westside	Organ-
ics warehouse will close and merge with the 
Organic	 Express	 facility.	 “We	 plan	 to	 take	 their	
average order size of $33 and boost it to well over 
$55,	so	we	expect	 to	add	new	staff,”	he	said.	“We	

did that in Calgary because our website is so much 
more sophisticated and offers more products, so 
the average order size goes up.” SPUD espouses 
environmental values, with a focus on buying local, 
eco-friendly products.

Most customers place their orders online, and 
Van Seters feels it’s a more sustainable way to shop 
because it eases pollution by reducing car trips to  
the	supermarket.	He	said	Organic	Express	and	West-
side	Organics	have	similar	values.	“We	are	maybe	more	
passionate about buying locally so we will try to find 
more new local suppliers in each of those two Califor-
nia	markets,”	Van	Seters	said.	“We	will	continue	our	
practice of calculating and publishing the distance 
all of our products travel from where they’re grown 
or produced.” He said the average food product trav-
els about 2,500 kilometres from where it is grown 
to where it is sold, but SPUD has reduced that to  
800 kilometres, as more than 50 percent of its prod-
ucts are locally grown or produced.

Van Seters said SPUD’s next expansion targets 
might	include	Edmonton	and	Portland.	“We’re	fol-
lowing the MBA 101 strategy of expanding in con-
centric circles from your home base and staying in 
your time zone as long as possible,” he said. Van 
Seters said the company will launch a new website 
in a month that will reposition SPUD as more of a 
“lifestyle” brand, focusing on people who want to 
experiment with new recipes and gourmet food. 
“We	will	 promote	 the	whole	philosophy	of	being	
able to shop fast so you can dine slow and take 
time and use quality ingredients to make great 
meals with your family and friends,” he said.

ENTREPRENEURIAL ExPERIENCES
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outside ManageMent assistance
Given the potential for managerial deficiencies, as was highlighted earlier in this chapter,  
many entrepreneurs should consider using outside management assistance. Such assis-
tance can supplement the manager’s personal knowledge and the expertise of the few 
staff specialists on the company’s payroll.

the need For outside assistance

The typical entrepreneur is not only deficient in managerial skills but also lacks the 
opportunity to share ideas with peers. Although entrepreneurs can confide, to some 
extent, in subordinates, many experience loneliness. A survey of 210 owners revealed 
that 52 percent “frequently felt a sense of loneliness.5 Moreover, this group reported a 
much higher incidence of stress symptoms than those who said they did not feel lonely.

By using consultants, entrepreneurs can overcome some of their managerial defi-
ciencies and reduce their sense of isolation. Furthermore, an insider directly involved in 
a business problem often cannot see the forest for the trees. In contrast, an outside con-
sultant	brings	an	objective	point	of	view	and	new	ideas,	supported	by	a	broad	knowledge	
of proven, successful, cost-saving methods. The consultant can also help the manager to 
improve decision making by better organizing fact gathering and introducing scientific 
techniques of analysis.

sources oF ManageMent assistance

Entrepreneurs who seek management assistance can turn to any of a number of sources, 
including business incubators, government programs, and management consultants. 
There are numerous other sources of knowledge and approaches to seeking needed 
management help. For example, owner-managers may increase their own skills by con-
sulting public and university libraries, attending evening classes at local colleges and 
universities, and considering the suggestions of friends and customers.

nAtionAL reSeArCh CounCiL
Through its Industrial Research Assistance Program (NRC-IRAP), Canada’s National 
Research Council offers technical assistance and research funding for businesses (www 
.nrc-cnrc.gc.ca/eng/business/industrial-research-assistance.html). Through its Field Advi-
sory Service, firms can access the expertise of industry technical advisers (ITAs) to assist a 
firm to define its technical needs, identify technical opportunities, solve product and produc-
tion problems, access or acquire technology and expertise from Canadian or foreign sources, 
access financial assistance programs, and obtain referrals to other available assistance.

Small- and medium-sized firms (up to 500 employees) may be eligible for 75 percent  
of	 funding,	up	 to	 $15,000,	 to	 assist	with	projects	 in	 the	 areas	 of	 technical	 feasibility	 

QueStionS:

	 1.	What	do	you	think	makes	SPUD	so	 
popular with consumers?

 2. Do you think rebranding as a “lifestyle” 
brand	is	a	good	idea?	Why	or	why	not?

Sources: Adapted from Bruce Constantineau, “SPUD 
Sinks Its Roots into San Francisco,” Vancouver Sun, 
March 17, 2008. By permission of Postmedia Net-
work, http://www.spud.ca. Material reprinted with the 
express permission of Vancouver Sun, a division of Post-
media Network Inc..

explain the various 
types of outside 
management 
assistance.

2
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studies, small-scale R&D, external technical assistance, or problem solving using a  
university or college engineering or science student. More substantial funding may 
be	granted	to	high-potential	industrial	R&D	projects	where	there	is	a	high	likelihood	
of	 the	 project	 profitably	 improving	 the	 technology	 base	 of	 the	 business,	 leading	 
to industrial development and commercial exploitation of the technology in  
Canada, and assisting the business in international markets. The program is deliv-
ered by an extensive integrated network of 260 professionals in 100 communities 
across Canada.

Bdc consulting

The Business Development Bank of Canada (BDC) offers many consulting and training 
services in addition to providing loans and other financial services. BDC Consulting 
uses industry-experienced consultants to assist new and existing businesses with man-
agement support and mentoring in a range of areas from business planning to export 
planning to selling the business. Since its inception, BDC Consulting has helped thou-
sands of Canadian entrepreneurs and businesses to start, expand, or professionalize. 
See www.bdc.ca/EN/solutions/consulting/Pages/default.aspx.

univerSitieS And CoLLegeS
Business, science, engineering, law, and other faculties of many universities and colleges 
have programs to assist businesses in a variety of ways, from technical support to student 
consulting	and	advice.	Other	programs	use	projects	for	course	credit,	using	undergrad-
uate and master’s students to do market research, business plans, and feasibility studies. 
Several universities, such as St. Mary’s University and Acadia, offer consulting services 
to small business owners from street-front locations.

MAnAgeMent ConSuLtAntS
Management consultants serve small businesses as well as large corporations. The entre-
preneur should regard the services of a competent management consultant as an invest-
ment in improved decision making or cost reduction; many small firms could save as 
much as 10 to 20 percent of annual operating costs. The inherent advantage in using 
such consultants is suggested by the existence of thousands of consulting firms. They 
range from large, well-established firms to small one- or two-person operations. Two 
broad areas of services are rendered by management consultants:

1. Helping improve productivity and/or prevent trouble by anticipating and  
eliminating its causes

2. Helping a client get out of trouble

Business firms have traditionally used consultants to help solve problems they could 
not handle alone. A consultant may be used, for example, to aid in designing a new 
computer-based management information system. An even greater service that man-
agement consultants provide is periodic observation and analysis, which keeps small 
problems from becoming large ones. This role of consultants greatly expands their 
potential usefulness. Outside professionals typically charge by the hour, so an owner 
should prepare as completely as possible before a consulting session or visit begins.

The “Entrepreneurial Experiences” illustrates the type of analysis that a manage-
ment consultant would assist a founder or manager with when assessing the implications 
of expanding a business.
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networkS oF entrepreneurS
Entrepreneurs also gain informal management assistance through networking—the 
process of developing and engaging in mutually beneficial business relationships with 
peers. As business owners meet other business owners, they discover a commonality 
of interests that leads to an exchange of ideas and experiences. The settings for such 
meetings may be trade associations, civic clubs, networking groups, or any situation that 
brings businesspeople into contact with one another. Of course, the personal network 
of an entrepreneur is not limited to other entrepreneurs, but those individuals may be 
the most significant part of that network. Numerous support networks have developed 
in recent years, including Business Partnerships Canada, a small business networking 
site located at www.businesspartnerships.ca.

other Business and ProFessional services

A variety of business and professional groups such as bankers, chartered accountants, 
lawyers, insurance agents, suppliers, trade associations, and chambers of commerce 
provide management assistance.

networking
the process of 
developing and 
engaging in mutually 
beneficial business 
relationships

how do i know i’m ready for a Second Location?

Regardless of the business you’re in, a second 
location is one of the most critical decisions you’ll 
make in your company’s lifetime, says Richard  
Carson, partner, Deloitte, responsible for the 
Canadian customer and market strategy practice 
from his office in Toronto. “In some ways it’s like 
the decision to have a second child. You absolutely 
need to make sure your business model is working 
financially, operationally and in terms of lifestyle.” 
To do that, you will have to drill down and take 
a laser-like look at what you’re doing right and 
whether or not you can replicate that success.

There are 2.5 million small business owners in 
Canada, 90 percent of which are under $1,000,000 
in	sales,	says	Taunya	Woods	Richardson,	president	
and CEO of Powerhouse International Inc. a Cal-
gary firm that helps build peer advisory boards 
for small business owners, offers mentorship pro-
grams, and takes on advocacy initiatives. “I guaran-
tee 90% of that 90% don’t drill down through their 
numbers,” she says. “Most business owners are opti-
mists operating on hope and prayers every month. 
Many don’t truly understand the numbers behind 
their business, and that’s what’s getting them into 
trouble. If your existing business doesn’t work 

there is no reason to layer on a second problem.  
It’s only going to compound the issue.”

How do you know if your business model is 
working? “You want to make sure your net profit 
is	healthy	and	it’s	the	right	net	profit,”	Ms.	Woods	
Richardson says. In other words, find out how 
your profits and costs compare to the industry’s. 
Then go further and break down profitability per 
product/service. Understand what really sells. The 
deeper you go, the better. “You have to be strate-
gic when you are planning to move forward with 
a	 second	 location,”	Ms.	Woods	Richardson	 says.	
“Growth, as much as lack of growth, can compro-
mise	a	business.”	We’ve	had	a	number	of	members	
who have tried to move to a second location but it 
hasn’t worked because they’ve taken too much on, 
too quickly, and as a result, put the entire business 
at risk.”

Part of the strategy should include optimiz-
ing existing operations. “Further investment in 
an existing location sometimes provides a greater 
return than establishing a new business,” says  
University of Alberta’s Lloyd Steier. “Have you 
optimized returns on your existing business?”  
A second location is an expensive proposition.  
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It takes initiative to draw on the management assistance available from such groups. 
For example, it is easy to confine a business relationship with a CPA to audits or year-end 
financial	statements,	but	the	CPA	can	advise	on	a	much	broader	range	of	subjects.	The	
designation “Chartered Professional Accountant” (CPA) is new to Canada in 2013 when 
the three disparate groups (Chartered Accountants, Chartered Management Accoun-
tants, and Certified General Accountants) agreed to merge their organizations. The 
merger was completed in June 2014, although it still needs the blessing of provincial 
governments. No opposition to the merger is expected. For more information check 
www.cpa.com.

Besides offering advice on tax matters, a good accountant can help in a variety of 
situations. For example, an accountant can provide advice on the best way for the own-
ers to take money out of the business to minimize personal income and other taxes. He 
or she may be able to advise on the best way to finance the purchase of new assets, tak-
ing into consideration the risk of borrowing and the difficulty of raising private invest-
ment. An accountant should also be able to advice on matters such as bonus plans and 
compensation plans. As you can see from the examples given, potential management 
assistance often comes disguised as professionals and firms encountered in the normal 
course of business activity. By staying alert for and taking advantage of such opportuni-
ties, a small firm can strengthen its management and improve its operations with little, 
if any, additional cost.

You are guaranteed to double your operating 
expenses but you are not guaranteed to double 
your revenues. So explore all opportunities for 
your existing business before making that invest-
ment. “Often the better approach is to try and 
expand the physical size of your first location, 
or take the infrastructure and use it for a differ-
ent use,” Mr. Carson says. “For example, if you 
have a restaurant, you could move into cater-
ing. Could you do more business via web-based 
sales?”

Companies are often surprised at how far they 
can push the productivity in one location, whether 
it’s by merchandising improvements, service, or 
staff improvements. Still think you should pursue a 
second location? Now, it’s time to get reflective on 
your own role in the company. “Business success 
is often attributable to the hard work and hands-
on skills of the founder,” Mr. Steier says. “Are you 
able to clone yourself and/or do you have systems 
in place wherein the organization or at least one 
of the locations can function without you?” Also 
step	back	 and	 look	 at	 the	bigger	picture.	What’s	
happening around you in terms of market trends? 
Is this the best time to secure a lease or buy a 
property?	What’s	 happening	 with	 the	 economy,	

client spending, the labour situation, and the 
competition?

“You have to take all that into consideration, 
otherwise	 you	 are	 just	 hoping	 things	 are	 going	
to work out versus knowing it’s going to work,”  
Ms.	Woods	Richardson	 says.	 Is	 the	 right	 location	
available? Successful businesses such as Crate 
& Barrel wait years for the ideal location before 
expanding. And, what will that second location 
mean to your first? “Many people don’t think 
about the degree to which the second location 
will have synergy or cannibalization with the first,”  
Mr. Carson says. “Often, you get the elements of 
both. The synergy might be in terms of efficien-
cies, but cannibalization can occur when customers  
choose the second location over the first.

QueStion:

 1. Do you have an exit strategy if the second 
location isn’t working?

Source:	 “How	Do	 I	Know	 I’m	Ready	 for	a	Second	Loca-
tion?” Business Solutions, Special Feature to the National 
Post, March 10, 2008, p. FP9. Material reprinted with the 
express permission of: National Post, a division of Post-
media Network Inc.
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the iMPortance oF the harvest
Thus far, the first two phases of the entrepreneurial process—starting a company and 
managing its growth—have been presented. But that’s not the end of the story. Harvesting  
is the method entrepreneurs and investors use to exit a business and, ideally, reap the 
value of their investment in the firm. Many entrepreneurs successfully grow their busi-
nesses but fail to develop effective exit strategies. As a result, they are unable to capture 
the full value of the business that they have worked so hard to create.

Many entrepreneurs who founded companies in the 1950s and 1960s are—or soon will 
be—engaged in a harvest strategy (see “Entrepreneurial Experiences”). They will be trans-
ferring ownership either to the next generation of family members or to other individuals 
and investors who have an interest in the business. Most entrepreneurs do not like to think 
about the harvest, even though few events in the life of an entrepreneur, and of the firm 
itself, are more significant. Consequently, the decision to harvest is frequently the result of 
an unexpected event, possibly a crisis, rather than a well-conceived strategy.

An entrepreneur needs to understand that harvesting encompasses more than 
merely selling and leaving a business; it involves capturing value (cash flows), reducing 
risk, and creating future options. In addition, for the entrepreneur, there are personal 
and nonfinancial considerations. An owner may receive a lot of money for the firm but 
still be disappointed with the decision to exit the business if he or she is not prepared 
for a change in lifestyle. Thus, carefully designing an intentional harvest strategy is as 
essential to an entrepreneur’s personal success as it is to his or her financial success.

The harvest is vitally important to a firm’s investors as well. Investors who provide 
high-risk capital—particularly venture capitalists—generally insist on a well-thought-out 
exit strategy. Investors realize that it is easy to put money into a business but difficult to 
get it out. As a result, a firm’s appeal to investors is driven by the availability of harvest 
options. If investors are not convinced that opportunities will exist for exiting the invest-
ment, there will be no investment.

harvesting
the exit process used 
by entrepreneurs 
and investors to 
unlock the value of a 
business

exodus of entrepreneurs “Staggering”

One of the most susceptible groups is the small 
business sector [.…] By 2020, about half of the  
2.5 million active entrepreneurs in Canada will 
have been put out to pasture—a figure called “stag-
gering” by Rob Paterson, senior vice-president of 
CIBC Small Business Banking.

The Canadian Federation of Independent 
Business (CFIB), a voice for many small- and 
medium-sized enterprises across the country, 
echoed those concerns. The CFIB is wrapping up 
its own detailed study on the same issue—to be 
released within the next few months—and says 
its findings correspond with those of the bank. 

“It is quite alarming what we’re seeing … it is fast 
approaching, probably a lot faster than a lot of 
people think, and the (retirement) issue is going 
to be quite big,” says Doug Bruce, director of 
research for the CFIB. “I think now is the time to 
get business owners preparing for their own suc-
cession, because it not only has implications for 
each individual small business, but also for the 
overall economy,” because independent compa-
nies account for almost half of Canada’s economic 
activity.

The question of how business owners ready 
themselves for successions is vital, says Gord 

ENTREPRENEURIAL ExPERIENCES

explain the 
importance of having 
an exit strategy.
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succession Planning
Small business owners choosing to retire or slow down may not want to sell the business, 
but	pass	it	on	to	the	next	generation,	or	even	just	hire	managers	to	reduce	the	time	and	
work commitment for a period of time prior to ultimately selling the venture. In either 
event, a well-managed succession plan provides the benefits of securing the owner’s 
financial future, and maintaining relationships with investors, lenders, and customers.

describe succession 
planning.4

Wusyk,	 principal	 of	 Predictable	 Futures—The	
Family Business Centre, which specializes in suc-
cession	planning	for	family	businesses	in	Western	
Canada.	Wusyk	says	his	Edmonton-based	company	
attempts to get entrepreneurs thinking about suc-
cession when they’re still in their 50s. This is espe-
cially important if they hope to pass the business 
to the kids. “Start early rather than late, because 
then you can prepare people for leadership or get 
your son or daughter to work for four or five years 
outside the business to get independent experi-
ence before they take over the company,” he says.

After more than 30 years of owning and oper-
ating Davey Fabrics, Edmonton entrepreneurs Al 
Davey and wife Jan called it quits. Luckily family 
members were waiting in the wings. Son Grant, 
childhood	 friend	 Dan	 King,	 and	 his	 cousin	 Jim	
Davey took over the business in 2001. “I guess the day 
Grant	joined	the	business	is	when	we	first	thought	
about it … You don’t ask your son or daughter into 
the business, you let him ask, and let them ask and 
ask and ask and ask some more,” Al says.

Grant began with the company in 1989. Al says 
the moment he passed through the door was when 
the first seeds of succession were planted, although 
formal planning didn’t actually start until 1996. The 
new owners are stretching their legs and looking  
for new opportunities, such as dealing more with 
fire-retardant fabrics for Alberta’s thriving oil indus-
try. “It’s good to see that they’re thinking and tak-
ing the business in new directions,” Al says, adding  
that both he and his wife remain connected to 
the operation, not in the day-to-day workings but 
rather in an advisory role as directors.

Such stories are rare today because most busi-
ness owners end up selling outside the family; only 
about 25 or 30 percent of small firms are passed 
from	 one	 generation	 to	 the	 next,	 Wusyk	 says.	
Another concern is the lack of preparation for the 
inevitable day the small business owners will retire, 
CIBC says. On the financial security side, the  
bank notes that only one in five small business 

proprietors maximized their RRSP contribution in 
2003. Even among entrepreneurs closest to retire-
ment, less than one-third maximized their 2003 
RRSP contributions.

According to the CIBC report, the impact on 
Ontario’s small business community shouldn’t 
be as bad elsewhere in the country. In the next 
decade, roughly 21 percent of owners plan to 
retire, compared with 26 percent in Alberta. 
Some in Toronto’s business scene believe the city’s  
small business community will continue to thrive, 
largely due to the influx of immigrants with an 
entrepreneurial spirit who arrive in the city in 
droves each year.

An issue facing potential suitors of existing 
businesses is access to capital. The CFIB’s Bruce 
wonders who will buy the hundreds of thousands 
of businesses placed on the market in the coming 
years—and more to the point, how they’re going 
to afford it. His organization has studied the prob-
lem of access to capital for years and has found 
that the small business sector always has a tougher 
time than the larger companies securing the 
financing to start or purchase a business. He insists 
that financial institutions must play a greater role 
if the small business sector is to survive, “by not 
only providing information to clients, but also pro-
viding the needed financing for the successors.”

QueStionS:

	 1.	Why	do	you	think	only	25–30	percent	of	
small firms pass ownership to the next 
generation?

 2. If family members are not interested in 
taking over, what options does the entre-
preneur have to retire from the business 
they founded?

Source: John Ludwick, “Exodus of Entrepreneurs ‘Stag-
gering,’ Small-Business Sector Faces Biggest Shock in 
Retirement Crisis,” Business Edge, vol. 1, no. 3, February 
17, 2005. Used by permission.
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Creating a written succession plan addresses several key issues, including identifying  
future managers and leaders, how to assess potential candidates, the monitoring  
process, the training and declaration of a successor, and the timeline for succession. 
Concrete operational and tax issues will be addressed. The Managing for Growth study 
has several recommendations:6 

•	 Owners should not look for a clone of themselves but select someone with the 
right mix of skills and leadership qualities to continue expanding the business.

•	 Training candidates in the corporate culture will enhance the probability of 
employee and customer acceptance.

•	 Ownership should not be passed to the next generation until they have worked 
outside the family business, allowing them to build credibility and gain a broader 
knowledge of the competitive marketplace and alternative best practices.

•	 Establish clear guidelines and expectations for performance for a two-to-three-year 
period after succession; ensure controls are in place before the transfer.

•	 While	many	founders	will	retain	ownership	in	the	venture	after	they	“retire,”	many	
others will sell the business in order to “harvest” their profits to secure a sound 
financial retirement.

passing the keys to key Staff

In 1948, when Ernie Poole sold Edmonton-based 
Poole Construction Ltd. to his sons, George and 
John, he handwrote a list of business guidelines 
for them, hoping it would help them continue 
the family tradition. The brothers ran the busi-
ness for nearly 30 years, keeping the family tradi-
tion alive. But by 1977, it was their turn to pass on 
the business to a new leader. It seemed tradition 
would come to an end: They sold the company 
to its management and a group of 25 employees 
and the company continued to offer shares to 
its employees every year thereafter. Their deci-
sion led to the success story of the company now 
known as PCL, a $5-billion construction firm that 
employs more than 8,500 people and has locations 
across North America and in the Bahamas. It also 
set PCL on a path toward becoming 100 percent 
employee-owned.

The Poole name continues to be closely associ-
ated with PCL, which is proud of its family heri-
tage, and Ernie Poole’s handwritten paper with 
his business guidelines still hangs in its North 
American	headquarters.	What’s	more,	PCL	might	
not be a family business anymore but it has grown 

into the PCL family of companies. “Management 
buyout can be a terrific strategy but it takes some 
time to implement,” says Edmonton-based Carole 
Spooner, a partner at Meyers Norris Penny LLP. 
For a management buyout to be successful, “typi-
cally you have to make sure you have a strong man-
agement team,” she says. The problem in many 
small businesses is the owner often is, for all prac-
tical purposes, the manager—and many tend to 
keep a tight control over information, says Michael 
Naprawa, a British Columbia–based broker for 
international brokerage firm Sunbelt.

That leaves his or her key employees with 
a limited opportunity to develop the informa-
tion and experience needed to own and run the 
business. “Typically, most managers only manage 
a certain scope of the business, so they might 
not	be	broad	enough	 to	 run	 it	 all.	What’s	more,	
relationships can change between managers and 
employees once they become the owners,” he says.  
Mr. Naprawa cites the example of a company sold 
by a woman to three key employees after her hus-
band passed away. The employees, he says, had 
great technical expertise, and they all got along as 
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serial entrePreneurs
Dr.	Walter	Good	 is	a	 senior	scholar	at	 the	Asper	School	of	Business	at	 the	University	
of Manitoba. He says serial entrepreneurs are innovative and creative people who are 
generally more interested in starting new businesses than running them. “Serial entre-
preneurs tend to be strongly focused. They’ll start a venture and develop it to a certain 
stage. Then they’ll lose interest in it, the challenge runs out or, in some cases, they get 
shoved aside by the investment capital that’s come into the business, and they move on. 
Next thing you know, they’ve started another venture.”

Good believes that while most of us rarely look beyond the edges of our desk, 
serial entrepreneurs are visionaries. “I typically associate four characteristics with 
them: Determination, commitment, perseverance, and vision,” he says. “They have 
a vision. They see something else no one else does and set out a path to get there.” 
Good says “They’re never really satisfied. They’re always trying to analyze systems, 
dissect them, and understand them. They reflect on mistakes as a learning experi-
ence because everything is part of the process.”7

Methods oF harvesting
The five basic ways to harvest an investment in a privately owned company are (1) selling  
the firm, (2) releasing the firm’s free cash flows to its owners, (3) offering shares to the 
public through an initial public offering, (4) issuing a private placement of the shares, 
or (5) liquidation.

selling the FirM

As in any harvest strategy, the financial issues arising from the sale of a firm include 
questions of how to value the firm as well as how to structure the sale. Most frequently, 

describe harvesting 
options and effective 
harvesting strategies.

6

describe serial 
entrepreneurs.5

employees—because they had to. “As owners, they 
couldn’t,” he says. This is why succession-planning 
consultants such as Ruth Steverlynck, director of 
PricewaterhouseCoopers’ Centre for Entrepre-
neurs and Family Business in B.C., and Janice 
Kelner,	director	for	its	counterpart	in	Alberta,	rec-
ommend business owners who want to sell their 
company to management begin the process long 
in advance of the actual transfer date—years in 
advance, in fact.

This allows the owner to assess management’s 
weaknesses and strengths, and to put together a 
strategy to ensure the skills and strengths needed 
to run the company successfully are in place. As 
well, it allows for formal transition strategies 
to be set up. For example, an interim manage-
ment that includes the original owner can be put 
together	to	help	through	the	adjustment	period.	

Employees, clients, suppliers, and the new owners  
will thus have an opportunity to ease into the new 
relationship structure. Just as with the option of 
leaving a company to a family member, many of 
the potential problems in a management buyout 
can often be addressed effectively if dealt with 
early enough.

QueStionS:

	 1.	What	are	the	disadvantages	of	selling	to	
employees instead of an outside buyer?

	 2.	What	are	the	advantages	of	selling	to	
employees?

Source:	 Alexandra	Lopez-Pacheco,	 “Passing	 the	Keys	 to	
Key	Staff,”	Financial Post, November 5, 2007, p. FP5. Mate-
rial reprinted with the express permission of: National 
Post, a division of Postmedia Network Inc.
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an entrepreneur’s motivation for selling a company relates to estate planning and the 
opportunity to diversify her or his portfolio of investments.

Sale transactions can, for all practical purposes, be reduced to three types, based on 
the motives of the buyers: strategic acquisitions, financial acquisitions, and employee 
acquisitions. A strategic buyer is interested in synergies that can be gained from the 
acquisition; a financial buyer is more often interested in the firm as a stand-alone busi-
ness; and an employee buyer is primarily interested in preserving employment. Let’s 
consider each type of transaction in more detail.

StrAtegiC ACQuiSitionS
From the seller’s perspective, the key point in a strategic acquisition is that the value 
buyers place on the business depends on the synergies they think they can create. Since 
the value of a business to a buyer is derived from both its stand-alone characteristics and 
its synergies, strategic buyers often will pay a higher price than financial buyers, who 
value the business only as a stand-alone entity. Thus, in strategic acquisitions, the criti-
cal issue is the degree of strategic fit between the firm to be harvested and a potential 
buyer. If the potential buyer is a current rival, and if the acquisition would provide long-
term, sustainable competitive advantages (such as lower cost of production or superior 
product quality), the buyer may be willing to pay a premium for the firm.

FinAnCiAL ACQuiSitionS
Buyers in financial acquisitions, unlike strategic buyers, look primarily to a firm’s stand-
alone cash-generating potential as its source of value. Often, the value a financial buyer 
hopes to tap relates to stimulating future sales growth, reducing costs, or both. This fact 
has an important implication for the owner of the firm being purchased. The buyer 
often will make changes in the firm’s operations that translate into higher pressures 
on	the	firm’s	personnel,	resulting	in	layoffs	that	the	current	owner	might	find	objec-
tionable. As a result, financial acquisitions have garnered an unfavourable reputation 
among many small business owners.

During the past decade, the leveraged buyout (LBO), a financial acquisition involv-
ing a very high level of debt financing, became synonymous with the bust-up LBO, in 
which the new owners pay the debt down rapidly by selling off the acquired firm’s assets. 
Frequently, acquisitions were financed with $9 in debt for every $1 in equity—thus the 
name leveraged buyout.

Buildup LBOs have occurred in a number of industries where smaller companies fre-
quently operate, such as funeral services and automobile dealerships. Such LBOs frequently 
include the firm’s top management as significant shareholders in the acquired firm—in 
which case the arrangement is referred to as a management buyout (MBO). There is evi-
dence that MBOs can contribute significantly to a firm’s operating performance by increas-
ing management’s focus and intensity. In view of this evidence, an MBO is a potentially 
viable means of transferring firm ownership for both large and small businesses. In many 
entrepreneurial businesses, managers have a strong incentive to become owners, but they 
often lack the financial capacity to acquire the firm. An MBO can solve this problem through 
the use of debt financing, which is often underwritten by the firm’s owner.

eMpLoyee ACQuiSitionS
Employee acquisitions provide another way for a business’s founder to cash out, and 
for the employees to acquire an ownership interest in their company. In some cases, 

strategic 
acquisition
a purchase in 
which the value 
of the business is 
based on both the 
firm’s stand-alone 
characteristics and 
the synergies that 
the buyer thinks can 
be created

financial 
acquisition
a purchase in which 
the value of the 
business is based 
on the stand-alone 
cash-generating 
potential of the firm 
being acquired

leveraged buyout 
(LBo)
a purchase heavily 
financed with debt, 
where the potential 
cash flow of the 
target company 
is expected to be 
sufficient to meet 
debt repayments

management 
buyout (MBo)
leveraged buyout 
that includes 
the firm’s top 
management 
as significant 
shareholders in the 
acquired firm
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long-term employees purchase the business in stages, sometimes over several years, as 
the owner-founder prepares for retirement. In fact, this has become the most likely way 
for founders to exit their businesses.

Employee ownership is not a panacea. Selling all or part of a firm to employees 
works only when the sale resolves existing conflicts in such a way that both the owner 
and	the	employees	are	better	off.	While	advocates	maintain	that	employee	ownership	
improves motivation, leading to greater effort and reduced waste, the value of any 
greater employee effort resulting from improved motivation will vary significantly from 
firm to firm.

As with any sale, the new owners need to be prepared. If this method of exit is 
intended, the employees should be groomed for several years before the sale is made. 

The most common method of an employee purchase is for the new owners to pay  
the founder over several years from ongoing profits. The founder will normally have 
preferred shares and some form of legal security in place to insure the payment.

PreParing the FirM For sale*

Regardless of who the business is sold to, owners must prepare well in advance to maxi-
mize the value and to ensure smooth business operations through the period of transi-
tion from current to new owners. The Business Development Bank of Canada (BDC) 
offers a Business Ownership Transition service, and recommends the process begin at 
least two years in advance of the date of the intended sale.

The first challenge is identifying a successor if the sale is to be made to current 
employees or to family members. This person must be “groomed” for the role of CEO. 
An evaluation of the knowledge, experience, and skills needs to be made and appropriate  
measures taken to fill any gaps leading up to the transition. If the sale is going to be to 
a third party, the key issues are preparing other members of the management team for 
the transition and making the company as valuable as it can be through maximizing 
profits and cash flow. In any case, the current owner needs to ensure the business can 
run effectively without him, whether he intends to be involved in some advisory capacity 
postsale or not. The BDC recommends a “Value Creation Plan” be implemented in the 
years leading up to the sale that addresses the following areas:

•	 Operations management to boost productivity and efficiency
•	 Business planning and management to define direction and track business progress, 

keeping immediate and long-term goals in sight
•	 Human resources management to implement HR practices that will contribute to the 

company’s growth, retain key employees, and sustain future success
•	 Market development to drive sales and increase market share
•	 Innovation to keep the business profitable and efficient

Even with careful preparation, transitions can be difficult to manage. A study by the 
Canadian Association of Independent Business identified many common obstacles to 
the sale of a business for the current and new owners (see Exhibit 15-1).

employee 
ownership
a method by which a 
firm is sold either in 
part or in total to its 
employees

A Seller’s Motto: “do As i Say, not as i did”

A new survey of entrepreneurs confirms that most 
business sales are mismanaged by the owners from 
the start. Newport Partners, a Toronto-based firm 
specializing in personal and business-financing 
services for entrepreneurs, released a survey of 
100 Canadians who have sold businesses in the 
past five years. The poll reveals some disturbing 
trends: Business owners are waiting till they get 
an offer before they address key issues in selling 
a business, which means they’re not negotiating 
from strength, and are leaving money on the table.

The survey shows a surprising amount of sellers’  
remorse, as the former owners regret their failure 
to get the best deal not only for themselves, but also 
for	 their	management	 staff	 and	customers.	While	
most entrepreneurs were pleased with the results of 
their sale, “The process was often lonely, emotional 
and conducted without proper planning,” Newport 
founding partner David Lloyd noted.

Key	findings	of	the	report	include	26	percent	
of the respondents claiming the most common 
reason for selling was “I received an attractive 
offer.” Coming in second at 14 percent was  
“I needed more capital or strategic support,” 
and at 13 percent “the sale was motivated by 
partners or shareholders.” Eighty-one percent of 
the respondents turned to lawyers for advice on 
selling, and 68 percent to an accountant. Only  
40 percent used an additional adviser experienced 
in selling businesses. These entrepreneurs did 
not approach the sale of their businesses with the 
same rigour they bring to other business dealings.  
Only 23 percent said they had “methodically 

planned” the sale two or three years in advance. Only  
33 percent obtained a professional valuation of 
their business, which might have given them more 
negotiating power. Mr. Lloyd said in an inter-
view that while only 17 percent had access to a 
trusted friend or personal adviser during the sale,  
53 percent recommend it. “They would have liked 
to have someone in their corner helping them 
with this roller-coaster process.”

What	 happens	 after	 the	 sale?	 The	 surveyed	
entrepreneurs reported feeling at loose ends 
after selling their business. Some had nothing to 
do, while others felt bad for not doing more to 
secure agreements with the purchasers that would 
preserve	people’s	 jobs.	Nearly	half	 of	 the	 sellers	
signed a management contract to continue work-
ing for or advising the company for a period of 
time. In hindsight, only 6 percent “strongly advise” 
other entrepreneurs to do so. Hanging around 
what used to be your baby—and over which you 
now have only limited control—isn’t fun.

QueStionS:

 1. How long in advance of selling a business 
should the owners begin preparing it for 
sale?	Why?

	 2.	What	preparations	might	need	to	be	
made? Be specific.

Source: Rick Spence, “A Seller’s Motto,” Financial Post, 
February 4, 2008, p. FP4. Material reprinted with the 
express permission of: National Post Inc., a division of 
Postmedia Network Inc.

ENTREPRENEURIAL ExPERIENCES
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The most common method of an employee purchase is for the new owners to pay  
the founder over several years from ongoing profits. The founder will normally have 
preferred shares and some form of legal security in place to insure the payment.

PreParing the FirM For sale*

Regardless of who the business is sold to, owners must prepare well in advance to maxi-
mize the value and to ensure smooth business operations through the period of transi-
tion from current to new owners. The Business Development Bank of Canada (BDC) 
offers a Business Ownership Transition service, and recommends the process begin at 
least two years in advance of the date of the intended sale.

The first challenge is identifying a successor if the sale is to be made to current 
employees or to family members. This person must be “groomed” for the role of CEO. 
An evaluation of the knowledge, experience, and skills needs to be made and appropriate  
measures taken to fill any gaps leading up to the transition. If the sale is going to be to 
a third party, the key issues are preparing other members of the management team for 
the transition and making the company as valuable as it can be through maximizing 
profits and cash flow. In any case, the current owner needs to ensure the business can 
run effectively without him, whether he intends to be involved in some advisory capacity 
postsale or not. The BDC recommends a “Value Creation Plan” be implemented in the 
years leading up to the sale that addresses the following areas:

•	 Operations management to boost productivity and efficiency
•	 Business planning and management to define direction and track business progress, 

keeping immediate and long-term goals in sight
•	 Human resources management to implement HR practices that will contribute to the 

company’s growth, retain key employees, and sustain future success
•	 Market development to drive sales and increase market share
•	 Innovation to keep the business profitable and efficient

Even with careful preparation, transitions can be difficult to manage. A study by the 
Canadian Association of Independent Business identified many common obstacles to 
the sale of a business for the current and new owners (see Exhibit 15-1).

employee 
ownership
a method by which a 
firm is sold either in 
part or in total to its 
employees

*Presentation by Joy Playford and Martine Hickman of BDC at the 2007 Canadian Council for Small 
Business	and	Entrepreneurship	convention,	Kelowna,	B.C.

For the Current owner For the new owner

Financing for the new owner Financing the purchase

Finding a buyer or suitable heir within the 
company or family

Valuing the business

Too much dependence on current owner’s 
involvement

Getting the owner to “let go”

Valuing the business Access to cost-effective advice

Conflicting vision with family Conflicting vision with family

Conflicting vision of employees Dependence on previous owner

Conflicting vision of key employees

Exhibit 15-1  
Obstacles to Sale of  
Business for Current 
and New Owners 
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releasing the FirM’s Free cash Flows

The second harvesting strategy involves the orderly withdrawal of the owners’ investment 
in the form of the firm’s free cash flows. The withdrawal process could be immediate if 
the owners simply sold off the assets of the firm and ceased business operations. However, 
for a value-creating firm—one that earns attractive rates of return for its investors—this 
does not make economic sense. The mere fact that a firm is earning rates of return that 
exceed the investors’ opportunity cost of funds indicates that the firm is worth more as 
a going concern than a dead one. Thus, downsizing the company is not a viable option. 
Instead, the owners might simply stop growing the business; by doing so, they increase the 
free cash flows that can be returned to the investors.

Free cash flow represents the amount of cash that can be distributed to investors 
after all operating needs have been met. Specifically,

Free cash  
flow

=
Operating profits  

(after taxes)
+ Depreciation − Taxes −

Investments to 
grow the firm

In a firm’s early years, all its cash flow is usually devoted to growing the business. 
Thus, the firm’s free cash flow during this period is zero—or, more likely, negative—
requiring its owners to seek outside cash to finance future growth. As the firm matures 
and opportunities to grow the business decline, sizable free cash flows frequently 
become available to its owners. Rather than reinvest all the cash flows in the firm, the 
owners can begin to withdraw the cash, thus harvesting their investment. If they decide 
to do so, only the amount of cash necessary to maintain current markets is retained 
and reinvested; there is little, if any, effort to grow the present markets or expand into 
new markets.

Harvesting by withdrawing a firm’s cash from the business has two important advan-
tages: The owners can retain control of the firm while they harvest their investment, 
and they do not have to seek out a buyer or incur the expenses associated with con-
summating a sale. There are disadvantages, however. Reducing reinvestment when the 
firm faces valuable growth opportunities results in lost value creation and could leave a 
firm unable to sustain its competitive advantage. The end result may be an unintended 
reduction in harvestable value below the potential value of the firm as a long-term 
going concern. Also, there may be tax disadvantages to an orderly liquidation, com-
pared with other harvest methods. For example, if a firm simply distributes the cash 
flows as dividends, the income may be taxed both as corporate income and as personal 
dividend income to the stockholders. (Of course, this would not be a problem for a sole 
proprietorship or partnership.)

Finally, for the entrepreneur who is simply tired of day-to-day operations, siphoning 
off the free cash flows over time may require too much patience. Unless other people 
in the firm are qualified to manage it, this strategy may be destined to fail.

going PuBlic

The third method of harvesting is going public. Many entrepreneurs consider the 
prospect of an initial public offering (IPO) as the “holy grail” of their career, as firms 
involved in an IPO are generally star performers. However, only about 1 percent of all 
Canadian companies are publicly traded and most entrepreneurs do not really under-
stand the IPO process. This section considers two issues relating to an IPO: (1) how 
going public relates to the harvest and (2) the process by which a firm goes public.

free cash flow
operating profits 
plus depreciation 
less cash taxes and 
less the investments 
required to grow the 
firm
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the ipo AS A hArveSt StrAtegy
An initial public offering (IPO) is used primarily as a way to raise additional equity 
capital to finance company growth, and only secondarily as a way to harvest the owner’s 
investment. Lisa D. Stein, former vice president of Salomon Smith Barney, offers the 
following reasons for going public:8 

•	 To raise capital to repay certain outstanding debt
•	 To strengthen the company’s balance sheet to support future growth
•	 To create a source of capital that can be selectively accessed in the future to fund 

the company’s continuing growth
•	 To create a liquid currency to fund future acquisitions
•	 To create a liquid market for the company’s stock
•	 To broaden the company’s shareholder base
•	 To create ongoing interest in the company and its continued development

Similar conclusions were reached in a study in which the CEOs of firms that had 
gone public were asked to indicate the level of importance of 17 different possible moti-
vations. The following motivations received the highest percentage of “very important” 
ratings:9

Raise capital for growth 85%

Raise capital to increase working capital 65%

Facilitate acquiring another firm 40%

Establish a market value for the firm 35%

Enhance the firm’s ability to raise capital 35%

CEOs	clearly	consider	financing	future	growth	to	be	the	primary	objective	of	going	
public.

Having publicly traded stock can be beneficial to owners in that a public market 
offers greater liquidity and facilitates the eventual harvest of their investment. In fact, 
there	 is	evidence	 that	 IPOs	eventually	 lead	 to	a	harvest.	While	 start-up	 firms	 tend	 to	
go public in order to finance expansion, established companies go public in order to 
liquidate the shareholdings of owners. It has been shown that the median percentage 
of ownership by a firm’s officers and directors declines from 68 percent to 18 percent 
in the 10 years following an IPO.10 Thus, although an IPO is not primarily a harvest 
mechanism, going public does provide the owners with increased liquidity—which facil-
itates their eventual exit.

the iPo Process

The IPO process may be one of the most exhilarating—but frustrating and exhausting— 
experiences of an entrepreneur’s life. Owner-managers frequently discover that they 
do not like being exposed to the variability of public capital markets and to the prying 
questions of public-market investors. In a survey of the Inc. 100 companies, CEOs who 
had participated in public offerings indicated that they had spent on average 33 hours 
per week for four and a half months on the offering.11 To many, the cost of the IPO 
process seemed exorbitant. They found themselves being misunderstood and having 
little influence on the decisions being made, and they were frequently disillusioned 
with investment bankers and the entire process. At some point, they wondered where 
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they had lost control of the process—a feeling shared by many entrepreneurs involved 
in a public offering.

To understand an IPO, you must consider the shift in power that occurs during the 
process.	When	the	chain	of	events	begins,	the	firm’s	managers	are	in	control.	They	dictate	
whether or not to go public and who the investment banker will be. After the prospectus has 
been prepared and the road show is under way, however, the firm’s managers, including the 
entrepreneur, are no longer the primary decision makers. The investment banker is now in 
control. Finally, the marketplace, in concert with the investment banker, begins to take over. 
Ultimately, it is the market that dictates the final outcome.

Information on the IPO process can be accessed at www.sedar.com, the System for 
Electronic Document Analysis and Retrieval for the disclosure of documents for public 
companies and investment funds across Canada.

issuing a Private PlaceMent oF the stock

With	an	IPO,	a	portion	of	the	firm’s	equity	is	sold	in	public equity markets. There is, however, 
an alternative form of equity, in which private equity capital, through venture capital firms or 
private investors, is infused to help founder-controlled firms grow. Trying to finance liquid-
ity and growth while retaining control is perhaps the most difficult task facing founders. In 
a survey of entrepreneurs who had transferred or were planning to transfer ownership of 
their businesses, 85 percent of the respondents stated that maintaining control of the firm 
was “very important.”12 About 45 percent also considered providing capital for the firm’s 
future growth and meeting the personal liquidity needs of family members “very important.”

Recognizing the need for creativity in this area, some venture capital groups have 
developed financing approaches that more fully recognize the needs of exiting owners 
whose firms have significant growth potential. Let’s consider a company that could  
be sold for $50 million as an LBO. The sale would most likely be financed through 
80 percent debt, comprising $28 million in debt having first claim on the assets in the 
event of liquidation (senior debt) and $12 million in debt that is subordinated debt, 
and 20 percent equity ($10 million). Even though they would have cashed out, many 
entrepreneurs would find such an arrangement intolerable; they simply would not want 
their	firm	subjected	to	this	kind	of	high-leverage	transaction.

An alternative approach provides less cash but allows the initial owner to retain con-
trol.13	In	this	case,	the	firm	just	described	would	be	sold	for	$45	million—10	percent	 
less than the LBO price assumed above. However, the sellers would receive only  
$38 million in cash, with the remaining $7 million being reinvested in the firm. In 
return, they would retain 51 percent of the ownership. The $38 million would be 
financed from two sources: $24 million in senior debt and $14 million provided by a 
private investor ($7 million in common equity for 49 percent of the firm’s ownership 
and $7 million in preferred stock). The preferred stock would have an annual dividend 
(to be paid in additional shares of stock in the first years of the transaction), as well 
as warrants for additional common stock to bring the private investor’s economic—
not voting—ownership up to 65 percent, but only if management did not make its  
projections.	 For	 instance,	 current	management	might	predict	 that	 current	 earnings	
would increase 60 percent over the next five years. If this goal was realized, then the 
family or initial owners would keep the 51 percent economic share of the firm when the 
eventual exit occurred. If the goal was not realized, however, the seller’s economic own-
ership would be scaled down based on how far results were from the target, but not below  
35 percent. This arrangement is depicted graphically in Exhibit 15-2.
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This financial arrangement has potential advantages over an LBO for firms with 
continued growth potential. First, the lower debt ratio allows for a lower interest rate 
on the debt than does an LBO, and thus the firm’s cash flows can be used to grow the 
firm	rather	than	just	pay	down	debt.	Second,	the	arrangement	allows	the	senior	own-
ers to cash out while the firm retains the control and cash necessary to grow the firm. 
The investors also have the potential to realize significant economic gains if the firm 
performs well.

liquidation

A founder or manager would not typically choose to liquidate his or her business, as 
the harvest value will be less. However, some businesses, such as one-person consulting 
and professional practice (lawyers and accountants) firms, cannot effectively operate 
without the owner, and as such offer limited value to potential buyers. One common 
method of realizing value for the seller in these cases is to “sell” their client files to 
another practitioner in return for a percentage of the revenue derived by the buyer 
from those files for a period of time—usually not more than five years. Other firms may 
not be attractive due to deterioration of their customer base, a leveraged financial posi-
tion, or aging and unproductive equipment.

When	an	owner	is	forced	to	harvest,	and	selling	the	firm	as	an	ongoing	operation	
is not possible, the only solution may be to sell assets at the market rate and pay any 
outstanding debts to bankers, suppliers, and other creditors.

liFe aFter the harvest
There are really two key questions that an entrepreneur must address in anticipation 
of post-harvest life:

•	 Will	I	experience	serious	regrets	over	the	decision	to	harvest	my	investment	in	 
a company?

•	 What	will	become	my	passion	after	I	have	become	more	than	contented	with	the	
“easy life,” where I have the option to play golf every day if I choose or to travel to 
my heart’s content?

Exhibit 15-2  
Illustration of Private 
Equity Placement 

Senior Debt
$24 million

$7
million

$7
million

$7
million

Seller’s
Cash-Out

$38 million

Private Investor: $14 million

Total Business Value: $45 million

Seller’s
Reinvestment

Common
Stock

Preferred Stock

discuss issues in 
preparing for life 
after the harvest.

7
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The answers to these questions might seem apparent before the fact but become less 
so with the passage of time.

will i Miss the Journey?

For an entrepreneur, exiting a business that has been an integral part of life for some 
time	can	be	a	very	emotional	experience.	When	an	entrepreneur	invests	a	substantial	
part of his or her working life in growing a business, a real sense of loss may accompany 
the harvest. Thus, entrepreneurs should think very carefully about their motives for exiting and 
what they plan to do after the harvest. Entrepreneurs who harvest their investment fre-
quently have great expectations about what life is going to be like with a lot of liquidity, 
something many of them have never known. The harvest does provide the long-sought 
liquidity, but some entrepreneurs find managing money—in contrast to operating their 
own company—less rewarding than they had expected.

what’s next?

Entrepreneurs by their very nature are purpose-driven people. So, after the harvest, an 
entrepreneur who has been driven to build a profitable business will need something 
larger than the individual to bring meaning to his or her life.

Many entrepreneurs have a sense of gratitude for the benefits they have received 
from living in a capitalist system. As a result, they want to give back, both with their time 
and with their money. The good news is that there are many worthy charitable causes, 
including universities and civic organizations. And, it may be that the call to help others 
with a new venture may be too strong for an individual with an entrepreneurial mindset 
to resist. But whatever you decide to do, do it with passion.

1 describe managing for growth.

•	 Managing challenges and transitions from start-up 
through successive growth stages is critical to a new 
company’s eventual success.

•	 A Queens School of Business study, sponsored by the 
Royal Bank of Canada and the Canadian Manufacturers 
and Exporters Association, identified many barriers to 
success and implications for growth for Canadian SMEs.

2 explain the various types of outside management 
assistance.

•	 Outside management assistance can be used to remedy 
staff limitations.

•	 Business incubators provide guidance as well as space 
for beginning businesses.

•	 Three government-sponsored sources of assistance are 
the Industrial Research Assistance Program, the Cana-
dian Technology Network, and Counselling Assistance 
for Small Enterprise.

•	 Management assistance may also be obtained by 
engaging management consultants and by networking 
with other entrepreneurs.

•	 Business and professional groups such as bankers and 
CAs also provide management assistance.

3 explain the importance of having an exit strategy.

•	 Harvesting is the means entrepreneurs and investors use 
to exit a business and, ideally, unlock the value of their 
investment in the firm.

•	 Harvesting is about more than merely selling and leaving 
a business. It involves capturing value (cash flows), 
reducing risk, and creating future options.

•	 A firm’s accessibility to investors is driven by the avail-
ability of harvest options.

4 describe succession planning.

•	 A well-managed succession plan provides the benefits 
of securing the owner’s financial future, and maintaining 
relationships with investors, lenders, and customers.

L o o k i n g  B A C k

BK-NEL-LONGENECKER-140433-Chp15.indd   442 29/12/14   8:46 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 15 Managing Growing Firms and Exit Strategies 443

NEL

•	 Written succession plans address key issues, including 
identifying future managers and leaders, how to assess 
potential candidates, the monitoring process, the training 
and declaration of a successor, and the timeline for 
succession.

5 describe serial entrepreneurs.

•	 Serial entrepreneurs are more interested in starting new 
businesses than running them.

6 describe harvesting options and effective  
harvesting strategies.

•	 The five ways to harvest an investment in a privately 
owned company are (1) selling the firm, (2) releasing the 
firm’s free cash flows to its owners, (3) offering stock to 
the public through an initial public offering, (4) issuing a 
private placement of the stock, or (5) liquidation.

•	 In a strategic acquisition, the value placed on a business 
depends on the synergies that the buyer believes can be 
created.

•	 Financial buyers look primarily to a firm’s stand-alone 
cash-generating potential as the source of its value.

•	 In leveraged buyouts (LBOs), high levels of debt 
financing are used to acquire a firm.

•	 A management buyout (MBO) is an LBO in which  
management is part of the group buying the company.

•	 The orderly withdrawal of an owner’s investment in 
the form of the firm’s free cash flows is one harvesting 
method.

•	 An initial public offering (IPO) is used primarily as a 
way to raise additional equity capital to finance com-
pany growth, and only secondarily as a way to harvest 
the owner’s investment.

•	 Private equity capital is a way to acquire outside 
financing, which can allow the original owners to cash 
out.

7 discuss issues in preparing for life after the  
harvest.

•	 For an entrepreneur, exiting the business that has been 
an integral part of life for some time can be a very  
emotional experience.

•	 Entrepreneurs should think very carefully about their 
motives for exiting and plan what to do after the 
harvest.

•	 An entrepreneur who has been driven to build a  
profitable business will need something larger than the 
individual to bring meaning to his or her life.

k e y  t e r M S

employee ownership, p. 436
financial acquisition, p. 435
free cash flow, p. 438

harvesting, p. 431
leveraged buyout (LBO), p. 435
management buyout (MBO), p. 435

networking, p. 429
strategic acquisition, p. 435

discussion questions

1. What	are	some	of	the	factors	that	should	be	
considered when expanding a business?

2. What	are	the	characteristics	of	a	serial	 
entrepreneur?

3. What	are	some	advantages	and	drawbacks	of	
a business incubator location for a start-up 
retail firm?

4. What	is	meant	by	the	term	harvesting?	What	is	
involved in harvesting an investment in a  
privately held firm?

5. What	is	the	primary	purpose	of	an	initial	
public offering (IPO)? How does an IPO 
relate to a harvest?

6. What	advice	would	you	give	to	an	entrepre-
neur who was planning to exit his or her 
firm?

7. What	emotions	might	an	entrepreneur	expe-
rience after leaving a firm that had been an 
integral part of his or her life?

you Make the call

situation 1

Austin	 and	Francis	Waugh	 founded	Casa	Bonita	 
15 years ago. They started with a single fast-food 

Mexican restaurant and they both worked seven days 
a week. From that small beginning, they expanded 
to 84 profitable restaurants. Over the years, other 
restaurant owners expressed an interest in buying 

BK-NEL-LONGENECKER-140433-Chp15.indd   443 29/12/14   8:46 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Part 3 Managing New Venture Operations444

NEL

the	firm;	however,	the	Waughs	were	not	interested	
in selling. Then an English firm, Unigate Limited, 
offered them $32 million for the business and said 
Austin	could	remain	the	firm’s	CEO.	The	Waughs	
were attracted by the idea of having $32 million 
in liquid assets. They flew to London to close the 
deal. On the flight home, however, Austin began 
having doubts about their decision to sell the busi-
ness.	He	thought,	“We	spent	15	years	of	our	 lives	
getting the business where we wanted it, and we’ve 
lost it.” After their plane landed, they spent the 
night in Toronto and then flew back to London 
the next day. They offered the buyers $1 million 
to cancel the contract, but Unigate’s manage-
ment	declined	 the	offer.	The	Waughs	 flew	home	 
disappointed.

Question 1 How	could	the	Waughs	be	disap-
pointed with $32 million?
Question 2 What	should	the	Waughs	have	done	to	
avoid this situation?
Question 3 What	advice	would	you	offer	Austin	
about continuing to work for the business under 
the new owners?

situation 2

Ed and Barbara Bonneau started their wholesale 
sunglasses distribution firm 30 years ago with 
$1,000 of their own money and $5,000 borrowed 
from a banker in Ed’s hometown. The firm grew 

quickly, selling sunglasses and reading glasses to 
companies	 such	 as	 Walmart	 and	 other	 big-box	
retailers. Although the company had done well, 
the market had matured recently and profit mar-
gins	narrowed	significantly.	Walmart,	for	example,	
was insisting on better terms, which meant signifi-
cantly lower profits for the Bonneaus. Previously, 
Ed had set the prices that he needed to make a 
good return on his investment. Now, the buyers 
had consolidated, and they had the power. Ed 
didn’t	enjoy	running	the	company	as	much	as	he	
had in the past, and he was finding greater plea-
sure in other activities; for instance, he served on 
a local hospital board.

Just as Ed and Barbara began to think about 
selling the company, they were contacted by a 
financial buyer, who wanted to use their firm as 
a platform and then buy up several sunglass com-
panies. After negotiations, the Bonneaus sold 
their firm for about $20 million. In addition, Ed 
received a retainer fee for serving as a consultant 
to the buyer. Also, the Bonneau’s son-in-law, who 
was part of the company’s management team, was 
named the new chief operating officer.

Question 1 Do you agree with the Bonneaus’  
decision	to	sell?	Why	or	why	not?
Question 2 Why	did	the	buyers	retain	Ed	as	a	 
consultant?
Question 3 Do you see any problem with having 
the Bonneau’s son-in-law become the new chief 
operating officer?

exPeriential exercises

1. Interview a management consultant, CASE 
counsellor, or representative of a CA firm 
to discuss small business management weak-
nesses and the willingness or reluctance of 
small firms to use consultants. Prepare a 
report on your findings.

2. Referencing search engines, your local news-
paper, or business owners you know, identify a 
serial entrepreneur. Identify how long he or she 
usually operated a business before moving on to 
another venture. Determine if the ventures had 
a common theme or competitive orientation.

3. Identify a Canadian company that has 
expanded in the past year. Has the expansion 
enhanced its competitive position and finan-
cial performance, or caused performance 
issues?

4. Check your local newspaper for a week or 
so to find a privately held company that has 
been sold recently. Try to determine the moti-
vation for the sale. Did it have anything to do 
with the prior owners’ desire to cash out of 
the business? If so, try to find out what  
happened.
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5. Ask a local family business owner about future 
plans to exit the business. Has the owner ever 
been involved in an exit strategy? If so, ask 
the owner to describe what happened and 
how it all worked out, as well as what he or 
she learned from the experience. If not, ask 
if the owner is aware of any company whose 

owners cashed out. Visit that company owner 
to inquire about the exit event.

6. Refer to some of the entrepreneurs and com-
panies cited in this chapter. Have they moved 
on, and, if so, why? Did their next venture 
build on their previous venture?

case 15

d’artagnan (P. 481)

This case highlights some of the common problems 
that surface when entrepreneurs work together to 
start and manage a small business.

alternative cases For  
chaPter 15 

Case 1, Dori’s Diamonds, p. 449
Case 10, CitiStorage, p. 469
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Case 1

Founded by Dorian Dunkley at the age of 20, 
Dori’s Diamonds is a great example of what 
can be created by an innovative and dynamic 

entrepreneur. Dorian started the company while 
working on her Biology degree at the University 
of Calgary. She thought it would be a better way to 
make some cash than working for someone, and 
she has a passion for entrepreneurship and cre-
ativity. Originally Dori’s Diamonds, the company 
has since become much more: Dori’s Diamonds is 
now a subsidiary of the incorporated Dorian Inc., 
which also includes a talent agency called SHIFT 
and a marketing services company called SECT. 
Each of these suborganizations works together to 
support the overarching business model.

Dorian Dunkley

Dorian describes herself as a lifelong entrepreneur. 
Her father is a successful, self-employed lawyer and 
her mother runs the law practice. “I never pictured 
working for someone else,” she says. Her mother 
wanted her to be a doctor, and she did two years of 
Bio-Science before she discovered her true passion 
is business. By the time she switched faculties to 
the Haskayne School of Business, she had already 
founded Dori’s Diamonds and was eager to learn 
more in order to improve her business knowledge 
and skills.

Prior to attending university, Dorian had a 
number of small ventures. The most interesting 
was a candy business run out of her high school 
locker. It was so successful the principal closed it 
down because it was clogging the hallways around 
Dorian’s locker. “So I adapted: it became a back-
pack-based business.” This worked for several weeks 
until again, the principal found out and told her all 
of the profits had to be donated to the school or 
she had to close it down. “That was patently unfair, 
I thought. I wasn’t doing anything bad or illegal. 

In fact I was in the process of getting a business 
licence. I asked him if the drug dealers across the 
street from the school had to give the school their 
profits and he said ‘No, I don’t see them. You,  
I see.’ I thought that was a pretty unreasonable 
position, but I didn’t have much of a choice and 
closed it down.”

At the age of 20 she began attending “young” 
(30- to 35-year-olds) entrepreneur meetings and 
Chamber of Commerce events. “You need to sur-
round yourself with positive people,” says Dorian. 
“You don’t want to be delusional about your busi-
ness ideas, but you need to be optimistic. It was 
just so inspiring to be associating with successful 
entrepreneurs and business people.”

Dorian says her parents, while being great sup-
porters, wonder why she doesn’t just get a job in 
business. “My mom and dad just don’t get why  
I am doing this.”

Dori’s DiamonDs

Dorian worked for a store that sold jewellery while 
in her early university years. She described the 
product selection as “pretty conservative, boring 
and low-quality, and overpriced.” Finally, she 
thought, “Why don’t I do this myself and offer more 
fashionable designs of higher quality and lower 
price?” Thus was born Dori’s Diamonds. With a 
minimum order of $50, Dorian began her business 
online using eBay. Dorian was fascinated by “drop 
shipping” and e-commerce, and was interested in 
using supplier photos to sell jewellery that was not 
necessarily in stock. The original business model 
was an online business, leveraging the Internet as 
a global shopping hub, and also shortening the 
supply chain. The fees associated with online auc-
tions, as well competing suppliers, proved to be 
a challenge. In addition, Dorian was not able to 
brand-label, and was restricted to the layout and 
format of the online auctions site, so she decided 
to create her own online store, www.dori.ca.

Dori’s Diamonds
A Young Entrepreneur’s Passion

Source: Case written by Leo Donlevy and Dorian Dunkley, June 2011.
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Dorian realized that in order to expand her 
business she would need to find local clients and 
try to direct them to her online store. She already 
had some success with friends of friends who 
were interested in purchasing her jewellery, and 
this provided her with immediate capital without 
having to worry about online transactions and 
shipping. To further market her online business, 
Dorian received a start-up loan from her parents; 
bought additional inventory, display materials, and 
supplies; and then spent as much time as possible 
selling at a table in the Students’ Union building at 
the University of Calgary and a nearby college. Her 
table was set up three to six times per month, and 
more frequently during the Christmas season, gen-
erating an income of around $20,000 per year. She  
also paid to have a display booth in various  
trade shows but after a couple of years, she decided 
there had to be a better way. Although her trade 
shows were successful, she had difficulty managing 
the website (which had constant technical problems) 
and her real-live sales, and she didn’t like that she 
was getting away from her original business model 
idea of selling online and leveraging the Internet.

Dorian refocused on her original plan and 
reconstructed her website. At that time, social net-
working sites such as Facebook were becoming 
more popular so she set up pages and groups to 
reach her target audience of women, aged 16–35 
with some disposable income. Dorian continued to 
attend tradeshows and events, but they were costly 
and she wanted stronger brand recognition. Then 
she thought, “Instead of paying someone else for 
space at a tradeshow, why don’t I create my own 
show—but not just a trade show—an event?” Her 
concept became Dori’s Diamonds Frosted Gala 
and she launched the first one in 2008.

The gala event is held annually at a trendy spot 
in downtown Calgary, and features food, music, and 
entertainment, displays by Dori’s Diamonds and 
other companies with complementary products, 
attractive young models modelling and handing 
out merchandise samples, and a silent auction with 
proceeds going to charity. Dorian sells event tickets 
to a wide network of friends and contacts, and uses 
social media to attract her generation to the event. 
It took a while for the event to reach this level. The 
first year was very simple with a brief dance per-
formance and fashion show and was attended by 

about 120 guests (the cover was only $8). By 2010, 
the event had crew of over 90 people and attracted 
350 guests, seven exhibitors, and media members. 
She hopes the fourth event in November 2011 will 
be even more successful.

While it is a high-class party, Dorian says it’s all 
about marketing, networking, and expanding the 
business. She also works to give exposure to the 
businesses and entertainers who support and par-
ticipate as well as the venues that host the event. 
She loves to see success for others who help to 
build the Gala.

In the spring of 2010, Dorian contracted and 
casted brand ambassadors called “Dori’s Dolls” to 
participate in the Gala, other events, and advertise-
ments for Dori’s Diamonds. It is all part of creating 
a lifestyle brand that people can relate to. After 
using third-party models and talent for her events, 
she realized the challenges so she decided to create 
her own talent agency. The opportunity to revive  
and remodel a casual agency came about in  
the summer of 2010 and she had the agency, called 
SHIFT, up and running by September of the same 
year. It is a full-service agency with approximately 
30 models providing talent to external clients, as 
well as to Dori’s Diamonds.

Finally, she also started her own creative adver-
tising and marketing services business called SECT, 
which contracts videographers, graphic designers, 
photographers, makeup artists, stylists, and web 
designers, each of whom brings additional skills to 
the business. SECT handles all internal marketing 
for SHIFT and Dori’s Diamonds, and also works 
with external clients in various industries. These 
were natural extensions of her entrepreneurial 
vision. Dorian Inc. was incorporated to serve as an 
umbrella company for the three businesses, and 
each supports the growth of the company as a 
whole. Her biggest challenge she says is, “building 
all three businesses at the same time. Creative 
people have egos and managing a team of them 
is tough. We also have legal issues such as copy-
right to deal with when many people collaborate 
to create something.”

The Gala and other events are photographed 
and filmed by her own in-house contractors and 
videos are posted to YouTube and Facebook. “It’s 
all designed to raise our profile and drive traffic 
to the website,” says Dorian. Another aspect of 
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her business is networking. She is very driven to  
network and understands that it is definitely a 
two-way street. For example, she now works with 
a former university classmate who started a fitness 
studio to train the models in her talent agency “in 
physical fitness, and in exchange [we] will provide 
the fitness studio with promotional models and 
street teams.”

While in university, Dorian completed an 
exchange term in Europe, where she was inspired 
by European design and the strength of their cre-
ative industries. She admits that her business model 
ideas are borrowed from observations of how the 
fashion and creative industries operate in Europe, 
“Canadian jewellery retailers are so conservative in 
both the designs they carry and the way they market 
their product. I thought I could change the game.”

The FuTure

Dorian says her challenges right now are scaling 
the business, managing inventory, managing the 
growth of three businesses at the same time, and 
the loneliness of being an entrepreneur. However, 
she has big plans for Dorian Inc. and Dori’s Dia-
monds now that she has graduated from university. 
She has already started to sell a limited selection of 

men’s jewellery items, is planning to design Dori’s 
Diamonds signature jewellery for sale through 
bigger jewellery chains, and is setting up her You-
Tube channel featuring Dori’s Dolls modelling her 
jewellery. Dorian likes being creative, whether on 
the design side or the business side, and she sees 
Dori’s Diamonds as a vehicle for doing “interesting 
stuff” with the arts, and building arts and culture 
in Canada. “Business people and artists haven’t 
seen each other yet. Someone needs to put them 
together in a room to begin the dialogue,” says 
Dorian.

At the age of 25, this engaging, driven, pas-
sionate, young entrepreneur faces a bright future 
indeed.

Questions
 1. If you were Dorian, what steps would you take 

to grow the business?
 2. What do you see as the greatest challenges 

facing Dorian as she moves her business  
forward?

 3. How does Dorian’s approach to marketing 
differ from that of traditional jewellery 
retailers? Do you think this approach is more 
successful or less?
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Dillon’s small Batch Distillers

a lthough beer may be the beverage of  
 choice for most 20 somethings, for  
 28-year-old Geoff Dillon, his drink of 

choice would likely be whisky. Dillon grew up 
watching his dad, an environmental chemist with a 
passion for fine spirits and an extensive whisky col-
lection, experiment with ingredients in the kitchen, 
applying his scientific knowledge to the creation 
of new food and drink recipes including beer and 
wine making. After graduating from university with 
a double major degree in Biology and Economics, 
Dillon decided to pursue his own interest in spirits, 
travelling across the U.K. and the United States to 
learn more about the fine art of distilling. During 
his travels Dillon realized that the craft distilling 
was growing in popularity in North America, and 
in particular in the U.S., which gave him the con-
fidence to consider pursuing his interest in this 
unique industry. Eventually Dillon returned to his 
roots in Canada and decided it was time to take his 
concept of a craft distillery and make it a reality. 
With the help of his father—who assumed the role 
of head of R&D, and his father-in-law, a Toronto 
entrepreneur who knew a thing or two about devel-
oping a business, Dillon took his dream of opening 
a craft distillery and made it a reality.

Dillon’s Small Batch Distillers was launched in 
2012, producing rye whisky, gin, vodka, and bitters 
using local ingredients from the Niagara Region, 
one batch at a time. In addition to their unique 
un-aged White Rye whisky, in 2015 Dillon’s plans 
to offer what hasn’t been seen in Canada in a 

very long time, a whisky made of 100 percent rye 
grain—not a blend which is what most Canadian 
distillers tend to produce, and aged three years to 
meet the legal cask-aging requirement.

For Dillon, the Niagara region is a great loca-
tion due to its proximity to the well-established 
wine and fruit industries in Ontario. Dillon’s 
vodka, gins, and bitters are made from a base of 
100 percent Niagara grapes and infused with nat-
ural botanicals and local fruits, creating unique 
flavours and products. For Dillon it’s all about  
the unexpected. “We want people to come into the 
distillery and see something they have never seen 
before. We want to make interesting, unique, small 
batch products that you can’t find anywhere else. 
We take fresh, local fruit and grain, and turn them 
into spirits. Not many distillers do that anymore in 
Canada. We feel with every product we make we 
are bringing something new to the table.”

In terms of distribution, Dillon’s has managed 
to make some valuable contacts and establish rela-
tionships in what is a highly competitive market. 
Dillon’s gin and rye are sold through the Liquor 
Control Board of Ontario (LCBO), as well as select 
licensed establishments throughout Ontario. Wil-
liams-Sonoma, the upscale specialty kitchen and 
housewares retailer carries Dillon’s bitters in their 
North American stores as well as on their website. 
Dillon’s also sells direct to customers using their 
Distillery itself as a draw, offering visitors a chance 
to sample their line in their Sipping Room, a rustic 
venue reminiscent of an old apothecary filled with 
natural light, wood, exposed copper pipes, and 
decorated with barrels, lemons, limes, and juniper 
branches.

Building brand awareness and a strong brand 
image is an important focus for Dillon’s, however, as 
a small business they are always looking for the most 
cost effective methods and tools to employ when 
it comes to marketing expenditures. Dillon’s has 
adopted a low-budget grass roots approach to mar-
keting, relying on social media to get the word out 

Case 2

Sources: Guy Dixon, “The Men Who Did More than Raise a Glass to 
Craft Spirits,” The Globe and Mail, April 8, 2014, available at: http://
www.theglobeandmail.com/report-on-business/small-business/ 
sb-growth/success-stories/the-men-who-did-more-than-raise-a-glass-
to-craft-spirits/article17880461/; Eric Veillette, “A Nice Day for 
a White Whisky,” Canadian Business, September 30, 2013, p. 64, 
available at: http://www.canadianbusiness.com/lifestyle/a-nice- 
day-for-a-white-whisky/; Eric Veillette, “Ontario Gin Makers Prosper as 
European Producers Under Threat,” The Toronto Star, June 26, 2013, 
available at: http://www.thestar.com/life/food_wine/2013/06/26/
ontario_gin_makers_prosper_as_european_producers_under_
threat.html; Jules Ribi, “Dillon’s: The Little Distillery That Could,” 
Ottawa Eats PR, April 8, 2014, available at: http://ottawaeatspr. 
wordpress.com/2014/04/08/272/; and http://www.dillons.ca.
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about their brand and products through Facebook, 
Twitter, and Instagram as well as blog posts on their 
website featuring recipes, news, and even announce-
ments. In addition, the company focuses on special 
events at the Distillery like Brunch Truck Sundays, 
where local food trucks come to offer a new spin on 
the classic Sunday meal, and Oyster Fest Niagara, a 
partnership with The Tide & Wine Oyster Company 
that included live music, an oyster shucking com-
petition, and the chance to sample Dillon’s custom 
designed cocktails as well as local wines and brews.

Although Dillon’s has experienced some ini-
tial success and helped pave the way somewhat for 
other craft distillers, the company is still young 
and the industry is not an easy one to succeed 
in. Ontario has some of the strictest regulations 
in North America when it comes to the sale of 
alcohol and selling through a closed system like the 
LCBO can be a challenge for craft distillers, which 
typically have much lower margins than wine and 
beer sellers. Selling outside of the LCBO stores, 
however, does not solve the problem for distillers. 
Whereas wineries can sell direct to customers from 
their wine stores and retain all the profits, distillers 
who want to sell direct to customers must act as 

LCBO agents, including LCBO’s markup in their 
retail selling price (which is dictated by the Alcohol 
and Gaming Commission of Ontario), plus federal 
excise taxes and freight costs. This squeezes profit 
margins substantially and makes it difficult for craft 
distillers to compete with other alcohol sellers. 
Dillon, along with two other Ontario distillers has 
even gone so far as to petition the government to 
ask that regulations be reformed and updated to 
reflect the changing business environment.

Questions
 1. How would you classify the type of start-up 

idea that was present for Geoff Dillon?
 2. Which factors and trends in the general and 

industry environment will be the most impor-
tant for Dillon’s?

 3. How would you describe Dillon’s competitive 
advantage? What type of strategy would be best 
to pursue based on that?

 4. What type of market segments exist for  
Dillon’s? Which would you consider pursuing 
in the future?
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It was October 1998 and Jeff Malott, a young, 
aspiring entrepreneur, had just toured the 
rustic factory and retail store of Smitty’s Li’l 

Haulers, a Shedden, Ontario–based manufacturer 
of children’s toy wagons. Jeff was very impressed 
with what he had seen. Smitty’s was for sale and Jeff 
wondered if this was the right opportunity for him.

Jeff Malott was a native of London, Ontario. 
Following high school, he apprenticed as an auto-
motive mechanic specializing in European automo-
biles. Before he completed his apprenticeship Jeff 
realized he had a strong desire to pursue his own 
business. Jeff began his entrepreneurial pursuit by 
enrolling in business classes at local colleges. One 
of the ideas he was interested in exploring was a 
nightclub and bar concept. The lifestyle attracted 
him and he thought he had some ideas that would 
make the business a success. Jeff took a part-time 
job working for UPS while he pursued his educa-
tion. His exploration led him to London’s Small 
Business Centre in 1998 for some assistance in 
writing the business plan for the proposed bar. 
They in turn referred him to George Lightfoot, a 
retired commercial banker who had started a pri-
vate entrepreneurship training school.

Jeff and George discussed Jeff’s ideas at length. 
This led to Jeff enrolling in courses at the school 
to acquire additional business skills needed to run 
a small business and to finalize the business plan 
for the bar. In September 1998 George approached 
Jeff to take a look at Smitty’s Li’l Haulers as a pos-
sible alternative to starting the bar and nightclub. 
George was acquainted with the owner of Smitty’s 
and had been approached to assist in finding a 
buyer for the company. Initially, Jeff was surprised 

by the idea of buying a business. He had simply 
never considered it.

JeFF’s supporT neTwork

Jeff was fortunate in having a strong support net-
work. His parents were very pleased with his entre-
preneurial aspirations, although Jeff’s father was 
not in favour of the bar idea. Jeff had been exposed 
to entrepreneurship from a very early age. His 
mother had run a successful restaurant in London 
while Jeff was growing up. She sold the business 
in 1986 and immediately started a second business 
in executive transportation, which she sold and 
retired from in 1993. Jeff’s girlfriend Sharlene was 
very encouraging of his aspirations, and Jeff also 
had a network of family members and friends to 
discuss his ideas with and on whom he could call 
on to help start up a business.

smiTTy’s li’l haulers

Smitty’s had been founded in 1986 in the small 
town of Shedden, Ontario, about 35 kilometres 
southwest of London, by John Smith and his family. 
The business made a line of rugged, high-quality 
toy wagons that could also be used for chores 
around the home and garden. (See Exhibit C3-1 
for details on the product line.) The parts for the 
wagons were purchased from various suppliers and 
assembled in a made-over barn on the farm of one 
of John’s friends. (See Exhibit C3-2 for photo.) 
They were sold through a retail store in Shedden 
and through a network of farm implement distrib-
utors and other select retailers in the southwestern 
Ontario region. About 65 percent of sales were 
through the Shedden store. Sales through these 
channels had grown to 400–500 units per year by 
1978.

smitty’s li’l haulers
Start-Up versus Buyout

Case 3

Source: This case was written by Leo Donlevy at the 2004 Case Writing 
Workshop under the supervision of Professors James A. Erskine and 
Michiel R. Leenders. It was prepared solely to provide material for 
class discussion. The author does not intend to illustrate either effec-
tive or ineffective handling of a managerial situation. The author may 
have disguised certain names and other identifying information to 
protect confidentiality. Copyright © 2004, Leo Donlevy.
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Smitty’s had also ventured into the retail fur-
niture business. John had created a division called 
“Once a Tree” to retail hand-crafted fine furniture 
made by regional craftsmen. They supplied the 
store in Shedden with china cabinets, tables, chairs, 
and shelving units, which sold at a premium price 
compared to the volume-manufactured items sold 
in urban furniture stores. This division accounted 
for about 30 percent of Smitty’s sales volume by 
1998.

In the mid-1990s Smitty’s was able to secure two 
large orders for wagons: a 3000-unit order from a 
major tool distributor and a 600-unit order from a 

chain of independent retail hardware stores. The 
tool company used the wagons as part of a promo-
tion to its dealers, and the wagons were branded 
with the company name and logo rather than the 
traditional Smitty’s brand. The hardware stores 
sold the wagons through their network in south-
western Ontario. Smitty’s had also entered into 
negotiations with Canadian Tire to distribute their 
wagons but were unable to come to a deal. These 
orders had been completed by the time Jeff first 
met John.

The size of the two large orders strained Smit-
ty’s assembly and financial capacity and the stress 

Product Line Details

Model Deck size Features Retail Price

100 16″ × 32″ Solid rubber wheels; 2-board 
rails

$109.95

150 16″ × 32″ Solid rubber wheels; 3-board 
rails

$159.95

200 16″ × 32″ 10″ × 4″ pneumatic wheels; 
3-board rails

$199.95

300 20″ × 36″ 10″ × 4″ pneumatic wheels; 
3-board rails

$229.95

400 22″ × 44″ 4″ × 6″ pneumatic wheels; 
3-board rails

$279.95

450 22″ × 44″ 10″ × 4″ pneumatic, knobby 
all-terrain tires; front

$309.95

450 Green 22″ × 44″ Same as 450 but in olive drab 
swivel suspension green and 
includes camouflage canopy 
and pad

$379.95

Flatbed 22″ × 44″ Front swivel suspension $179.95

“Smitty’s Super” Trikes $149.95

Custom Rocking Horse $189.95

Wagon Canopies and 
Pad

$69.95

(100–300 models)

$79.95

(400 & 450 models)

Sleigh Conversion Kits $69.95 (100–200 models only)

Exhibit C3-1  
Source: Courtesy of Smitty’s Li’l Haulers 
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took its toll on John Smith. According to Jeff, the 
strain nearly killed John. Faced with serious health 
problems, John approached his friend George 
Lightfoot to help him find a buyer for Smitty’s. 
John was not interested in just any buyer, however. 
He wanted someone who would “take care of the 
business,” according to Jeff. John wanted a buyer 
who would leave the business in Shedden and who 
had the same small-town values of quality and good 
value for the customer.

JeFF’s impressions oF smiTTy’s 
anD The proposeD Deal

Jeff’s was very excited by his visit to the Smitty’s 
assembly plant. His mechanical background told 
him this was a quality product, if a bit rough. He 
saw lots of opportunities to improve the design, 
the quality, and the operation of the business. For 
example, Smitty’s had a paper-based, somewhat 
loose accounting system in place. The books were 
put in order only at the end of every year by the  
accountant. Smitty’s also had no presence on  
the Internet. In fact, the business did not even own 

a computer. Jeff also thought there were oppor-
tunities to grow the business, either by pursuing 
additional large orders or by expanding the dis-
tribution network. He also thought the business 
would eventually have to leave Shedden in order 
to achieve this growth, and this would likely be a 
deal-killer for John.

Jeff and John talked at length about the business 
during Jeff’s visit. “John liked me,” according to Jeff 
and, “he liked my youthful enthusiasm.” John shared 
some financial statements with Jeff and was very proud 
to point out the huge impact the two large orders had 
on the company’s results. John wanted $100,000 for 
Smitty’s, which included the inventory of parts and 
finished goods, all tools and equipment, goodwill, 
and the “Once a Tree” furniture division. Jeff was not 
really interested in “Once a Tree,” but John insisted it 
had to be part of any eventual deal.

JeFF’s alTernaTives

Following his visit to Shedden, Jeff pondered his 
alternatives. There was the possibility of going full 
time with UPS and trying to climb the ladder there, 

Exhibit C3-2  
Photo of Model 400 
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but that really didn’t appeal to him. He was sure 
his future was in owning his own business and had 
become quite focused on the bar and nightclub 
idea. In fact, he had a virtually complete business 
plan. Now the Smitty’s option presented itself 
and, while he had been impressed by his visit to 
Shedden, the notion of buying a business left him 
asking if there might be other, even more attractive 
businesses for sale in the area.

The righT opporTuniTy?

If buying Smitty’s was the right opportunity for 
him, Jeff had first to answer several questions. 
Did buying make more sense than starting his 
own business? How should he assess the Smitty’s 

opportunity? Were there better opportunities out 
there? If he did decide to pursue Smitty’s, how 
should he finance it? He had some money saved 
up, but nowhere near the $100,000 John wanted. 
What was a fair price for Smitty’s? Jeff realized he 
had some soul-searching to do—not to mention a 
lot of work over the next several weeks.

Questions
 1. What criteria do you think Jeff should use 

to assess his options and help him come to a 
decision?

 2. Where do you think Jeff should look for 
financing if he chooses to buy Smitty’s?

 3. Which option would you recommend to Jeff?
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BackgrounD

In 2007, TWO MEN AND A TRUCK/INTERNA-
TIONAL, Inc., was recognized on Entrepreneur  
magazine’s list of Top 500 (it was ranked at 

number 171), named as one of America’s top global 
franchises, listed on Franchise Business Review’s 
“Franchise 50,” and selected as one of the top  
25 franchises for Hispanics by the National Minority 
Franchising Initiative. According to the company’s 
website (www.twomenandatruck.com), it is the first 
and largest local moving franchise system in the 
United States and offers a full range of home and 
business moving services.

hisTory

TWO MEN AND A TRUCK started in the early 
1980s as a way for two brothers to make extra 
money while they were in high school. Now, over 
20 years later, the company has grown to more than 
200 locations worldwide.

Brothers Brig Sorber and Jon Sorber started 
moving people in the Lansing, Michigan, area 
using an old pickup truck. They had their mom, 
Mary Ellen Sheets, develop a logo to put in a 
weekly community newspaper. That stick men logo 
still rests on every truck, sign, and advertisement 
for the company. After the brothers left for college, 
Sheets continued to field calls for moving services 
while she also worked a full-time data-processing 
job with the state of Michigan. In 1985, she decided 
to make things official by purchasing a 14-foot 
truck for $350 and hiring a pair of movers. That 
$350 is the only capital Sheets has ever invested in 
the company. Her experience with data analysis, 
combined with her commitment to customer ser-
vice, earned her a spot on a 1988 graduate business 
panel at Michigan State University. When a fellow 

panelist suggested she franchise her little company, 
Sheets decided to consult with an attorney.

In 1989, Sheets awarded the first location 
outside of Michigan to her daughter, Melanie 
Bergeron. The office was in Atlanta, Georgia. 
When the company reached 39 franchises, Sheets 
asked Bergeron to assume the role of company 
president while she pursued a seat in the Michigan 
State Senate. Bergeron is now chair of the board. 
TWO MEN AND A TRUCK’s long track record 
of aggressive growth continues under Bergeron’s 
progressive leadership and keen business strate-
gies. Her accomplishments have been showcased 
on the cover of Franchising World magazine and in 
numerous other publications, including Franchise 
Times. Brig and Jon Sorber returned to their Lan-
sing roots in the mid-1990s to team up with their 
mom and older sister. Brig is now the president 
and chief executive officer, while Jon serves as 
executive vice president. The first truck that Sheets 
bought in 1985 has now multiplied into a fleet of 
more than 1,200 trucks.

Customers benefit from having trained, uni-
formed movers who are insured and bonded to 
handle any home move and business moving tasks. 
The company has come a long way—and logged a 
lot of miles—since Sheets sketched the first “stick 
men.” TWO MEN AND A TRUCK continues to 
pave the way for future growth and innovation, 
while remaining focused on exceeding customers’ 
expectations.

The firm now has more than 200 locations oper-
ating worldwide, including 32 U.S. states, Canada, 
and Ireland. In 2010 alone, with 1,300 trucks cur-
rently on the road, the system completed 317,841 
moves. The company reached the milestone of 
2,000,000 moves in 2005.

Franchising

Franchise territories are based on population, gen-
erally between 250,000 and 420,000 people per 

Two men and a Truck®/ international, inc.
Exceeding Customers’ Expectations

Case 4

Source: From Longenecker/Petty/Palich/Hoy, Small Business Manage-
ment, 17E. © 2014 Cengage Learning.
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marketing area. The initial franchise fee is $45,000, 
or $85,000 if the franchisee has previously oper-
ated in the area. Total start-up costs (including 
facility, trucks, equipment, and other expenses) 
range from $158,000 to $460,910. Franchisees  
pay a royalty of 6 percent of gross revenue, plus  
1 percent for advertising.

TWO MEN AND A TRUCK has always focused 
on training its employees with the latest techniques 
and the best equipment available—and on treating 
everyone as they would want their grandmother 
treated, otherwise known as THE GRANDMA 
RULE®. Before a new franchisee can open a location, 
he or she must attend a two-week training course in 
Lansing, Michigan, conducted by home office staff at 
STICK MEN UNIVERSITY ®. There, franchisees are 
taught by subject-matter experts about the computer 
systems, how to market their new business, and how 
to hire, manage, and lead their teams. (Throughout 
the year, STICK MEN UNIVERSITY offers online 
classes that cover everything from marketing tactics 
to leadership to making accurate estimates. Several 
instructor-led courses are also available online.)

Franchisees also work in a two-story home built 
inside the TWO MEN AND A TRUCK headquar-
ters. During this portion of the training, students 
are taught how to maneuver, wrap, pack, and load 
items such as a grand piano, a china cabinet filled 
with breakables, glass tables, a washer and dryer, 
and a flat-screen television. Students are expected 
to be able to recognize obstacles and empty the 
house as quickly and efficiently as possible. A truck 
box, built to scale, is also located in the training 

facility. Students must be able to fully pack the back 
of the truck with the items from the home.

Many other tools are available to franchisees, 
including detailed monthly reports, newsletters, 
extranet, a system-wide annual meeting, a toll-free 
support line, a tradeshow booth, a complete line of 
TWO MEN AND A TRUCK branded clothing and 
professional marketing materials, and a system-
wide purchasing system.

Questions
 1. Limiting sales territories is one of the 

common restrictions that franchise contracts 
impose on franchisees. Do an Internet search 
for TWO MEN AND A TRUCK franchises in 
your immediate area. How many are there? 
Does this number reflect the company’s popu-
lation requirements?

 2. Which moving companies compete with TWO 
MEN AND A TRUCK in your area? Are there 
differences in their rates of success? How 
could you measure those differences? Are 
there differences in their advertising? In their 
rates for items such as boxes and packing sup-
plies? Which companies have an advantage, 
and why?

 3. Suppose that after owning a TWO MEN AND 
A TRUCK franchise for five years, you decided 
to go out on your own with a new moving 
company called Four Movers. What kinds of 
legal issues would you face?
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Ultimate Garage has been providing dis-
cerning residential garage owners with 
custom, high-end storage and organiza-

tional solutions since 2003. When Hutton attended 
the Bachelor of Applied Entrepreneurship pro-
gram at Mount Royal College, he had a very clear 
concept for his business plan class. He envisioned 
incorporating the latest computer-generated inte-
rior design software, top-of-the-line storage and 
organizational systems, and expert professional 
craftsmen in its residential and commercial garage 
projects. Following extensive research, including 
demographic analysis of garage owners in the  
Calgary area, and home renovation analysis, the 
venture was launched.

Extensive costing had been prepared, and pro-
motional venues, such as trade shows, were booked. 
Clients followed. It is now trendy in Alberta to “gussy 
up your garage” according to Jamie Hutton, co-
owner of Ultimate Garage, a successful Calgary-based 
company that builds custom, high-end storage and 
organizational solutions for discerning residential 
garage owners. “The garage is really the last frontier 
in home renovations,” says Hutton. “Homeowners 
are buying into the fact that an eye-appealing garage 
that is clean, well organized, and functional is going 
to add value to their property and enhance their 
quality of life.” Hutton says garages are no longer 
the place to dump stuff that does not fit elsewhere 
in a house. “Homeowners are taking real pride in 
having a garage that is a visual showcase and an 
expression of their lifestyle.”

Hutton was also quick to point out that it is not 
just the car collector or carpenter hobbyist leading 
the charge in remodelling garages. “There are a 
wide range of renovators from the family that wants 
a visually appealing and clutter-free garage, to the 
ultimate gardener, the sports enthusiast, the fitness 
buff, the wine collector, the games room player, 
and, increasingly, the home-based business.”

The array of top-of-the-line garage products 
and services available can be mind boggling to the 
average homeowner, who in a fast-paced Alberta 
economy does not have the time and patience 
required to do it himself, preferring instead to 
rely on experts such as Ultimate Garage. “We 
make this process as painless as possible,” says 
Hutton. “Initially, we meet with the homeowners, 
determine their specific needs, select products  
to achieve their objectives, and then create a  
computer-generated drawing of what the garage 
will look like when done. From that point for-
ward, modifications can be made and the garage 
transformation is ready to start.”

Communication is key to any successful reno-
vation. It is important for the homeowners to 
know what products are available and best suited 
to their specific needs. “We work from the floor 
up,” explains Hutton. “Our clientele are educated 
about the types of floor coverings and floor mat 
systems, storage cabinets, shelving, wall brackets, 
work stations, ceiling storage racks, lift system (for 
automobiles, motorcycles, and garden tractors) 
and lighting. We provide a complete wall-to-wall 
package.”

A new garage and workplace floor covering 
with a 20-year limited guarantee is also available.

“Our new resin-based flooring system is ideal 
for those that want a new garage floor in a day,” 
says Hutton. “Previously, resurfacing an existing 
garage floor took several days. For a typical two-car 
garage, we are able to install and cure the floor on 
the same day. This allows homeowners to leave for 
work in the morning and come home in the eve-
ning to a brand new garage floor.”

Hutton pointed to several features that make 
this system the ultimate long-term garage floor 
solution for Albertans:

•	 One-hour	cure	time	for	liquid	applied	 
resin-base flooring

•	 Installers	are	trained	and	approved	 
contractors

The ultimate garage
Market Research, Strategy, and Promotion

Case 5

Sources: http://www.ultimategarageinc.com and author’s memory of 
class discussions with J. Hutton.
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•	 One	application,	seamless	system
•	 100	percent	reactive	resin;	solvent-free
•	 Available	in	a	variety	of	colours	incorporating	

pigmented, quartz, and flake systems
•	 Waterproof	and	stain	resistant
•	 Superior	UV	resistance
•	 Resistant	to	chemical	attack,	mechanical	

abuse, and abrasions
•	 Different	levels	of	slip	resistance	are	possible
•	 Easy	to	clean	and	maintain

Some clientele want a specific look and feel 
to their garage. “Themed garages are growing in 
popularity,” says Hutton. “As an example, for the 
ultimate garage mechanic, we offer a complete line 
of ‘automobilia’ products such as vintage signage 
and electric wall signs. When it is done, people will 
literally stop their cars in the middle of the street 
to gawk at your new garage.”

“Our business has been growing steadily,” says 
Hutton. “Anyone can mount a bracket on a wall. 
What makes Ultimate Garage different—and one of 
the main reasons for our success is because we work 
very hard at creating the right lifestyle enhancements 
for our discerning customers that ultimately improves 

the value of their property—we take the extra time to 
educate them en route to designing and delivering a 
sophisticated storage and organizational solution that 
is right for their needs.”

Questions
 1. What marketing strategy is Ultimate Garage 

pursuing? Which target markets do you think 
the company is pursuing?

 2. Visit Ultimate Garage’s website, and analyze its 
effectiveness. Which alternative promotional 
venues would you recommend?

 3. Evaluate your local market to determine if a 
similar service is available. If so, compare the 
advertising communication. Which firm is 
more effective?

 4. How could Ultimate Garage expand its  
services?

 5. Assess the franchising potential for the  
venture. Would you recommend that Ultimate 
Garage expand through franchising?

 6. Design a CRM process for the company. Iden-
tify the benefits a CRM system would provide.
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K atie Gordon knew the Canadian market for  
 vehicle camping was large. She just didn’t  
 know how to reach it. As marketing man-

ager for Ontario-based Napier Enterprises, makers 
of the popular Sportz line of vehicle camping tents, 
Katie had seen consistent sales growth in all her 
markets—except for Canada. Nearly 95 percent of 
the company’s sales are from outside Canada (with 
most of that in the United States).

Roman Napieraj, president and founder of 
Napier Enterprises, developed the Sportz brand in 
1990. An avid camper, Roman knew all too well the 
sometimes harsh realities of camping in the great 
outdoors. He wished he could somehow find a tent 
that would sit in the back of his pickup truck. In 
talking to friends, he realized he was not alone in 
this want/need. In fact, a few phone calls to friends 
at campgrounds and outdoor retailers suggested 
that many people put together rough sleeping 
solutions to allow them to sleep in the back of 
their trucks. The advantage of a flat sleep area that 
kept you off the moist, bumpy ground was easy 
to explain. The solution was surprisingly simple 
as well. Roman worked with hand-drawn sketches 
and quickly found a supplier who could build his 
custom designs.

The result was the company’s first product, 
The Original Sportz Truck Tent, designed to work 
in the bed of a pickup truck and allow outdoor 
enthusiasts to attach their sleeping space to their 
vehicle. Later designs focused on SUVs and mini-
vans, with tents wrapping around the cargo area of 
the vehicle, allowing total access to the vehicle for 
storage or for additional sleeping space.

Consumer response in the United States was 
overwhelmingly positive; building on that suc-
cess, Napier slowly began to add to its Sportz line 
of products and increase its presence in the con-
sumer retail market. Napier also began working 
as an OEM (original equipment manufacturer)  
with automotive manufacturers such as General 
Motors, Ford, Jeep, Nissan, Toyota, and Honda, 

producing custom vehicle tents available as 
optional equipment. This part of Napier’s busi-
ness continues to grow; however, it is the consumer 
retail market that Napier is focused on, as it repre-
sents 72 percent of the company’s sales.

Today the Sportz line offers tents for trucks, 
SUVs, minivans, compact vehicles, and even motor-
cycles. In addition, the company offers complete 
camping packages (tent, sleeping bags, chairs, 
stools) and accessories. The company prides itself 
on being able to offer innovative and cutting-edge 
designs at a competitive price—most tents are priced 
in the $180–$300 range. Outdoor retailers in North 
America that carry the Sportz line include Bass Pro 
Shops, Camping World, Sportsman’s Warehouse, 
and Costco (online retail site only). Napier prod-
ucts can also be found in various independent auto-
motive stores including JC Whitney, Custom Truck 
Parts, Action Van and Truck, and Summit Racing.

A true entrepreneur, Roman relies primarily on 
his own creative vision when coming up with new 
product ideas and innovations. There has been no 
concerted effort to invest in any type of market 
research to assist with product development or mar-
keting efforts. Napier is a member of SEMA (Spe-
cialty Automotive Equipment Industry), a large 
industry association that provides its members with 
access to market research reports (e.g., accessory 
sales by region and by market niche, top-selling 
vehicles, sales per model per year) and industry 
trends (consumer customizing, economic trends). 
Katie relies on the research she receives from 
SEMA, however, the information is limited in scope 
and focuses strictly on the automotive industry. She 
is also able to access information from the Outdoor 
Industry Foundation, which provides studies on 
outdoor recreation participation, money spent on 
active outdoor recreation, and recreation trends. 
Napier customers who return the mail-in warranty 
cards placed inside all Napier packaging help to 
provide some limited demographic information 
about the typical Napier customer.

napier enterprises
Marketing Research

Case 6
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tailgaters. The European market for Napier is 
starting to grow and there is interest in Australia 
and South America as potential markets. That being 
said, the company would like to see better results 
in its home country—especially since the great out-
doors is so much a part of the Canadian heritage.

She knew, however, that the budget would be 
an issue. Any funds spent must lead to increased 
sales. With a current marketing budget of only 
$50,000 and a current research budget of $5,000, 
she couldn’t afford mistakes. Any additional 
spending would have to be approved by her boss, 
Roman, who would insist on a concrete plan and 
positive expected payback.

Questions
 1. What is Napier’s current approach to market 

research? What is the company doing right?  
In which areas could the company improve?

 2. What types of secondary data and primary 
data could Napier benefit from?

 3. How can market research help Napier in 
terms of sales forecasting?

 4. Could Napier benefit from a customer rela-
tionship management(CRM) strategy?

The primary market for Napier is the United 
States, where Sportz tents have been successful 
with outdoor enthusiasts who participate in fishing, 
hunting, and family camping, and those who 
prefer to buy from traditional larger retail outlets 
such as Bass Pro Shops and Sportsman’s Ware-
house. Canadian buyers, however, seem different 
than their American counterparts, as evidenced 
from discussions with visitors to Napier’s consumer 
show booths. Canadians seem to consistently like 
the concept but are much slower to make a pur-
chase. Katie summarized them as “slower to come 
to a purchase decision, more frugal, and more 
intent on considering options before a purchase.” 
The mail-back warranty cards suggested that most 
Canadian buyers felt they fit into one of two pro-
files: “older couples” and “soccer moms.” Unfortu-
nately, the cards yield very little in terms of specific 
demographic or psychographic details.

Katie thought some good market research 
could help her with the Canadian market and help 
to fill in some pieces to the puzzle as to why the 
Canadian market was slow to develop. Were there 
specific geographic regions she should focus on? 
Should she take a more industry-specific approach? 
She had seen modest interest from equestrians, 
fishing enthusiasts, mountain bikers, and even  

BK-NEL-LONGENECKER-140433-Chp16.indd   463 29/12/14   8:53 PM

Copyright 2016 Nelson Education Ltd. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content
may be suppressed from the eBook and/or eChapter(s). Nelson Education reserves the right to remove additional content at any time if subsequent rights restrictions require it.



NEL464

rodgers chevrolet
Keep Your Customers

Case 7

important to you and your company. One study 
indicates that 68 percent of customers leave a busi-
ness relationship because of a “perceived attitude 
of indifference” from the business. At Rodgers 
Chevrolet, Rodgers makes certain the company’s 
service advisers speak to each and every customer. 
To be successful, she says, “It’s important that they 
know their stuff … that they’re trained properly, 
that they have good communication skills and 
good customer relation skills.”

acTiviTy

Imagine that you are the customer service manager 
at Rodgers Chevrolet. You have begun sorting cus-
tomer comments into groups based on the type of 
vehicle owned. After reviewing a couple of years of 
feedback, you discover that Corvette owners do not 
feel they are being served as well as their friends 
who own foreign sports cars. Many comments men-
tion the service level of the Lexus brand and indi-
cate that customers may be considering changing 
to a Lexus SC just to get the white-glove service. 
You would like to develop a way to serve your high-
end clients better (the base price of a Corvette is 
$45,000, compared to $10,000 for a Chevy Aveo). 

•	 Identify	the	elements	of	consumer	behaviour	
affecting your situation.

•	 Outline	the	criteria	that	car	owners	use	to	
evaluate service to their vehicles. Do those cri-
teria change as the vehicle sticker price rises? 
If so, how?

•	 What	new	service	offering	could	you	provide	
to Corvette owners to entice them to continue 
to drive a Corvette and use Rodgers Chevrolet 
for service?

•	 Create	an	ad	campaign	or	marketing	program	
(a multimedia piece, poster, or brochure) that 
promotes your new service features and takes 
into account the elements influencing the 
behaviour of your target market.

statistics suggest an average business keeps 
only 70 to 90 percent of its customers each 
year and that it costs nearly five times as 

much to acquire a new customer as to keep an 
existing one. Statistics on the auto industry further 
indicate that if an auto dealer can hold on to an 
additional 5 percent of its customers each year—
increasing its retention rate from 90 to 95 percent, 
for example—then total lifetime profits from a typ-
ical customer will rise, on average, by 81 percent.

The president of Rodgers Chevrolet, one of 
the country’s first woman-owned car dealerships, 
knows about customer retention. Pamela Rodgers 
considers service to be her company’s backbone. 
She says, “This is where our customer stability is 
going to be … providing good service to our cus-
tomers. That will keep customers coming back, and 
the referral business coming back.”

Rodgers also attributes her business success to 
employee satisfaction. In a recent interview, she said, 
“[The] client is the reason we come to work every 
day, [and in order] for your clients to be happy, 
you have to have satisfied employees.” That is, she 
considers the employees of Rodgers Chevrolet to be 
her “customers” as well. She must be doing some-
thing right. In 1996, when Rodgers moved in, the 
dealership was selling 40 cars per month. Today, 
that figure has grown to more than 200, with annual 
sales averaging around $75 million.

How can you build customer and employee 
satisfaction into your business plan? One way to 
do so is by learning to listen. That is, to meet or 
exceed customer needs, the business owner must 
really listen to what the customer is saying. Your 
customer should feel listened to, valued, and 

Source: http://www.rodgerschevrolet.com; G. Brewer, “The Ultimate 
Guide to Winning Customers: The Customer Stops Here,” Sales and 
Marketing Management, March 1998, p.150; C.B. Furlong, “12 Rules 
for Customer Retention,” Bank Marketing, January 5, 1993; Frederick 
F. Reichheld and Thomas Teal, The Loyalty Effect: The Hidden Force 
Behind Growth, Profits, and Lasting Value (Cambridge: Harvard Busi-
ness School Press, 2001); and Robert L. Desatnick and Denis H. 
Detzel, Managing to Keep the Customer: How to Achieve and Maintain 
Superior Customer Service Throughout the Organization (San Francisco: 
Jossey Bass Business and Management Series, 1993).
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Case 8iyellow wine club
Marketing Strategy

Club a fair amount of media attention. The Toronto 
Star hailed them as the “New Generation of Wine 
Aficionados,” CBC featured the duo in a docu-
mentary titled “Wine Confidential,” and they were 
asked to be the masters of ceremonies at the pres-
tigious Ontario Wine Awards.

The iYellow Wine Club reaches out to adults 
24–38 years of age; young professionals who earn 
under $140,000 and who have a beginner to inter-
mediate interest in wine and wine culture. Geo-
graphically speaking, their Canadian target market 
lives in the Greater Toronto Area, the Niagara 
Region, and British Columbia—the other impor-
tant Canadian wine region. However, the club 
does have members across the globe—in England,  
Australia, and California.

In case you are wondering, the iYellow name 
comes from Angela Aiello’s last name, which is 
pronounced iYellow, and is also a nod to the “iPod 
generation” they are trying to attract. The Wine 
Club offers the Generation Y crowd an impor-
tant benefit—informing and educating this group 
about the wine industry—many of whom don’t 
know where to begin when it comes to apprecia-
tion of winemaking and the multitude of choices 
available. This is the essence of the rationale that 
surrounded the start-up phase of their venture.

Ange explains, “Everyone who was leading the 
(wine) industry or employed by the industry at the 
time seemed to be of an older generation, so it was 
hard to identify with those people talking about 
wine. Our mandate is to make wine fun, interesting 
and best of all—unintimidating.”

Ange believes that the traditional demographic 
profile of the wine drinker has changed and is now 
much younger. With younger people drinking and 
appreciating wine, wine has become an affordable 
luxury. Noted wine expert Tony Aspler agrees that 
there is an increase in the number of younger wine 
drinkers. He believes that many young adults who 
were beer drinkers during their postsecondary 
years are now wine drinkers who want to learn 

Planning an end-of-term party? After you pick 
up the beer and the coolers, don’t forget the 
wine. That’s right, wine. For many young 

adults, wine isn’t necessarily top of mind when it 
comes to socializing; but the founder of the iYellow 
Wine Club has been working hard to change that 
perception. More and more 20-somethings are 
joining the wine-drinking generation and learning 
to appreciate the wonders of the grape.

Angela (Ange) Aiello and her fellow class-
mate, Paxton (Pax) Allewell turned a university 
business plan project into an entrepreneurial ven-
ture. At school, the pair worked at local wineries 
in the Niagara Region where they developed their 
interest in Canadian wine. After graduation they 
decided to pursue their passion and launched the 
iYellow Wine Club in 2006 as a hobby. The club 
is run from an online site (www.iyellowwineclub 
.com) and membership is free. Members receive 
a monthly e-newsletter with wine videos, articles, 
interviews, podcasts, and invitations to monthly 
iYellow wine social events and wine tours. Members 
also receive discounts at various retailers and area 
wine events.

As of 2009, the iYellow Wine Club had attracted 
over 3,000 members (with an email base of 2,000 
and a Facebook group of close to 1,000). Beyond 
the wine club, iYellow coordinates group and cor-
porate wine tours, offers wine consulting (e.g., 
wine list consulting to restaurants), wine promo-
tions, and also private tutored tastings. Promotions 
and events such as these are the primary income 
source; however, advertising revenue from banner 
ads on the iYellow website is starting to contribute 
to the bottom line. What started as a hobby has 
now become a full-time career.

Ange and Pax harnessed their outgoing per-
sonalities to help generate awareness for iYellow 
and in the process became known as “The Wine 
Enthusiasts” for the younger generation. Their 
young, fun, and undeniably cool approach to the 
wine industry helped to garner the iYellow Wine 
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Having a large club membership is the best leverage 
to help expand iYellow’s services and enhance 
Ange’s reputation in the wine industry. However, 
iYellow is struggling with what is an age-old dilemma 
for entrepreneurs—how to get the biggest bang 
for your buck with the least amount of money and 
effort. The company has decided to take the plunge 
and invest $25,000 in marketing for the year. Ange 
and Pax are extremely concerned about how best to 
spend that budget and want to be able to see mea-
surable results from their investment.

As of 2014, the iYellow club is still alive and well 
and has over 10,000 members. Ange continues to 
be the driving force behind the business; Pax has 
since moved on to other opportunities in mar-
keting communications and education. The Club 
still offers wine events, tastings, and tours as well as 
wine classes through the newly developed iYellow 
Wine School and an online wine store, where mem-
bers can purchase local and hard-to-find wines not 
readily available through traditional wine outlets.

Questions
 1. Does the target market iYellow has identified 

make sense in terms of their business format/
offering? Are there other target markets the 
company should pursue?

 2. Evaluate the marketing strategies employed to 
date. Do they make sense, and are there any 
improvements that could be made?

 3. What other service or expansion opportunities 
exist for iYellow for the future, specifically in 
terms of global marketing?

 4. What are some options for how to spend the 
marketing budget allocated for next year?

about wines and how to match wine and food. The 
industry has taken note; screw caps are appearing 
in greater numbers, as are Tetra packs, and wines 
now tend to have simpler names and easier-to-read 
labels. In essence, the wine industry is becoming 
more approachable for the younger generation.

Ange received job offers to work in the wine 
industry, but the thrill of owning her own busi-
ness and the freedom it provides is too appealing 
to give up. Since the business essentially started as 
an online site they designed and maintained, there 
was no initial capital investment needed. In school 
Ange studied marketing strategies of high-profile 
companies with large budgets, however, she quickly 
learned that small businesses have to be able to do 
a lot with very little.

According to Ange, their marketing strategy 
has been “underground and organic” primarily in 
the form of viral marketing and word of mouth. 
Media attention has put them in the limelight, 
which helps to attract new members, as has their 
growing Facebook group. Attending wine industry 
events and trade shows is critical for gaining new 
members and they often secure space by way of 
contra-deals with event organizers. For example, 
Ange provided a Tutored Tasting appearance in 
exchange for a tradeshow booth at the 2008 Wine 
& Cheese Show. They also gather new members at 
their monthly wine socials, held at Toronto-area 
bars and restaurants, and their monthly wine tours 
to the Niagara Region. To promote these activities, 
Facebook events are created, e-event newsletters 
are sent out to iYellow members and the events 
are posted on event listing websites (e.g., Toronto.
com, Localwineevents.com, TasteTo.com).

Ange is busy working on a marketing strategy 
for next year to help grow Canadian membership. 
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Case 9noise solutions inc.
Adjusting for Aggressive Growth

Scott says, in 2003 the management style of the 
company was very much “command and control—
dictatorial” but as the company grew there was a 
need to build out the team. Originally using Rod’s 
network, people were hired for various positions. 
There was a need to replace Scott in the manu-
facturing operation to facilitate the leadership 
transition of the business from Rod to Scott, so an 
operations person was hired there. A Controller 
was hired to oversee the accounting and not too 
long after a Chief Financial Officer and an interim 
CEO were hired to work with the MacDonalds to 
make sure the succession from Rod to Scott was as 
seamless as possible.

Unfortunately, things did not all go as planned 
and the CEO and CFO resigned in 2007 over some 
suspicion of financial irregularities. “Hiring friends 
and family is a bad idea,” says Scott. “We had to 
regain control and when the economy turned 
down in 2008 we replaced pretty much the entire 
accounting and management team. Peoples’ skill 
sets will cap when you grow from $1 million up to 
$3 or $4 million. We were simply not set up for the 
kind of growth we wanted. That’s when we made 
the change from hiring people we knew, to looking 
for the best person we could find—the best quali-
fied people. My role completely changed from the 
‘command and control’ model to a more collab-
orative approach, building out the management 
team. Now I can go away for two weeks and not 
worry. If you give your managers autonomy without 
clear direction and vision you will get in trouble. 
We don’t have that problem today.”

In 2008 Rod opened the company’s U.S. opera-
tions in Denver, which quickly became nearly half 
the revenues of the company. As with many busi-
ness decisions, luck plays a factor and the late-2008 
downturn in the economy quickly saw much of that 
revenue disappear. The company persevered in the 
U.S and quickly realized it needed to up its pres-
ence there in order to properly serve its customers. 
Noise Solutions opened a sales office in Pittsburgh 

a s companies grow, especially at a rapid  
 rate, entrepreneurs often struggle to keep  
 up with that growth and the organizational 

expansion that comes with it. Delegating tasks, 
hiring the right people, and managing the cash 
requirements of rapid growth are only some of the 
challenges faced by entrepreneurs, like that of Rod 
and Scott MacDonald.

Recognizing an unmet market need, this 
father and son team created Noise Solutions Inc. 
in 1997. The company’s mission was to analyze, 
engineer, and manufacture custom solutions to 
deal with noise pollution in a variety of industries, 
with a focus on the Canadian energy and manu-
facturing sectors. The Calgary, Alberta–based com-
pany quickly became the North American industry 
leader in turnkey noise analysis and noise suppres-
sion solutions for pipeline compressor stations, 
manufacturing plants and even the NASA crawler 
that took the Space Shuttle from the assembly 
building to the launch pad.

Success came early in finding the first “refer-
ence” company, mid-sized Stellarton Energy. With 
this credibility sales began to build to over $1 mil-
lion by the second year of operation. Manufac-
turing was originally contracted out but it soon 
became apparent that the company needed to con-
trol the quality and on-time delivery its customers 
demanded. In 2003, Noise Solutions bought out 
its manufacturing partner. Scott took over manage-
ment of the plant in Delburne, Alberta, and says 
“the very first thing I did was hire people to come 
in and clean up the place. It was a mess.” He then 
consolidated administration and accounting with 
the Noise Solutions head office and upgraded the 
information and communication technologies so 
the manufacturing could be better controlled.

Sources: Personal interview with Scott MacDonald; materials from the 
company website http://www.noisesolutions.com; and Arif Mulji, 
“Noise Control Company Bets on U.S. Expansion, But Will Gamble 
Pay Off?” The Globe and Mail, May 1, 2014, http://www.theglobeand 
mail.com/report-on-business/small-business/sb-growth/day-to-day/
noise-control-company-bets-on-us-market-but-will-its-gamble-pay-off/
article18340773/. Courtesy of Noise Solutions.
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favourite quotes is from Albert Einstein: “A ship 
is always safe at the shore—but that is not what it 
is built for.” To that point he has positioned the 
company for an aggressive target—to grow the 
company from $25 million in revenue today to 
“the goal of 100/20/18—revenues of $100 million 
with 20 percent EBITDA (Earnings Before Taxes, 
Interest, Depreciation and Amortization) by 2018.”

The Noise Solutions’ ship has clearly left shore 
and is ship-shape to reach its destination safely.

Questions
 1. Based on what you’ve just read, how would 

you rate the leadership skills of Scott  
MacDonald? In what ways does he fit the  
profile of the typical business founder?  
In what ways is he different? How would you 
describe his leadership style?

 2. Do you think Scott has the leadership skills 
to ensure Noise Solutions achieves the 
100/20/18 goal?

 3. Do you think the company is large enough to 
have expanded to the U.S. or should it have 
stayed focused in Canada?

in 2012 and a new full-service 55,000 square-foot 
manufacturing facility in Sharon, Pennsylvania in 
2013, to supplement the 25,000 square-foot Cana-
dian operation. Canadian sales have stayed strong 
and the company continued to grow, achieving 
sales of $25 million by 2013.

Scott became the president of Noise Solutions 
in 2009 and he embarked on a mission of personal 
development that included an Executive MBA 
from Queen’s University in Kingston, Ontario, 
and preparing the company to achieve aggres-
sive growth. This included upgrading technology 
infrastructure and systems, but more importantly, 
upgrading the people side of the business. He 
brought in consultants to assist with an eight-year 
plan to professionalize the leadership and man-
agement of the company, created the “Senior 
Leadership Team,” and in 2014, he created the 
“Future Leaders Team” of employees identified as 
having potential to develop into the next genera-
tion of senior leaders.

Having already achieved several awards for 
innovation and growth and being identified as one 
of Canada’s fastest-growing companies in 2013 by 
PROFIT magazine, Scott is not prepared to have 
the company rest on its past success. One of his 
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Case 10citistorage
How Life Changes after the Harvest

While the organizational culture is much the 
same at CitiStorage, the decision-making process is 
very different. For example, Brodsky now works as 
part of a team to purchase new accounts.

Before, I would … do a little checking and 
make a decision. I didn’t need anyone’s 
permission. If I didn’t have the money to do 
the deal, I’d borrow it from a bank, using 
the contract as collateral. Now I don’t have 
to worry about financing, but I can’t make 
the decision on my own, which is strange 
to me.

The Allied Capital management team warned 
Brodsky that the changes would take some getting 
used to. “The biggest thing for you,” they advised, 
“is that we look at everything, and you cannot make 
on-the-spot decisions anymore. You did a fabulous 
job building this as an entrepreneurial company, 
but in order to get to the next level, there has to 
be more structure. You have to understand that.”

Brodsky agrees that the changes were necessary 
for CitiStorage to make the transition to a much 
larger, professionally managed business.

Indeed, those are precisely the changes that 
I refused to make in my first company, Per-
fect Courier, 20 years ago. Back then, I was 
also buying companies and doing private 
equity deals, but I had no structure, didn’t 
ask anyone for advice, reported to no one, 
and wound up under court protection from 
creditors.

As much as he hated to admit it at the time, 
employees had very limited opportunities to 
advance as long as he remained the majority owner. 
There was a danger that they would find their work 
less and less challenging, maybe even boring, as 
time went along.

I began to see a few signs of this in the past 
couple of years, and it concerned me, but 

Norm Brodsky, a serial entrepreneur, 
describes how he felt after selling the 
majority ownership in his company:

Let me put it this way: Now I know how Col-
onel Sanders felt. OK, maybe that’s going a 
little too far. I’m not a complete figurehead. 
I still have responsibilities…. But my partner 
Louis Weiner is the president, and he and 
his managers run the business. Sometimes, 
it’s hard for me to keep from butting in. 
I’m talking about simple things, like going 
through the mail. I used to do it fairly often. 
It would give me a good feel for the busi-
ness. Not that I sorted the mail or opened 
all the letters; I just flipped through them 
quickly. Occasionally, one would catch my 
attention, and I’d think, Hmm, what’s this 
all about? I’d also learn things about our 
customers—how much business they were 
doing with us, how fast they paid their bills. 
It’s easy to lose track of that stuff as a com-
pany grows. Going through the mail helped 
keep me up to date, and it became a habit.

Brodsky recalls a moment when he heard the 
announcement over the public address system that 
the mail had arrived and quickly got up to check 
on it. “Where are you going?” Weiner asked. “I’m 
going for the mail,” he responded. “You shouldn’t 
be doing that,” Weiner said. “That’s my job now.” 
And he was right. Brodsky was not even an employee 
anymore, let alone the boss. Once the deal with 
Allied Capital closed, Brodsky no longer had a job 
at CitiStorage. He still had an office and was still 
getting paid, but the money was a consulting fee, 
not a salary. Six months after he sold his share of 
the business, Brodsky still had not fully made the 
adjustment.

Source: Norm Brodsky, “The Offer, Part 11, I’ll Be Over Here if 
Anyone Needs Me,” Inc. Magazine, May 2008, pp. 73–74. Inc. Used 
with permission of Inc. Magazine Copyright 2014. All rights reserved.
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have it, we didn’t, and that makes all the 
difference. If we were buying land to put 
up a new warehouse, financing was the first 
thing we thought about. For Allied Capital, 
it’s the last. Its people want to look at the 
returns. They want to take into account 
what might happen with our other build-
ings. They want to think about renting 
instead of buying and building. They want 
to consider how big the warehouse really 
needs to be. For me, the process can get a 
little tedious, but I understand why they do 
it their way. Maybe I make one mistake in a 
hundred, and they make one mistake in a 
thousand. That’s how you have to do things 
in a large, public company, when you’re 
taking risks with other people’s money.

Brodsky has experienced other changes as 
well:

I used to have a lot of expenses I could 
charge to the company—like when I took 
business associates out to dinner or bought 
a car to use on company business. I was 
also in control of my own salary, which I 
could adjust based on the company’s per-
formance. Because of that, we never had 
to touch the money … in our emergency  
fund … Now, whatever I spend comes out of 
my pocket. Granted, there’s enough money 
in that pocket. I’m certainly not com-
plaining, but that’s another psychological 
adjustment I’ve had to make.

Clearly, Brodsky has had to deal with a number 
of changes, both personally and professionally, but 
he has felt the greatest effect of the harvest on a 
very personal level:

I don’t have a clear idea of what I’m doing 
or where I’m going anymore. My work for 
CitiStorage doesn’t fill all of my time or get 
my juices flowing the way starting a business 
does. There’s a bit of a hole in my life at the 
moment, and I don’t know yet how I’m going 
to fill it. So while I loved chasing the rainbow, 
I have to say that I have mixed feelings  
about having caught it.

what could I do? I really didn’t want to put 
in the time and effort required to build a 
huge company, and I knew from experience 
that I wasn’t any good at it. At my stage in 
life, moreover, it didn’t pay for me to take 
additional risk with my equity, and aggres-
sive growth always involves risk. Now, with 
Allied Capital, we’ll be taking calculated 
risks with the goal of getting much, much 
bigger in four to six years. That will open 
up opportunities for people throughout the 
organization. Some will thrive in the new 
environment….

Before the sale, Brodsky described himself as 
the benevolent dictator of CitiStorage. Now, there’s 
a board of directors—of which he’s not a member, 
by choice.

I ha[d] to become a team player, which 
meant adapting to Allied’s methods. 
Allied’s people don’t make snap decisions. 
They have standards. They look at formulas 
and ratios. They go into a level of detail that 
feels excruciating to a nondetail person like 
me. They have to do it because they need 
the approval of a committee to get the 
money for buying a company or building a 
new warehouse. We never had a committee. 
Our decision-making process was simple: 
Order a couple of corned beef sandwiches, 
and hash it out over lunch.

Don’t get me wrong. We were prudent. If we 
were buying a business, we checked out the cus-
tomers, the contracts, the receivables, and so on. 
But we didn’t go to anywhere near the lengths that 
Allied Capital goes. When Allied was buying our 
company, for example, it hired a big consulting 
firm to call our customers and find out how happy 
they were with our service. The firm produced a 
report of a couple hundred pages, and it was very 
interesting. We learned about some improvements 
we could make. The report cost Allied Capital many 
thousands of dollars. I would never have done such 
a survey, let alone spent that much money on it.

But money doesn’t play the same role for 
Allied’s people that it played for us. They 
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 3. What suggestions would you give him for the 
future?

 4. Interview an entrepreneur who has sold his or 
her business. Compare his or her experience 
with Brodsky’s experience.

Questions
 1. What method of harvesting his business did 

Brodsky choose? Describe the other methods 
of harvesting a business that were discussed in 
Chapter 15.

 2. What advice would you have given Brodsky 
before he sold his business?
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Case 11 prestige Dance academy
Entrepreneurial Passion

entrepreneur, she launched her venture at age 19 
prior to starting her postsecondary education. It 
was not easy.

Amanda did extensive research on the com-
petition throughout the city that indicated that 
the booming Westhills area of Calgary’s south-
west quadrant was the place to set up. There were 
expanding communities, young upscale families, 
high disposable income, and a gap in competi-
tion. So, in 2002, with $20,000, and large amounts 
of volunteer elbow grease, including drywalling 
duties free of charge by Amanda’s father, she trans-
formed an ordinary storefront into a professional 
studio. “At times it’s been hard to make people 
believe in me,” says Amanda. The bankers didn’t. 
She had neither a track record nor a credit rating 
when she asked for a start-up loan. They showed 
her the door. The contractors who installed her 
sprung (and costly) dance floor didn’t show much 
respect either. Soon after she opened, one of her 
retail neighbours caught her by surprise. “We all 
have bets on how long you’ll survive,” revealed 
her fellow entrepreneur. “Well, I hope you’re bet-
ting I will be here for a long time,” was Amanda’s 
cheerful rejoinder. “Nope,” said the man from a 
few doors down. “I bet against you.”

The doubter did not collect on his wager. In 
less than three years, the studio went from zero 
students to over 400, Amanda was able to turn a 
respectable profit and become debt free. In 2004 
Amanda was selected out of over 200 college and 
university students across Canada as the CIBC Stu-
dent Entrepreneur of the Year winner. She dazzled 
the judges with her airtight business plan, her pre-
sentation, and her encouraging revenues.

Amanda has had success, although she acknowl-
edges that it hasn’t been easy. She admits she made 
a serious mistake when she spent her entire promo-
tional budget the wrong way, hiring a marketing 
firm that failed to drum up results. “You learn and 
you fail and you try again,” she shrugged. “I was dev-
astated.” Now her marketing cash goes to Canada 

Picture a group of children pretending to be 
butterflies twirling and leaping around a 
calming blue room. Their teacher is enthu-

siastic and encourages them to be creative and 
carefree. The children are smiling and having the 
time of their lives. This is much more than a dance 
lesson for their teacher, Amanda Hunsley; it is  
the realization of a life-long dream.

After graduating in December 2004 from the 
Applied Business and Entrepreneurship degree 
program at Mount Royal College (MRC) in Cal-
gary, Amada combined her passion for dance 
and her drive for success to open Prestige Dance 
Academy. The studio offers a wide range of ballet, 
music theatre, hip-hop, preschool, Mom & Me, and 
private dance lessons.

Her entrepreneurial spirit was evident at a 
young age, and beyond just the typical lemonade 
stand or paper route. “She would fold laundry, do 
cleaning, and make her Dad his lunch and invoice 
us,” her parents Pat and Don Harburn say. Her 
business idea also came at a young age. She started 
dancing when she was three, and always imagined 
that she would become a dance teacher. As a teen-
ager she worked at a local dance studio where she 
had the chance to try almost every job—from care-
taker to secretary to instructor—and realized she 
wanted to do it all. One summer she and another 
youthful instructor opened a holiday dance camp. 
Things worked out well. “I had a business mind and 
once I realized I loved working with kids, I just put 
them together.” She pursued her dream in a logical 
manner, starting by working one night a week in 
an office to acquaint herself with basic accounting 
and administrative process while in high school. 
The business program courses were geared toward 
entrepreneurship and prepared her for all aspects 
of starting the business. However, being a true 

Sources: Adapted from Tom Keyser, Business Edge, vol. 4, no. 37, October 
21, 2004; author discussions with Amanda Harburn; Jessica Patterson, 
“Step by Step. Calgary Entrepreneur Dances Her Way to Success,” 
November 1, 2010, available at: http://albertaventure.com/2010/11/
step-by-step; and www.prestigedance.com.
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others interested in pursuing a dream to follow her 
example. As she says, “Jump off the edge and do it. 
If you have the desire and the passion and willing-
ness to work hard, you’ll find success.”

Her studio continues to grow and attract cus-
tomers, in fact, classes are often waitlisted at her 
studio. She has hired additional dance instructors 
to help with the business, however, Amanda won-
ders about the future growth of her business and 
whether to expand the business and add a second 
location.

Questions
 1. Referring to the theories of entrepreneurship 

character, does Amanda’s experience and 
character fit the model?

 2. Evaluate Amanda’s preparation for entrepre-
neurship. How did it affect the process of her 
starting a venture?

 3. What are the challenges associated with  
operating her business at home?

 4. What issues will Amanda encounter if she 
decides to open a second site?

 5. What other growth strategies might she consider?

Post, which twice a year delivers Prestige Dance 
Academy flyers to homes in her target neighbour-
hoods. After examining a city map detailing traffic 
flow, she placed a sign for four months a year on 
a major road leading into the area. Returns have 
been encouraging; enrolment has quadrupled in 
less than three years.

Like all small business operators, she has also 
had to learn how to deal with the occasional dis-
appointed customer, as well as with the odd NSF 
cheque. She has also learned to rely on her own 
instincts when it comes to her business. She main-
tains high standards, limiting class size to 10 pupils. 
She also asks that students commit to a 10-month 
program, allowing her to maintain a consistent 
cash flow and plan for financial contingencies. 
Amanda has since completed her undergraduate 
degree and is now juggling marriage, motherhood, 
and her business. In order to satisfy her personal 
goals, she now manages her business from home 
and teaches just one night a week at the studio. She 
remains extremely dedicated and passionate about 
her business.

“Life is short,” she says. “It’s going to go fast, 
so you might as well be doing something every 
day that you’re passionate about.” She encourages 
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Case 12 numi Tea 
Cultivating Customer Relationships

Because Numi teas are a premium product, they 
have a higher price point than conventionally pro-
duced teas. Numi prices range from $15.99 for 1.6 
ounces and up, depending on the tea variety and 
size of package. Because college students have lim-
ited cash, Numi determined that it could access 
college customers best by getting university food 
service departments to serve tea as part of prepaid 
meal plans. The strategy has been a success. Not 
only do these food service contracts represent huge 
accounts for Numi, but they also encourage trial by 
students. Sampling is Numi’s most successful mar-
keting activity for attracting new users, and now 
students can drink Numi teas essentially for free.

For many organics consumers, the most com-
pelling reason for drinking Numi tea is its health 
benefits. But while Numi is organic, the company 
rarely advertises this aspect of its business. Some 
analysts think that if organic and natural become 
mere marketing buzzwords, a lack of trust may 
arise among consumers, as some products will inev-
itably fail to live up to marketers’ claims. With this 
in mind, Numi believes it is best to educate con-
sumers about its products. “We have an in-house 
PR team that works with editors of women’s maga-
zines to educate consumers on tea and make sure 
they understand the healthy properties of tea,” says 
Mullin. The team always follows up by samplings 
at Whole Foods stores or at events targeted toward 
environmentally conscious customers.

Numi has been fortunate to be the tea of choice 
in high-end restaurants, hotel chains, and cruise 
lines. The food service industry in total makes up 
about 40 percent of their business. Along with that 
comes added pressure to deliver on price, quality, 
and customer service. While the company clearly 
leads in quality, it is hard for any small business 
to compete with giant food service companies on 
price.

An important part of Numi Tea is its story. To 
tell that story, the management team needs to forge 
very hands-on, personal relationships with restaurant  

Numi Tea was started in 1999 by brother 
and sister team Ahmed and Reem Rahim. 
Keeping it in the family is important at 

Numi. Reem’s artwork adorns every box of tea. 
The Rahims’ childhood friend, Hammad Atassi, 
is director of food service. Every member of the 
Tea’m, as they call it, is committed to the com-
pany’s core values of sustainability, creativity, and 
quality organics. This extends to their corporate 
customers and their producers, as well. Like their 
teas, every relationship is carefully cultivated and 
maintained.

In recent years, demand for organic and ethi-
cally produced products has exploded. At the same 
time, economic influences have driven affluent and 
natural foods consumers to large discounters, gro-
cery chains, warehouse clubs, and online shops. “In 
the positioning of our brand, we wanted to target a 
certain type of customer base, from natural health 
food stores to fine dining and hotels to universities 
and coffee shops,” says Ahmed, Numi’s CEO. “But 
what I’ve been most surprised about in our growth 
is the mass market consumer.”

According to Jennifer Mullin, vice president 
of marketing for Numi, the average Numi con-
sumer is college educated, female, and buys two to 
three boxes of tea per month—usually green tea. 
She also buys organic products whenever possible. 
Until Mullin joined the team, Numi had assumed 
its customers fit the same profile as its young staff. 
Mullin’s findings proved that the company needed 
to focus additional energy on reaching older cus-
tomers and moms, as well as its target college 
market.

To reach younger consumers, Numi boosts 
product awareness on college campuses, where 
people are more inclined to be interested in issues 
of sustainability, fair trade, and organics. The big 
hurdle with these potential customers is price. 

Source: From BOONE/KURTZ, Contemporary Marketing, 14E. © 2010 
Cengage Learning.
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As the company grows, one of the biggest chal-
lenges to its marketing model will be to maintain 
the family feel on a global scale. Jennifer Mullin 
and her team have begun tailoring email com-
munications to newsletter subscribers to inform 
them about local events and are hoping to add 
some regional sales and marketing teams in the 
near future. They’ve also added Numi fan sites on 
Facebook and Twitter. The sites are monitored by a 
staffer to address any questions or concerns about 
the products. Most importantly, no matter how 
busy they may get, founders Ahmed and Reem will 
always be there, lending a personal touch through 
their art, personal stories, and experiences. While 
Numi is still fairly new, the company is expanding 
rapidly in the United States and enjoying success 
overseas, as well. Whatever the marketing and PR 
teams do to promote the tea products—store sam-
plings, environmental events, or partnerships with 
like-minded companies—they always keep an eye 
on the demographic and psychographic profiles of 
their consumers.

Questions
 1. Do you consider Numi’s relationships with its 

producers as important to its marketing as the 
relationships with its customers?

 2. How does Numi use technology to enhance its 
customer relationships? Can you suggest other 
ways in which the management team can use 
technology to reach consumers of Numi teas?

 3. What methods would you suggest that Numi 
use to collect customer data?

food and beverage managers, giving them a natural 
competitive advantage. A regular teabag may be 
cheaper, but there’s not much else to say about 
it. When Atassi can conduct a private cupping 
(tea tasting) for the kitchen staff and explain all 
the different exotic teas, as well as talk about the 
farms and farmers that grow the tea all over the 
world and the company’s commitment to sustain-
ability, it’s pretty much a slam dunk before the tea 
is even steeped. Turnover is notoriously high in the 
food service industry, so there’s always a chance 
that a new chef or buyer will go another direction. 
Luckily for Numi, this hasn’t been the case. Due in 
part to excellent customer relationships, it is more 
common for the company to keep the old client 
and follow the chef or buyer to his or her new  
restaurant.

Numi’s success in the food service industry has 
driven retail business. While there are countless tes-
timonials about customers’ experiencing Numi tea 
at a friend’s house for the first time, a surprising 
number of Numi converts come from restaurants. 
As the requests from consumers wanting to know 
where to get Numi in their local area have rolled 
in, the company has expanded to reach retail cus-
tomers. Once available only at natural food stores 
and cafes, Numi teas can now be found in such 
stores as Target, large grocery store chains, and 
even some warehouse club stores. While good for 
the consumer, this poses a potential threat to the 
Rahims’ carefully maintained fine-dining customer 
relationships. A problem could arise if the same 
premium tea served at a restaurant is also available 
at the local Target. So far the two channels have 
co-existed peacefully.
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Case 13 ashley palmer clothing, inc.
Financial Forecasting

after starting the business, they offered their first 
dresses for sale online.

Then, in early 2010, the firm began supplying 
clothes to two well-known high-end retailers. 
Within a year after becoming a supplier to these 
exclusive retail outlets, the company’s production 
orders had more than doubled. In order to keep 
up, the firm added five more team members in 
October 2010.

Sales continued to increase over the next 
three years, reaching $4.7 million in 2013. During 
this same time, the number of employees grew 
from seven to 16. The company also moved into 
a 4,000-square-foot facility and added additional 
sewing equipment and presses.

planning For growTh

In August 2013, Ashley Palmer ventured into creating 
professional attire for young women. The products 
received rave reviews. Within three months, the retail 
outlets had sold over 90 percent of their inventories, 
quickly placing orders for more products.

The founders, while excited about the prospect 
of sales growth, began to worry. Based on their esti-
mates, the company would most probably experience 
a 50 percent growth rate, compared to the 25 percent 
they had experienced over the past two years. They 
knew that if they were to avoid cash flow problems 
from the anticipated growth, they needed to antici-
pate the asset requirements and additional financing 
that would be required to sustain their business.

The owners believed they would need to pur-
chase state-of-the-art industrial sewing machines, 
cutting tables, and pressing machines at a cost of 
$280,000. The new equipment would be depreci-
ated over 14 years, using straight-line depreciation. 
Jantz also thought that the following assumptions 
were appropriate:

 1. Cash, accounts receivable, and inventory 
would follow their same relationships to sales 
as in the past two years; that is, each asset 

a shley Palmer Clothing, Inc., produces dresses  
 for women. The firm was launched in June  
 2009 by Ashley Jantz and Amanda Palmer, 

both graduates of Boston College. Ashley Palmer 
designs apparel for the modern woman’s shape 
rather than using the traditional standard sizing.

hisTory oF sizing cloThing

In 1939, the National Bureau of Home Economics 
of the U.S. Department of Agriculture was charged 
with standardizing sizing for women’s clothing. 
Over a two-year period, some 15,000 women were 
given full-body measurements. This system created 
the sizing system that is still in use today.

Studies have found that the average body 
proportions of American women when the sizing 
charts were created are different from the body 
proportions of today’s women. Specifically, Amer-
ican women in 1939 were markedly more slender 
and shorter. The result is that it is difficult for 
some women to find clothing that fits well. In the  
September 2009 issue of Fashionista Magazine, Jantz, 
who stands six feet tall, said,

[W]e were tired of not finding the clothes 
that were the right fit so we decided it 
would be a good venture to create products 
for today’s women based on bust measure-
ment, cup size and torso length.

The opporTuniTy

For Jantz and Palmer, this problem represented 
an opportunity. After considerable research, they 
decided to start a business that produced fitted 
clothing for today’s young women. They recruited 
a young up-and-coming fashion designer, Joy Lee, 
who had experience in apparel design for several 
major women’s clothing brands. Seven months 

Source: Written by Thomas Totoe, April 2013.
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new equipment; this is to be repaid over five years. 
The principal on the latter loan is to be repaid in 
$30,000 annual payments, with interest payments 
being made on the remaining balance of the note. 
Both notes will carry a 5 percent interest rate. The 
short-term notes payable and long-term debt owed 
in 2013 will be reduced by $50,000 and $30,000, 
respectively.

Accounts payable and other current liabilities 
should increase proportionally with sales increases.

Finally, Jantz and Palmer are willing to provide 
more of their own money in the form of equity up 
to a total of $100,000 in equity if needed. They will 
also lower the amount of dividends they have been 
paying themselves (about 40 percent of earnings 
over the past two years). They both have decided 
to limit their dividends individually to $15,000, or 
a total of $30,000.

would maintain the average asset-to-sales  
percentages experienced in 2012 and 2013.

 2. Both cost of goods sold and marketing 
expenses are variable and would approximate 
the same percentage of sales as in 2012 and 
2013.

 3. General and administrative costs are fixed in 
nature but should increase to $130,000 in the 
next year.

 4. The interest rates on the already outstanding 
debt would be renegotiated, which would 
reduce the interest on this debt to $45,000.

 5. The firm’s tax rate should be about 40 percent.

To meet the firm’s financing needs, Palmer has 
negotiated a line of credit (short-term debt) with 
Amway Bank for up to $100,000. The bank has also 
agreed to loan the firm $150,000 for purchasing 

ashley Palmer Clothing, Inc.

Income statements for the Years ending December 31, 2011, 2012, and 2013

2011 2012 2013

Sales $3,000,000 100.0% $3,760,000 100.0% $4,700,000 100.0%

Cost of goods sold   (2,400,000)  80.0%   (3,045,600)  81.0%   (3,877,500)  82.5%

Gross profits $600,000 20.0% $714,400 19.0% $822,500 17.5%

Marketing expenses (215,000) 7.2% (250,000) 6.6% (275,000) 5.9%

General & administrative 
expenses

(90,000) 3.0% (100,000) 2.7% (110,000) 2.3%

Depreciation expense         (25,000)    0.8%      (25,000)     0.7%      (25,000)    0.5%

Operating profits $270,000 9.0% $339,400 9.0% $412,500 8.8%

Interest expense      (66,000)    2.2%         (66,000)     1.8%         (66,000)    1.4%

Profits before taxes $204,000 6.8% $273,400 7.3% $346,500 7.4%

Taxes @ 40%      (81,600)    2.7%    (109,360)    2.9%       (138,600)    2.9%

Net profits $122,400 4.1% $164,040 4.4% $207,900 4.4%

Dividends paid $(48,960) $(65,616) $(83,160)

Addition to retained earnings $73,440 $98,424 $124,740
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over time, including the pro forma ratios for 
2014. If the bank requires a current ratio  
of at least 1.5 and a debt ratio not to exceed  
55 percent, can the owners expect to be able 
to honour these covenants?

 3. Prepare a statement of cash flows for 2013 and 
the 2014 projections. What did you learn from 
these statements?

Questions
 1. Given the assumptions that Jantz and Palmer 

have made, prepare a pro forma income state-
ment and balance sheet for 2014. Assume that 
the line of credit provided by the bank will be 
needed for the full year.

 2. Using the financial ratios presented in 
Chapter 10, compare Ashley Palmer’s ratios 

ashley Palmer Clothing, Inc.

Balance sheets for the Years ending December 31, 2011, 2012, and 2013

2011 2012 2013

Assets

Cash $48,000 $95,424 $60,000

Accounts receivable 150,000 175,000 246,816

Inventory  335,000      390,000          511,500

Total current assets $533,000 $660,424 $818,316

Plant & equipment $560,000 $560,000 $560,000

Accumulated depreciation   (125,000)       (150,000)       (175,000)

Net plant & equipment $435,000    $410,000     $385,000

TOTAL ASSETS $968,000 $1,070,424 $1,203,316

Debt (Liabilities) and Equity

Accounts payable $128,000 $153,000 $135,000

Short-term notes payable 250,000 275,000 275,000

Other current liabilities    46,000        50,000      51,152

Total current liabilities $424,000 $478,000 $461,152

Long-term debt  300,000       250,000    275,000

Total debt $724,000 $728,000 $736,152

Owner’s capital $155,560 $155,560 $155,560

Retained earnings    88,440      186,864         311,604

Total equity $244,000     $342,424     $467,164

TOTAL DEBT AND EQUITY $968,000 $1,070,424 $1,203,316
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Case 14moonworks
From Gutters to Home Remodelling

hurricane shutters, but GutterHelmet remained 
the company’s largest cash generator. To set the 
stage for future growth, the company’s manage-
ment began implementing industry-leading busi-
ness systems.

The tide started to change in 2006. The market 
for gutter protection and remodelling showed signs 
of weakening in a slowing housing market, and 
the competition started putting a dent in Gutter-
Helmet. There was no seasonal uptick in fall orders, 
and Moon Associates began exploring other means 
of generating operating cash, including the sale 
of their Florida operation. About the same time, 
Andersen Company’s full-service window replace-
ment division, Renewal by Andersen, had entered 
the Rhode Island home improvement market and 
was seeking a partner. After months of negotia-
tion, Moon Associates struck a deal to be the sole 
southern New England partner, and Renewal by 
Andersen of Rhode Island soon debuted. With 
this partnership, Moon Associates was positioned 
to serve its existing customer base with Andersen’s 
stylish, energy-efficient windows.

Yet the partnership didn’t provide Moon Asso-
ciates with the necessary boost. In 2007, Gutter-
Helmet sales dropped 50 percent, to $6 million. 
Despite efforts to advertise on the Internet, new 
business leads were hard to generate. Renewal by 
Andersen of Rhode Island endured the normal 
financial hardships of starting up, and Moon 
Associates’ bottom line went in the red after total 
company revenues plummeted 30 percent. Moon 
Associates needed something more than a new 
product line or division to return the company to 
profitability.

New England winters can be hard, and the 
winter of 2007/2008 was even tougher for Moon 
Associates. For the first time, the company’s man-
agement team had to figure out how to turn around 
a negative bottom line at a time when business 
in general was changing. Moon went back to the 
drawing board to look for top-level talent. Local 

Not only is financing a start-up business 
a challenge, but sometimes remaining 
fiscally fit for survival is itself a diffi-

cult hurdle to overcome. The first three years of 
starting a business can be the toughest, but how 
does a company that has been operating for several 
years continue to find sources of financing? Eco-
nomic conditions, products, and customer bases 
can change, sometimes leaving a once-sustainable 
company in jeopardy of not meeting the day-to-day 
expenses of operation.

Managing cash flows invariably takes more than 
just matching payables with receivables, covering 
payroll, and paying taxes and insurance. As busi-
ness conditions change, so can the money coming 
into a company. Even after start-up loans have 
been retired, a line of credit or loan from a good 
funding provider is essential to keep a business 
moving forward.

Moonworks, a Rhode Island-based remodel-
ling business founded as Moon Associates in 1993, 
enjoyed a modest rise to financial success by selling 
a product called GutterHelmet. Backed by the 
financial resources of BankRI, president and CEO 
Jim Moon turned GutterHelmet into a household 
name in New England by marketing it with help 
from local celebrities. Between 1993 and 2005, 
Moon Associates grew to $14 million in revenue by 
selling the product throughout New England, New 
York, and southwest Florida, while working out of 
a 10,000-square-foot building the company owns 
in Rhode Island. During that time, the company 
installed more gutters in the New England states 
and New York than all other gutter companies 
combined.

As business boomed, Moon assembled a top-
notch management team and started offering 
other products like garage organizing systems and 

Source: Adapted from “Missouri Solvents Financial Forecasting” by 
David A. Kunz, Southeast Missouri State University and Rebecca Sum-
mary, Southeast Missouri State University. Reprinted by permission 
of the authors.
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Renewal by Andersen, while expanding its window-
remodelling territory into Hartford and northern 
Connecticut. In 2010, the company posted rev-
enues of $12.7 million, more than twice that in 
2007. A crowning achievement was the company’s 
receipt of the “Big 50 Award,” Remodeling maga-
zine’s annual award recognizing exceptional per-
formance in the remodelling and replacement 
contracting industry.

Questions
 1. Describe what a line of credit involves, and 

explain the legal obligation of a bank to  
provide capital with a line of credit.

 2. On what three priorities might BankRI repre-
sentative Matt Weiner have based the decision 
to extend Moon Associates’ line of credit or 
offer additional financing? What are the “five 
Cs of credit”?

 3. Even as the remodelling market weakened and 
taking on extra financing became risky, what 
are some things that Moon Associates’ presi-
dent and CEO Jim Moon did to sustain the 
company’s long-term profitability?

 4. Could Moon Associates have obtained the 
needed capital to not only keep the company 
running but expand its Renewal by Andersen 
line through a mortgage loan? If so, how long 
could such a loan be financed?

celebrities weren’t the answer, so he recruited 
industry veteran Paul Thibeault, formerly Home 
Depot’s Home Services northeast manager, to 
inject muscle into the company’s sales force. But 
building sales would take time, and the company 
needed new capital to move forward. Moon Asso-
ciates called on an old friend, the company’s 
long-term financial partner, BankRI. Banker Matt 
Weiner and BankRI believed in Moon Associates’ 
business plan and increased the company’s credit 
line to keep Moon Associates on track.

The capital enabled Moon Associates’ manage-
ment team to play a hunch that Renewal by Andersen 
of Rhode Island could make a dent in the Cape Cod, 
Massachusetts market. Further, the company diversi-
fied its product line to include general exterior home 
replacement products like roofing and siding, as well 
as insulation and hot water heaters. Moon Associ-
ates changed its name to Moonworks and shifted its 
focus to being a leading regional home improvement  
company and began to emphasize repeat customer 
business instead of new customer generation.

By the end of 2008, the company had emerged 
from the red and had a solid black bottom line. 
Revenues had grown 39 percent, and cash flows 
were positive. Moonworks was named the “Best of 
the Best, Smaller Market,” an award that goes to 
the best-performing Renewal by Andersen dealer 
in the country.

Moonworks continued to grow over the next 
two years, again receiving top recognition from 
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Case 15D’artagnan
The Troubled Partnership of Ariane Daguin and George Faison

clanking delivery truck around town. That was when 
they worked in the same office and propped each 
other up and argued each other down. It was going 
to be forever—but there are no guarantees with 
partnerships, many of which fail to stand the test 
of time. (For the sake of discussion here, the term 
partners refers to co-owners of a business, whether 
it’s a legal partnership, a limited liability company, 
or a corporation—in any case, they are people with 
roughly the same stake in the business.)

In the early years of D’Artagnan, Faison and 
Daguin, underpaid and subsisting on sample prod-
ucts, took a tag-team approach. When one was 
begging farms to produce free-range poultry, the 
other was frantically sorting 12 young chickens for 
this hotel and 16 rabbits for that restaurant and 
jumping in the truck to make deliveries at dawn. 
“There was not one day when one of us did not tell 
the other, ‘I’m quitting,’ and the other one would 
say, ‘One more day, okay? Just show up tomorrow 
morning,’” says Daguin. “[Still,] it was an incred-
ibly good feeling. We felt part of a group of people 
who were changing the food world.” And as chefs 
learned about the new products D’Artagnan could 
provide, it almost seemed that business was dou-
bling on a daily basis. As a chef at one exclusive 
New York restaurant pointed out, “Now we take 
them for granted, but [D’Artagnan] was one of the 
first to familiarize American consumers with these 
products at a very high level of quality.”

Delivering that quality required crisis manage-
ment on the back end. Suppliers were sprinkled all 
over the country, products would expire if they were 
in transit too long, and chefs wanted extraordinary 
quality extraordinarily quickly. Faison and Daguin 
were together so much that arguments erupted fre-
quently, but they had no choice but to solve them 
immediately. When resentment lingered, “we would 
go somewhere else and say, ‘Okay. When you did 
this, I really didn’t agree. So I did this because I 
was [angry],’” says Daguin. Perhaps because they’re 
both straightforward and tough—and they’re evenly 

a riane Daguin was a 20-year-old student  
 from a family of Gascon chefs when she  
 met George Faison, a Texan with a taste for 

French food. It was 1979, and they were students at 
Columbia University. They sealed their friendship 
over rowdy outings to New York City bistros, where 
they and their friends would pool funds to split a 
bottle of good wine. That is how their story begins.

When Daguin joined a charcuterie* company, 
she suggested that Faison, who had just completed 
his MBA, run the operations, which he agreed to do. 
In 1985, a New York farm announced it would start 
raising ducks for foie gras. Although foie gras— 
fattened goose or duck liver—had never been pro-
duced in or imported fresh to the United States, 
Daguin had grown up on the stuff in Gascony, and 
she and Faison believed Americans would devour 
it. When the charcuterie owners disagreed, Daguin 
and Faison decided to start their own foie gras dis-
tributorship in New Jersey. They were in their 20s 
and full of energy, and they named it D’Artagnan, 
after Alexandre Dumas’s musketeer—all for one 
and one for all.

Daguin and Faison began the business by distrib-
uting foie gras and other local farm-raised delicacies 
to chefs. Soon they were selling prepared products 
to retailers, too. Their partnership was strong: She 
knew the food and could talk chefspeak (her father 
had a renowned restaurant in France), and he ran 
the business side. And their timing, it turned out, 
was sublime. Young and influential chefs, trained 
in the latest techniques, were arriving in New York, 
and they started signing on with D’Artagnan.

By 1986, the company had sales of $2 million. 
Those were the golden times, those honeymoon 
months of late nights and tough work and driving a 

Source: Adapted from Stephanie Clifford, “Until Death, or Some 
Other Sticky Problem, Do Us Part,” Inc. Magazine, Vol. 28, No. 11 
(November 2006), pp. 104–111. Used with permission of Inc. Maga-
zine Copyright© 2014. All rights reserved.

* Charcuterie refers to a branch of cooking that is devoted to prepared 
meat products, including bacon, ham, sausage, terrines, galantines, 
pâtés, and confit.
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By 1999, D’Artagnan was continuing to grow, 
but a Centers for Disease Control and Prevention 
investigation found that several D’Artagnan items 
from a single factory tested positive for listeria, a 
dangerous bacteria. Together, Faison and Daguin 
handled the problem aggressively and responsibly, 
but many retailers were angry. And even if they 
weren’t, they needed someone to supply prod-
ucts, and it was five months before D’Artagnan was 
selling those products again. For the first time, the 
company lost money—a lot of it.

Hoping to rebuild the company’s reputation, 
Daguin decided that opening a restaurant in New 
York City (a longtime dream of hers) would help. 
The company tended to get good press only when 
it launched new products, she told Faison, and 
this shifted too much attention to product devel-
opment. Opening a new restaurant would address 
that issue and also further establish D’Artagnan’s 
brand among consumers. When Daguin was able 
to line up outside investors, Faison thought it was 
an excellent idea—as did reviewers. The New York 
Times awarded D’Artagnan the Rotisserie two stars 
in July 2001, saying it “has so much personality, it 
can sell it by the pound.”

But seven weeks later, it was September 11, 
2011. New York’s economy plummeted. And a 
year and a half after that, France opposed the Iraq 
war and French restaurants were spurned. While 
Faison spent his days in Newark, where D’Artagnan 
is headquartered, Daguin was now at the restau-
rant most afternoons and evenings. They both had 
had to invest more money than they’d expected, 
and they began to argue about the venture. Faison 
believed Daguin had pitched it as a side project, 
and now he found himself going on sales calls 
for the main business in her place, since she was 
at the restaurant all day. “She asked me for help 
with running the restaurant, and I told her, abso-
lutely not, I had a job,” Faison says. Daguin, for her 
part, thought that while he’d supported the res-
taurant initially, Faison was now showing up for a 
meal there twice a year. “We were in this together,” 
she says now. “Why wasn’t he in there more?” At 
the same time, she loved running the restaurant, 
and “in some ways, if he had been there, maybe 
we would have fought about things unnecessarily.” 
But the business never came back, and they agreed 
to close the restaurant at the beginning of 2004.

matched physically at six feet tall—the head-on  
approach seemed to work.

Their first big argument came after Daguin 
had a daughter in June of 1988. A single mother, 
Daguin brought little Alix to the office to care 
for her, but tending to the baby’s needs dis-
tracted her from the work at hand. After a 
couple of months, Faison, visibly upset, sat her 
down and said he felt she wasn’t pulling her 
weight—and that he should draw more salary for 
a while. Though disturbed by Faison’s attitude, 
Daguin realized that he had a point. She hadn’t 
been working the way she had been before. She 
agreed to let him take more salary for the next 
six months. After that, her daughter could be 
placed in the care of a nanny.

Until 1993, Daguin and Faison were still run-
ning the business as informally as they had at the 
start. Though they had set up the company as a 
corporation when they launched it, they hadn’t 
established clear roles, which meant they were 
stepping on each other’s toes. Advisers suggested 
dividing the business into two groups, which they 
did—Daguin took sales and marketing, and Faison 
took finance and operations. For the first time, it 
was obvious who was responsible for what. But it 
also meant that the partners were now separated 
physically and some employees were now dealing 
with only one of the partners. It also meant that 
Daguin and Faison no longer communicated regu-
larly, which allowed problems to fester.

Around the same time, D’Artagnan’s lawyer 
wisely suggested the parties sign a buy-sell agree-
ment. Buy-sell agreements dictate what happens to 
a partner’s ownership shares if he or she leaves the 
business. In the form Daguin and Faison chose, if 
a partner died, the survivor would be offered his or 
her shares at a determined price. “Initially,” Faison 
says, “the idea was to make sure that if one of us 
got hit by a truck, we wouldn’t have any succession 
problems.” At the same time, Daguin and Faison 
took out life insurance on each other, so that if one 
died, the insurance payment would fund the sur-
vivor’s share purchase. They also included what’s 
known as a shotgun clause. If things go south 
between partners, the shotgun clause provides a 
fair price for one partner to buy out the other and 
a lawsuit-free way for the business to survive. For 
Daguin and Faison, this would become key.
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the money. There could be no negotiating. “It 
was—wow. I never saw this coming,” she says. “And 
then it was all kinds of feelings: How dare he? How 
could he do that?” But Faison believed Daguin had 
stopped listening to him and was wrong about the 
direction of the company. He felt he was at a dead 
end.

Daguin retreated to a friend’s beach house to 
consider her options. She thought about taking the 
money and opening a seaside restaurant. But when 
her now 17-year-old daughter mentioned that she 
might like to join D’Artagnan someday, Daguin 
decided, “All right. Let’s go fight.” She cold-called 
banks, which wanted a stake in the company, until 
a friend helped arrange a loan at a French bank. It 
required higher interest payments and a personal 
guarantee, but it didn’t want shares of D’Artagnan. 
With that loan and personal savings, Daguin 
matched Faison’s price. She presented her coun-
terproposal to the surprised Faison, and the deal 
closed a month later. It was a very frosty finish to 
their 26-year relationship, and the two have barely 
spoken since the dissolution of their partnership. 
“We talked with two voices before, and it’s not good 
for [the company’s] well-being,” Daguin said. “Now 
we’re going to talk with one voice.”

And that is how their story ends. As for Faison, 
he now has a nice cheque and is considering his 
next move; his noncompete expired in August 
2006. “I learned that my identity is not what I do 
for work,” he says, “and if I hadn’t had the oppor-
tunity to reflect on that, I might never have gotten 
that gift.”

Questions
 1. How would you describe the entrepreneurial 

team of Daguin and Faison? Was it ever a bal-
anced team? What did each member bring to 
the business? Can you see gaps in their skills 
and capabilities that should have been covered 
in some way?

 2. What does this case reveal about the critical 
factors that can determine the success or 
failure of a business that is led by more than a 
single entrepreneur? What was “the beginning 
of the end” for Daguin and Faison’s working 
relationship?

By that time, though, Faison had come to 
believe that D’Artagnan’s problems extended 
beyond the restaurant. Disagreements started 
to erupt between Daguin and Faison over mat-
ters such as incentive systems for company 
employees, minimum order sizes, and the 
number of delivery routes that should be run. 
In November 2004, a competitor offered to buy 
D’Artagnan, but the partners rejected the offer, 
and Daguin assumed the talk of selling was over. 
“After that, he didn’t talk about it anymore.  
I should have smelled something, but I didn’t.  
I really didn’t,” she says.

In reality, Faison was warming to the notion 
of selling. “I did not tell her,” he says, “because I 
felt there was really no respect for the directions 
we had previously discussed. At that point, it was 
moot.” The problems he’d outlined—which he 
thought Daguin had pledged to fix—remained, 
and Faison was convinced that the business should 
be more profitable. But, as one D’Artagnan execu-
tive observed, “[That] wasn’t going to happen with 
the two of them running the business at odds with 
each other.”

The rift spread to the employees. When chefs 
rejected items, Faison’s truck drivers wouldn’t 
alert Daguin’s salespeople about the issue. Or a 
salesperson, deciding warehouse workers were dis-
regarding her specs, would pluck a rack of lamb 
from the shelves herself. Faison used to ask to sit in 
on Daguin’s operations meetings, but she stopped 
going, finding his temper too unpredictable and 
the meetings pointless. “The company was split-
ting in two, and nothing was getting done,” she 
says. Employees could see the problems growing. 
“There was a dividing line,” says Kris Kelleher, who, 
as purchasing director, would sit in on meetings 
with Daguin and Faison and marvel at the consis-
tently different directions they sought. “Sometimes 
I wondered why it was one company.” Something 
had to give.

On June 16, 2005, Faison walked into Daguin’s 
office and handed her a certified letter. She read 
it, then stared at him, flabbergasted. He was exer-
cising the shotgun clause and offering to buy the 
company for several million dollars. By the rules 
they’d agreed to, she had two choices: She had 
30 days to sell her shares or buy his shares at the 
price he’d offered, with another 30 days to raise 
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 4. Would a formal board of directors have made 
a difference in the relationship between 
Daguin and Faison and the operation of 
D’Artagnan? Draw up a profile of an ideal 
board for the company.

 3. What form of organization did Daguin and 
Faison choose for D’Artagnan? Assess the 
advantages and disadvantages of the major 
organizational forms mentioned in Chapter 
10 and decide which one would have been the 
best choice for D’Artagnan.
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ConfidenTialiTy and ReCogniTion of Risks

Confidentiality Clause

The information included in this business plan is strictly confidential and is provided 
on the understanding that it will not be disclosed to third parties without the expressed 
written consent of Tony Ruggieri or MagmaTB Thermal Barriers Ltd.

Recognition of Risk

This business plan represents the best estimate of the future potential of our business 
venture. It should be recognized that not all major risks can be accurately predicted or 
otherwise avoided and that few business plans are free of errors of omission or com-
mission. Therefore investors should be aware that this business has inherent risks that 
should be evaluated prior to any investment.

exeCuTive summaRy

Magma Thermal Barriers is a start-up business to be located in the City of Calgary 
specializing in thermal barriers or building envelope technology for residential and 
building customers. Initially the company’s first products will be open and closed cell 
polyurethane spray foam insulation for the Calgary and regional market.

The polyurethane spray foam insulation market is poised to explode within Alberta fol-
lowing changes to the National Building Code that takes effect in January 2013. Alberta is 
expected to follow suit with changes to legislation in the fall of 2013 that makes fiberglass 
insulation effectively obsolete. Once the new legislation is in place and the Alberta Building 
Codes have been adopted, the entire industry will transition to polyurethane spray foam 
insulation—which is more environmentally friendly, more effective, and has a higher R-value.

Magma Thermal Barriers (MagmaTB) will begin operations in 2013 and will use the 
beginnings of this market change to set up crews and trucks and establish a dedicated 
customer base. Initial business revenues start conservatively to match the early days of the 
legislative change and then show tremendous growth projections of 100% in Year 2, 300% 
in Year 3, 100% in Year 4, and 50% in Year 5. These growth projections are not unreason-
able considering there is likely not enough capacity at the current time within Calgary to 
accommodate a full-scale change to polyurethane spray foam insulation for the 10,000 or 
more housing permits issued per year in Calgary and the surrounding region.

MagmaTB is being established by four MBA students and the company will seek and 
work with a fifth partner—a high-end home builder within the City of Calgary. The five 
partners will work to develop high standards for processes and efficiency for the spray 
foam application, inspection, and service. The team will focus on quality in marketing, 
operations, finance, and quality control to encourage repeat business and a strong posi-
tive reputation among those in the home building/home renovation industry.

MagmaTB will start operations with $250,000 of cash from partner investments and 
another $250,000 through a Line of Credit. The financial projections at the beginning 
of operations establish a time-frame to build revenue—targeting four homes per month 
and then building significantly over time to 72 homes per month or approximately 
8.6% of the market after five years.

The target projections of the company are to have approximately $8.3 million in 
sales after five years for a $623,000 net income. It is expected that the company will 
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operate at a loss for 2013 and 2014 and then will see a profit in 2015 of $45,000, in 
2016 of over $300,000, and then double that in 2017 to the net income of $623,000 
mentioned previously.

faCT sheeT

Business Details

Name: Magma Thermal Barriers
Location: Calgary, Alberta
Industry: Residential Construction
 Thermal Insulation
Business Form: Private Incorporation

Business Owners:
 Lynette Lefsrud (16%)
 Darren Riley (16%)
 Gordon Lynch (16%)
 Tony Ruggieri (36%)
 Windsor Brunello (16%)
 Commencement of Business: Q2-2013

Services Provided

•	 Specializing in the professional appli-
cation of polyurethane insulation 
in walls, roofs, & basements for new 
home construction & renovation 
projects

Product Details

•	 The closed cell polyurethane spray 
foam insulation is a high density  
(2 lb/ft3) product which completely 
seals the building envelope of the 
house from air infiltration

Target Market

•	 Initial focus on the Calgary and sur-
rounding area residential builders, 
renovators, and private homeowners

Sales Potential

•	 Approx. 10,000 building permits 
(2012) times an average of 3,200 
board feet of area per house times 
$3/ft2 equals $96 million

Potential Competitors

•	 Atomik Interiors
•	 Beyond Foam Insulation
•	 Ener-Spray System
•	 IsoTech Spray Foams
•	 MP Interiors
•	 Northern Spray Solutions
•	 SprayMasters Insulation
•	 Spraytek Insulation
•	 Superior Spray Foam
•	 Western Insulations
•	 Zerodraft Calgary

Financing

Owner Investment: $250,000
LOC Required: $250,000

1 The Company and indusTRy

1.1 Mission and Vision Statement

Mission Statement
“To provide Albertans with building envelope technology and solutions that will reduce 
energy demand and consumption, reduce the carbon footprint in the construction of 
a home, and increase the homeowners comfort level”

Vision Statement
“Magma Thermal Barriers will provide building envelope membranes to 8% of the resi-
dential construction industry in Calgary and surrounding area in the next five years”
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1.2 Company Background

Magma Thermal Barriers (MagmaTB) is a new business venture that offers polyure-
thane foam insulation services to the residential homebuilder and renovator. The 
product is of the highest insulating rating, which will offer the most effective protection 
against air and infiltration in a home.

The MagmaTB concept originated in September 2012 in Calgary, Alberta as part of 
the requirements for the entrepreneurship course for the eMBA program at the Univer-
sity of Calgary. It was the market research and development of a business plan on Spray 
Polyurethane Foam (SPF) that led its authors to recognize a profitable opportunity and 
to start a new business. MagmaTB has been incorporated as a limited company with the 
management team comprised of Tony Ruggieri, President and CEO; Darren Riley, VP 
of Finance; Lynette Lefsrud, VP of Marketing; and Gordon Lynch, VP of Operations.

1.3 Current Company Status

MagmaTB has entered into negotiations with one of its partners, Windsor Brunello Ltd. 
(WB), who is a high-end custom homebuilder, to provide all of their insulation require-
ments moving forward. WB builds approximately from 8 to 12 homes per year.

MagmaTB is in the process of purchasing a spray foam truck, which will be assigned 
a crew of three that will be able to complete an average of up to 15 homes per month 
at full capacity. Its office and warehouse are located in the Foothills Industrial sector, 
which will service the Calgary and surrounding area market.

The company strengths are that it has a well-educated (eMBAs), experienced, and 
knowledgeable team with a strong background in business, marketing, sales, operations, 
and finance. Furthermore, the President has an engineering degree in building enve-
lope science and has a working relationship with a significant number of homebuilders 
in the city. Due to the nature of the business, significant capital investment is required 
for equipment purchases and available working capital in order to reach the projected 
sales targets. It is forecasted that the company will need $500,000 over the next five years.

1.4 Opportunities and Future Plans

The residential home building industry has been dealing with air infiltration and heat 
loss in homes since the 1950s with few improvements until recently. With the advent 
of new building envelope science and technology, new solutions are emerging that 
potentially will resolve the issues in the industry. The significant economic growth in the 
energy sector in Alberta has led to a net migration growth and population increase. As 
a result, we have experienced double-digit growth, year after year, in housing demand. 
Furthermore, the international pressure on energy conservation has pressured govern-
ments to improve their energy policies. In turn this has pressured many industries to 
reduce energy demand, consumption, and green gas (carbon) emissions. These require-
ments have been incorporated into the National Building Code and are expected to be 
implemented into the Alberta Building Code in 2013.

As a result, the existing insulation, fiberglass, which controls 85% of the home 
insulation market, will no longer meet the new building code requirements based on 
present wall construction. In order to keep using fiberglass, the wall thickness will need 
to increase resulting in a loss in livable space and a significant increase in construction 
costs (more than the cost of converting to polyurethane insulation). This creates a sig-
nificant opportunity for MagmaTB to enter a market that has low volume competitors, 
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which will all face significant capital, equipment, labour, and management resources in 
order to meet industry demand.

The plan for the first year will be to focus on high-end builders who are more likely 
to use a superior insulation product in their homes while differentiating themselves 
from their competition. This segment of the industry is more concerned with the level 
of service and product quality rather than the cheapest price. This will give us the 
opportunity to establish MagmaTB in the industry and increase our efficiencies while 
stabilizing our costs. The plan is to implement an aggressive marketing program and 
leveraging our existing relationships in the construction industry. This type of strategy 
will require all profits to remain in the company for the first five years to be reinvested 
in capital expenditure and working capital in order to mitigate risk.

1.5 Chief Industry Characteristics

The insulation element is a critical component in the construction of a home, which 
allows the interior temperature to remain unaffected by the exterior climatic condi-
tions. It is comprised of approximately 3% to 4% of the cost of the home whereby it will 
save the homeowner as much as 50% of their existing energy costs.

The construction activity in the Calgary and surrounding area for 2012 will reach 
over 10,000 building permits and is expected to grow steadily over the next three years. 
The average board feet (actual area of wall or ceiling) per house is 3,200 ft2, which 
would yield a potential sales market of $96 million per year. The expected gross profit 
margins in this industry vary between 38% and 42% with an expected final net profit 
of 20% to 22%.

1.6 Industry Trends

The emerging trends in the marketplace around more energy-efficient and greener 
buildings have created an emphasis on controlling the air leakage of buildings and 
ensuring well-insulated building enclosures. Furthermore, upcoming changes in the 
building code pertaining to insulation requirements will create a significant increase in 
demand for companies who are able to provide polyurethane insulation. The market is 
improving and is said to experience exponential growth once the new regulations are 
implemented. Therefore, polyurethane is positioned to replace fiberglass insulation 
and become the new standard in home insulation.

2 pRoduCT and seRviCes

2.1 Product/Service Description

Initially, the company will specialize in the application of closed and open cell poly-
urethane insulation in the residential high-end home market. The product we will be 
applying is comprised of two separate components (polymeric isocyanate and polyols) 
that when mixed expand up to 100 times their original volume. The product has been 
in use both residentially and commercially for over 20 years and is environmentally 
friendly. In fact, it is more environmentally friendly than the product that it competes 
against—fiberglass insulation (which is made with formaldehyde). Polyurethane insula-
tion is also regarded as a better insulation product although it is more expensive than 
conventional fiberglass and cellulose insulation.
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The product works by spraying two chemicals out of a special application gun that 
mixes the chemicals just prior to them leaving the tip. The product is sprayed in areas 
that would normally be filled with fiberglass insulation. This includes: exterior and inte-
rior walls, ceilings, floors, and attics. Basements and header boards are also areas where 
the product is used. Outside of the housing market there are many other applications 
for the product including floating docks, hot tub insulation, commercial buildings, 
modular homes, trailers, and motorhomes. There are also other products for more 
industrial applications that can be applied using the same application rig and crew; 
these include Class 1 fire-rated foam and elastomeric coatings.

“Open Cell Foam Insulation: Open cell is a type of foam where the tiny cells are not 
completely closed. Open cell is less expensive because it uses less chemicals. It is a very good 
air barrier but does not provide any type of water vapor barrier. It is much more sponge-
like in appearance. It is often used for interior walls because it provides an optimum sound 
barrier. It is not recommended for outdoor applications.” (Wikipedia, 2012)

“Closed Cell Foam Insulation: Closed cell foam insulation is a much more dense 
type of foam than open cell. It has a smaller, more compact cell structure. It is a very 
good air barrier as well as a water vapor barrier. It is often used in roofing projects 
or other outdoor applications, but can be used anywhere in the home.” (Wikipedia, 
2012)

2.2 Technology and Processes

•	 Two part product is sprayed on using specialized spray equipment
•	 The chemicals consist of one part polymeric isocyanate and one part polyols
•	 No vapour barrier required as moisture seal is created with closed cell foam
•	 CCMC approved for use in Buildings
•	 Meets CAN/ULC S705.1 Material Specification
•	 Excellent insulating properties (High R-Value)
•	 Tested by independent laboratories
•	 Applied exclusively by Certified Contractors under the requirements of CAN/ULC 

S705.2
•	 Rigid, does not settle over time
•	 Air barrier function
•	 Application and curing temperatures -5°C to +35°C
•	 Service range temperature −60°C to +80°C
•	 Exceeds all building codes for air barrier systems
•	 Provides a drainage plane (water barrier)

2.3 Facilities Description

Tag Along Trailer
•	 12ft, 16ft, or 20ft custom Premium Trailer
•	 Holds one or two sets of material
•	 Outfitted with one proportioner
•	 Easy to pull with smaller trucks
•	 Ideal entry-level trailer
•	 Ample headroom: 2.4m interior height
•	 Double-axle rated for 10,000 lb, 12,000 lb, or 14,000 lb GVWR (Gross Vehicle 

Weight Rating)
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2.4 Proprietary Features

There are no proprietary features that we need to protect at this time. We will be using 
standardized technology and applying relatively standard products. Our company may 
work with proprietary products in the future and seek distributorship as an element of 
our expansion.

2.5 Future Development Plans

Our company is targeting significant growth for the first few years. The plan estimates 
beginning with an average of four jobs per month for the first year (nine months of 
operation) for a total of 36 jobs in year one. Then, in year two we are planning for  
72 jobs and in year three, we would estimate a total of 288 jobs, for year four 576 jobs, 
and year five with 864 jobs. These estimates begin very conservatively in year one and 
ramp up to near full capacity for one spray foam truck. In order to expand, we can  
add more spray foam trucks as demand dictates.

If a builder awarded us a contract it would likely involve a high number of homes 
per month and as a result another spray foam truck would be required. Our estimates 
are that one spray foam truck can complete 15 to 20 homes per month.

Given that there are a finite number of new home builds, we will be considering 
alternate products that require the same application truck, crew, and techniques. 
For example, there are a number of foundation coatings that can be applied and 
there are also a number of sophisticated architectural coatings that should be con-
sidered. The latter would be exceptionally helpful in providing us a niche market 
for high performance coatings. It will be a consideration for future development of 
the company.

2.6 Product Liability

We have no reason to believe that there is or will be any product reliability issues. The 
product has been used successfully for many years and it is a proven, safe technology.

3 maRkeT analysis

The headlines for Alberta are positive—housing starts are expected to remain steady 
and renovations intentions are strong. 2013 will bring in new changes to the Alberta 
Building Code (expected in the fall of 2013), meaning that builders and homeowners 
will be looking at having a higher threshold for energy efficiency. For MagmaTB, our 
company will need to focus on key audiences to provide a message that is consistent with 
the changes happening within the marketplace.

3.1 Target Market and Characteristics

The primary target audiences for MagmaTB are the homebuilders in Calgary and the 
surrounding area. Last year, there were over 100 builders in Calgary who accounted for 
a total of 4,617 of single family building permits. The multi-family builders numbered 
28 and accounted for another 3,669 building permits. In the surrounding area of Cal-
gary, in the communities of Airdrie, Chestermere, Cochrane, High River, Okotoks, and 
Strathmore, another 2,259 building permits were issued for single and multi-family 
homes. The chart below displays the permits and builders.
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Location
Number of 
Builders

All Building Permits 
(including non-members 
and personal permits)

Type of Building 
Permit

Calgary 100 4,617 Single family

Calgary 28 3,669 Multi family

Airdrie 22 1,307 Single and Multi

Chestermere 10 246 Single and Multi

Cochrane 19 412 Single and Multi

High River 4 60 Single and Multi

Okotoks 18 166 Single and Multi

Strathmore 5 68 Single and Multi

Total 206 (some 
overlap)

10,545 permits

The characteristics of the homebuilders are:

•	 Focused on providing quality at a low price for the competitive home building 
market

•	 A wide range of builders—some building over 300 homes a year with others only 
building one home per year

•	 Year-round building to maximize profits (thus focused on building even in the 
cold winters)

•	 Savvy business people wanting value for their money
•	 Time focused—meeting deadlines for customers is a top priority
•	 Highly competitive business in home building with flat or small growth in recent years

Secondary markets for MagmaTB are the renovation companies within Calgary 
and the surrounding area. Many of these companies work as General Contractors and 
employ a wide variety of trades and services. The renovation market continues to grow 
and is a key audience for MagmaTB. In a March 2012 survey of people who completed 
renovations, 21% completed structural additions or extensions and 14% did renova-
tions to their exterior walls. With these factors in mind, home renovations could be a 
market for MagmaTB in 20%–35% of the time (Canada Mortgage and Housing Corpo-
ration, 2012, p. 13).

The characteristics of renovation companies would be very similar to that of 
homebuilders.

•	 A wide range of renovation companies
•	 Year-round renovations to maximize profits (thus focused on renovations even in 

the cold winters)
•	 Savvy business people wanting value for their money
•	 Time focused—meeting deadlines for customers is a top priority
•	 Highly competitive business

Home owners are a tertiary market for MagmaTB. This audience will be more dif-
ficult to reach as a small business but as MagmaTB grows and with focused marketing 
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and education, it is possible to reach this audience in later years of the company. Mag-
maTB won’t be focusing on this tertiary audience in the first few years of operation as 
the company will be small and targeting the primary and secondary audiences will be 
more important. However, when, and if, MagmaTB takes over a significant share of the 
market, targeting home owners within the Calgary region would make sense—driving 
home owners to ask for a specific company and product to provide them with insulation 
for the best energy efficiency for their home.

3.2 Market Share, Trends, and Growth Potential

MagmaTB’s growth plans are modest in the first year but then ramp up quickly in fol-
lowing years. The growth potential of MagmaTB is very significant. If the company can 
land a few key accounts in the early years, the company can grow and develop very 
quickly. This is important to note because although Alberta is not part of the National 
Building Code changes that are coming into effect in January 2013 in many other 
provinces, it is expected that Alberta will be following suit in the fall of 2013 with a very 
similar program.

Growth in 2014, 2015, and 2016 could be quite significant with these new changes 
legislating that all new homes and renovations have higher R-value insulation, which for 
the most part equates to using closed and open cell polyurethane insulation. MagmaTB 
will be watching the developments in the Alberta legislation very closely—as it will have 
a major impact on the business. If the legislation does go through as expected, the 
growth potential will be substantial. All home builders and home renovators will have 
to adhere to the new rules within the time frame allotted by the Alberta regulations. In 
this case, the number of current providers likely would not be able to meet the demand 
of over 10,000 building permits and there would be a flood of new companies on the 
market trying to cash in. As the rush subsides in the following years, it will be the com-
panies that focus on high quality service, products, and relationships that will be the 
long-term winners.

3.3 Sales, Distribution, and Profits by Product/Service

MagmaTB is in a unique position; starting operations before the legislation takes effect will 
mean that its operations and processes will be well established and entrenched in 2013.

The main focus will be on new homes as this is the primary target for MagmaTB 
(taking advantage of insulation requirements of new homes needing to meet the new 
legislation requirements). A secondary focus will be on home renovations and these 
numbers fall into our estimated sales as above.

The sales function will be focused on direct sales—with a salesperson visiting new 
home builders and home renovation companies to meet and sell the products and 
services that MagmaTB provides. Within the marketing function, we will also look at 
direct mail, advertising, online messaging (website and online newsletters), technical 
lunch and learns, customer lunches and dinners, as well as sponsorship of some events 
in the new home construction industry. The primary sales method will be face-to-face 
sales and relationship building between the sales personnel and the target company 
representatives.

Distribution will be through the spray crews. As we are providing both a product 
and a service, the distribution will be through MagmaTB channels (documented later 
via a crew and truck). The focus for the MagmaTB crews will be on training and safety 
throughout the insulation spraying process.
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Profits for the company for the first five years will be put back into the company 
to focus on continual growth and expansion. The company will be starting small in a 
burgeoning industry and in order to ramp up quickly, all profits will need to go directly 
back into the company.

3.4 Service and Warranty Policies

MagmaTB stands by its work and as a result, the company will have a service and war-
ranty policy that promotes trust and repeat business. MagmaTB will ensure that every 
job is inspected after foam application and through a stringent quality assurance/quality 
control process will maintain the highest standards and consistency from job to job.

Service Policy
MagmaTB guarantees all work to be completed on time and on budget in 100% of all 
work orders. If a customer is not happy with the work completed, MagmaTB will fix any 
and all issues associated with its work.

Warranty Policy
MagmaTB stands behind its workmanship and adheres to the highest standards. 
 MagmaTB is covered by a five year warranty on all products and services.

4 CompeTiTive analysis

4.1 SWOT Analysis (MagmaTB)

Strengths
•	 Education (eMBAs), experience, and knowledge of the team
•	 Strong background in marketing, sales, operations, and finance
•	 Engineering and building envelope expertise and certification
•	 Existing client relations and understanding of the construction industry
•	 Strong alliances and partnership with the chemical manufacturer
•	 Existing business structure, support, and facilities

Weaknesses
•	 New partnership and limited industry-specific business experience between partners
•	 Limited track record and knowledge of the insulation industry
•	 Limited investment capital and expenditure capabilities

Opportunities
•	 Increase in market growth due to energy code change
•	 Gain market share through innovative techniques and processes
•	 Merger and/or acquisition with/or other competing businesses
•	 Deliver a product to the homeowner that will save on energy costs
•	 Develop a sustainable and profitable business model

Threats
•	 Political platform, economic, and market conditions
•	 International demand and commodity pricing (oil-based product)
•	 Cash-flow due to increased customer demand
•	 New and existing competition (price wars)
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•	 Client loyalty, retention, and solvency
•	 Employee availability, retention, and skills
•	 Lawsuits, litigation, theft, and fire

4.2 Primary Competitors

The Spray Foam Industry

Company
Market 
Share Strengths Weaknesses CounterAct

Atomik 
Interiors

19% •	 Significant	market	share
•	 Large	volume	producer
•	 Experience	labour
•	 Manufacture	discounts
•	 Multiple	cities/locations

•	 Large	overhead
•	 Heavily	capital	invested
•	 Limited	builder	network
•	 Slow	turn-around	time

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Beyond 
Foam 
Insulation

2% •	 Low	overhead
•	 Flexibility	to	adjust
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Out	of	town	location
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Ener-Spray 
Systems

38% •	 Largest	market	share
•	 Large	volume	producer
•	 Cheap	labour
•	 Manufacture	discounts

•	 Large	overhead
•	 Heavily	capital	invested
•	 Limited	builder	network
•	 Out	of	town	location
•	 Very	expensive	quotes

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

IsoTech 
Spray 
Foams

2% •	 Low	overhead
•	 Flexibility	to	volume	change
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Out	of	town	location
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

MP 
Interiors

<1% •	 Low	overhead	&	expenses
•	 Flexibility	to	volume	change
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Low	capacity	equipment
•	 Large	volume	prohibited
•	 Low	volume	purchaser
•	 Limited	business	
knowledge

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Northern 
Spray 
Solutions

4% •	 Low	overhead
•	 Flexibility	to	volume	change
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Limited	builder	network
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Spray 
Masters 
Insulation

8% •	 Growing	market	share
•	 Large	volume	producer
•	 Skilled	labour	&	mgmt	team
•	 Manufacture	discounts

•	 Significant	overhead
•	 Only	offer	two	products
•	 Limited	builder	network
•	 Slow	turn-around	time

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system
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Spraytek 
Insulation

3% •	 Multiply	service	locations
•	 Low	overhead	&	expenses
•	 Strong	reputation	in	industry
•	 Flexibility	to	volume	change
•	 Experienced	installers

•	 One-crew	&	truck	show
•	 Out	of	town	location
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Superior 
Spray 
Foam

3% •	 Low	overhead	&	expenses
•	 Strong	reputation	in	industry
•	 Flexibility	to	volume	change
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Out	of	town	location
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Western 
Insulations

<1% •	 Low	overhead	&	expenses
•	 Flexibility	to	volume	change
•	 Experienced	installers
•	 Excellent	customer	service

•	 One-crew	&	truck	show
•	 Old	equipment	&	truck
•	 Large	volume	prohibited
•	 Low	volume	purchaser

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Zerodraft 
Calgary

9% •	 Growing	market	share
•	 Large	capacity	producer
•	 Skilled	labour	&	mgmt	team
•	 Excellent	marketing	program
•	 Multiply	product	services

•	 Significant	overhead
•	 Pricing	not	competitive
•	 Limited	builder	network
•	 Slow	turn-around	time

•	 Innovative	pricing
•	 Shared	warehouse	&	office
•	 Contracted	installers
•	 Supply-chain	mgmt
•	 Leverage	existing	network
•	 Engineered	wall	system

Other 11%

4.3 Secondary Competitors

A different trade base, the drywall contractor, holds this level of competition. The 
installation of insulation in a new home is traditionally included in the drywall and 
taping package but executed by a third party (outsourced). The majority of the labour 
is considered non-educated and has very little technical skill and requires little tools 
and no equipment. In essence, the job consists of stuffing insulation in between wall 
cavities. As a result, this trade base will be challenged in using the very technical and 
multi-sectioned equipment. We are likely to see a change in third party selection by the 
drywall contractor rather than an upgrade in skills and a major capital investment in 
equipment.

4.4 Competitors Profile

The polyurethane product and application to the residential construction is fairly new 
but it is not new to the construction industry as a whole. With the advent of new mate-
rials and building code improvements, homes have become increasingly tight and less 
breathable. As a result, air infiltration through the building envelope has become prob-
lematic. This issue was identified to occur within the perimeter of the subfloor where 
construction joints were more prevalent. The residential industry need a product that 
would seal off this area and polyurethane insulation was the most feasible solution.

This demand was recognized by a few “first to market” companies who captured the 
majority of this small segment in the construction of a house. These companies were 
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mostly initiated by trades-people with limited knowledge in building envelope science, 
business and financial background, and from a weak management structure. Some have 
succeeded because they were at the right place at the right time. That will change once 
the real competition comes into the market.

With the recent building code change, to be adopted in 2013, the most economical 
and largely used insulation, fiberglass, will no longer meet the R-value required in the 
existing wall assemble. Once again, polyurethane is the next feasible solution. As a 
result, the polyurethane insulation business is expected to grow by leaps and bounds. 
It can be expected that the market will be flooded with newcomers, mostly one-unit 
outfits, where survival will be dependent on builder relations, capital investments, and 
business strategy.

5 maRkeTing sTRaTegy

5.1 Market Penetration Goals

It is the objective of MagmaTB to start out conservatively while the legislation has not 
yet been passed. For this reason the company plans to establish its training program as 
well as its sales and service processes. When the Alberta legislation is passed and it takes 
effect (1–2 years after the legislation has been passed), MagmaTB will be ideally situated 
to take a larger role within the industry. It is our goal to reach 8% market penetration by 
the end of year 5. Ideally with a strong focus on growth and development the company 
will be looking at continued significant growth in years 6–10. With a strong focus on 
training, safety, service, and professionalism, MagmaTB will be a significant player in 
the market moving forward from year 5.

After year 5, it is also possible for MagmaTB to look outside of the Calgary region 
to Red Deer, Edmonton, Regina, Saskatoon, and the interior of BC. By reinvesting 
profits into the company, it will be important to re-examine the growth objectives of the 
business every year and to plan out for one, three, and five years at a time—giving the 
company personnel both a long-term focus and short-term objectives.

5.2 Pricing and Packaging

Initially, MagmaTB will be focused on standard board foot pricing per job. This is the 
industry standard and as a newcomer to the industry MagmaTB will be matching what 
others are already doing. However as the company grows and develops strong relation-
ships with builders, it is conceivable that MagmaTB will develop partnership agree-
ments—taking on package pricing or discounting for exclusivity with builders. It is to 
be expected that these package pricing programs will be developed on a case-by-case 
basis that factors in market conditions, number of new home builds, reach, exclusivity 
in certain markets, and so on. MagmaTB is interested in developing strong relationships 
with builders and as such will work in a variety of ways to establish long-term business 
arrangements with key clients.

5.3 Sales and Distribution

The sales format for MagmaTB will be based on face-to-face sales. In a B2B market 
this format has a long history of being very successful. Sales personnel will identify 
key targets, and will work with marketing to develop business over time by developing 
 relationships and building win-win partnerships.
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The distribution of the products and services is also quite traditional. With the crews 
and trucks, work will be focused in a specific region with crews going to specific jobs in 
the Calgary area and completing the tasks. Chemical will be delivered to the warehouse 
and then will be picked up by the crew to be sprayed into the houses as demand requires.

5.4 Advertising, Public Relations, and Promotions

Marketing is much more than advertising, public relations, and promotions though these 
three items do form a backdrop for many of the key elements of marketing. With the 
marketing expertise of Lynette Lefsrud, who has spent more than 13 years doing B2B 
marketing for a variety of industries, the full marketing strategic plan will be developed and 
vetted among the members of the group. The initial focus for the marketing plan will be 
to focus on positioning MagmaTB as a leader in the industry and developing key relation-
ships with customers. Advertising budgets will be small to start but through an effective 
guerilla marketing campaign, MagmaTB can advertise in industry publications and target 
key customers directly. Marketing will also focus on developing foundational pieces such 
as PowerPoint presentations (with a high-quality video or animation), technical bulletins, 
and an informational brochure (both online and in print) that the sales personnel can use 
when selling. A strong online presence, technical bulletins, lunch and learn presentations, 
and providing thought-leadership articles for industry publications will help MagmaTB 
stand out from the rest. This long-term strategy will serve to deliver results.

•	 Differentiation—The key differentiators for MagmaTB will be the focus on long-
term growth, partnerships in selling, and a comprehensive marketing plan. This 
tied into excellent service; in-house training and a focus on safety will showcase 
MagmaTB as a cut above the rest. The company will ensure customer satisfaction 
but will also tie into a spirit of entrepreneurialism which will inspire a positive 
company culture. As with any business, people and relationships are major factors 
and this is even truer in a business to business industry.

•	 Education—MagmaTB is planning to have a comprehensive training process for 
all crews, ensuring that each crew member not only understands how to spray 
the insulation but also how the chemicals work, how to get the best coverage, to 
understand the nuances of building construction and insulation properties and 
to know the failure modes of the equipment and the product. It is one thing to 
use tools and products when things are going well, it is quite another to be able to 
troubleshoot and fix issues when the equipment or the product has problems. It 
is this focus on extensive training that will make the difference for MagmaTB and 
will enable the company to stand by its Service and Warranty Policies.

•	 Branding—With many small players in the marketplace it may appear that the 
small truck and crew is the norm. However, although MagmaTB will also be 
starting small, it has major clout with business-minded owners and well experi-
enced personnel involved in the business. As a result, the branding of MagmaTB 
from the beginning will be to position MagmaTB as a high-end provider of 
thermal barriers and building envelope technology. Step one of the company may 
be focused on polyurethane insulation but by branding MagmaTB as a leader 
in all thermal barriers, the company is well positioned to grow into a variety of 
niche B2B markets, such as commercial buildings, geothermal products, heat 
sinks, air conditioning, energy efficient options in heating and cooling, and 
more. The logo, website, advertising, public relations, lunch and learns, technical 
 documentation, and other marketing tools will be developed with a consistent look 
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and feel working to position MagmaTB as not only a front-runner in the industry 
but also providing technical expertise and thought leadership.

•	 Product Exclusivity—The product that MagmaTB is starting with—polyurethane 
insulation—is not an exclusive product. What will be exclusive and unique to Mag-
maTB will be the comprehensive view of the industry and its long-term look at busi-
ness development. Over time, MagmaTB will be better able to identify niche markets 
and can move into product differentiation as new products come on the market.

6 pRoCesses and opeRaTions

6.1 Location, Facilities, and Equipment

The proposed location of the company’s industrial office/bay will be in the vicinity of the 
intersection between Glenmore Trail and Deerfoot Trail. Central to Calgary, and with 
access to the major North, South, East and West routes, it provides the company a good 
geographic location from which to do business all over the city. The central location will 
reduce transportation time for the crews and increase time at the job site as a result. The 
surrounding businesses will not matter to us. However, due to image and safety we would 
prefer a location in a building that is well maintained and has good physical security.

Our business will require that a relatively large number of 45 gallon drums be deliv-
ered on a monthly basis. The location needs to have good loading and unloading access 
for this type of activity. In addition, the facility will need to possess a safe and secure 
indoor storage space for the drums of product. There is an immediate need for the shop 
to accommodate 6–10 days of product. The shop also must accommodate the spray foam 
truck and an area for equipment storage, maintenance, and cleaning. As the number 
of jobs per month increases the company will need to add another spray foam truck. 
This additional unit and associated business volume will require an additional indoor 
parking space and some additional product/equipment storage. If an appropriate shop 
space can be found for two vehicles (at a reasonable price) from the outset then it may 
behoove the company to lease that space and avoid the future costs of moving.

Our company’s spray foam insulation will be applied at site using a mobile applica-
tion unit; some man-hours will be required at a shop for cleaning and maintenance. All 
work will be performed internally with the exception of legal and accounting.

Location and Type of Facility
•	 A trailer or box truck equipped with the necessary components is required for 

application of the product.
•	 There are at least three major manufacturers and five distributors for both chem-

ical and application equipment in Alberta.
•	 Industrial lease with two offices up front and a bay in back.
•	 Bay with enough room to park truck and trailer inside without separating, or 

room for one box-truck.
•	 Room in the shop to safely store chemical inventory and spray equipment.
•	 Room to clean and maintain equipment.
•	 Located by the intersection of Glenmore Trail and Deerfoot Trail.
•	 One bay with offices will accommodate one spray trailer. When second trailer is 

purchased, a second bay will be needed. That can be done by finding a larger 
space at the time we need it, or by leasing a large enough shop at the outset.
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Type of Transportation
•	 Trailer with room for generator, ‘sprayer’, air compressor/dryer and hoses.
•	 Room inside for onsite cleaning and maintenance.
•	 Room for all required first aid equipment.
•	 Roof mounted HVAC unit.
•	 Room inside for safe storage of 4 x 45 gallon drums of chemical.
•	 Truck with ability to pull trailer safely.

6.2 Labour Requirements and Structure

Labour
•	 Three person crew per spray foam truck.
•	 Staff will be required to cross-train at each position so that any person can 

 perform any job.
•	 Retention of staff and promotion from within will be a goal of the company.
•	 Commission paid for work brought in.
•	 Bonus paid for safety and productivity.
•	 Bonus for neatness and completeness.
•	 Bonuses will be divided evenly among the team.
•	 The crew team will report to the VP Operations.

Communication
•	 One land phone line for the office.
•	 Internet connection for the office.
•	 One cellphone for each crew.

6.3 Environmental and Economic Impact

Our company will adhere to a high standard of environmental responsibility. It is the 
company’s aim to reduce the carbon footprint of each home we insulate so we must 
act responsibly and be stewards of the environment to set the tone of the organization.

MSDS data needs to be available at all times in all places where chemicals are 
stored and applied. All provincial and federal first-aid and environmental regulations 
need to be followed and chemical transportation and storage must meet or exceed 
all provincial and federal regulations. We will also seek ISO 14001 and/or ISO 9001 
certification.

All of our waste chemical and solvents will be disposed of in a manner that is 
in accordance with the federal and provincial regulations. Ideally, we would like 
to see the chemicals be reprocessed and or recycled. The company will participate 
in a barrel recycling program to reduce the amount of waste associated with used  
45 gallon drums.

Environmental Considerations
•	 MSDS data needs to be available at all times in all places where chemicals are 

stored and applied.
•	 All provincial and federal first-aid and environmental regulations need to be followed.
•	 Chemical transportation and storage must meet or exceed all provincial and fed-

eral regulations.
•	 Company will apply for ISO 14001 and/or ISO 9001 as soon as possible.
•	 TDG placards if required.
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7 managemenT and owneRship

7.1 Management

Our company will have a very strong management team with great diversity in their 
skill sets. Furthermore, our company will have management that has a vested interest in 
the company’s success. Each of the management team will have a minimum of $40,000 
invested in the company. The management team is as follows:

President and
CEO Tony
Ruggieri

VP
Marketing and
Sales Lynette

Lefsrud

VP
Finance

Darren Riley

VP Operations
Gordon Lynch

7.2 Advisory Board

Our company has chosen not to have a board of directors. However, it has chosen to 
have an advisory board made up of the following individuals:

Randy Smith
William

Engineering

Kevin
Griffith City
of Calgary

Donna
Moore CHBA

Calgary

Irwin Hersy
Morrison
Homes

MAGMA
TB
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7.3 Ownership

The company will be issuing 1,000 shares divided as follows:

% Shares

Lynette Lefsrud

Gordon Lynch

Darren Riley

Tony Ruggieri

Windsor Brunello

16%

16%

16%

16%

36%

7.4 Professional Support Resources

Support
Resources

Mechanic 

Advisor
Leo Donlevy

Architect
Neoteric

Architecture

Engineer
Williams

Engineering

Accounting
Sean Ablett

Lawyer Art
Szabo
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8 adminisTRaTion, oRganizaTion, and peRsonnel

8.1 Organizational Chart

President &
CEO

VP
Marketing &

Sales

VP
Finance

Salesperson Bookkeeper

VP Operations

Spray Crew

8.2 Administrative Procedures and Controls

Our administrative systems, procedures, and controls will all be performed by the direc-
tors of the company with the assistance of a professional accountant during tax filings 
and lawyers as required. The day-to-day accounting will be done in Excel and then 
transferred to an accounting program when required for tax filing. A hard copy ledger 
shall also be kept up to date by the officers of the company with ultimate responsibility 
of the ledger’s completeness with the VP Finance.

Internal spending shall be tracked by online account activities being referenced 
against all receipts and then totalled. Expenses shall be broken down into sections. 
Jobs shall have expenses tracked to them including millage, consumables, and product 
used. Overhead and other non job-specific expenses shall be broken out into main 
categories and tracked in order to make future cost reduction opportunities easy to 
identify.

Accounts receivables shall be tracked very closely. No work will be performed for a 
client that has not paid after 60 days. A 2% discount incentive may be offered to clients 
that pay in the first 15 days.

8.3 Staffing and Training

Our team of directors has a diverse skill set and they work together as a high perfor-
mance team. Their skills are very complementary and the work experience that they 
have covers a wide range of industries. Managing money, people, operations, marketing, 
sales, contracts and strategy are all skills possessed by the team members.
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We will be employing a crew of three to run the spray foam truck. The individuals 
will need to undergo an extensive training session lasting 40 hours. There will be very 
marginal productivity during the training. Cost for product applications training will 
be 40 hours/employee plus the instructor costs. Most likely, we will bring in a third 
party trainer and pay their expenses and training fee. In addition, we will require our 
employees to take a two day first aid course—standard first aid.

Over time, we will aim to promote our employees from within and provide them 
with the necessary pay and benefits to want to stay with the company. In addition, we will 
keep looking for talented individuals that we can add to the team at the time a second 
rig is purchased.

Our estimated time to productivity is going to be approximately one week for the 
first crew. After they are all hired, applications training will be provided. After com-
pleting the applications training it is estimated that the crew will be able to complete a 
job on their own. However, it is understood that the first few jobs will take longer than 
the subsequent ones.

Our philosophy for the rig crew is that each individual will all be able to perform 
each of the different jobs. The “cross training” philosophy is advantageous for four 
main reasons:

•	 No one feels like they have the most valuable skill set.
•	 Everyone is responsible for the overall quality and neatness of all aspects of a job.
•	 If a team member is missing a crew can still function with two members or with a 

temporary labourer.
•	 Bonus is shared equally amongst the team—this instills much better team spirit 

and cooperation.

In order to keep the lines of communication open between the rig crew and the 
others in the company a weekly meeting will be held so that the entire group can 
be together and discuss business. At that meeting the following main topics will be 
addressed:

•	 Safety performance and issues.
•	 Efficiency improving ideas (review of old ones and introduction of new ones).
•	 Operations—discuss upcoming work and strategy for executing.
•	 Sales and Marketing—discuss sales and marketing strategy and effectiveness.

8.4 Management Control Systems

Our management strategy involves providing support for people to do their job. The 
company will hire good people with strong work ethic that will perform their best each 
day. It will be the company’s role to support those efforts and provide them the tools 
that they need. It will also be the company’s responsibility to watch out for itself by 
bringing to light poor quality work or unproductive behaviour. It will foster an environ-
ment where it is fine to coach each other and provide support to one another. Since 
financial remuneration will be team based, it is expected that the team members will 
provide the necessary checks and balances within the team structure. In addition, when 
hiring for a crew, the existing crew members will have a say in the process.

The company’s directors will be busy working two jobs and as a result there is going 
to be a need for efficiency and clear communication within the company. Each member 
is talented and able to perform numerous tasks—this will be advantageous for the com-
pany as directors can lend a hand to one another; many hands make light work.
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9 milesTones and sCheduling

The schedule as listed below has been provided as a guideline for the initial setup 
of business operations. Key areas of focus and mandatory building blocks have been 
included on this schedule along with critical completion dates and estimated time to 
completion.

10 CRiTiCal Risk and ConTingenCies

MagmaTB is facing a few critical risks that could negatively impact the business.

1. Risk—If the Alberta Building Code legislation that increases the R-value of insula-
tion in buildings and homes is not passed to match the National Building Codes 
of Canada legislation in the fall of 2013, then the rapid growth and acceptance 
of closed and open cell polyurethane insulation will not take hold in Alberta as it 
has/will in the rest of the country. This lack of change in the legislation will mean 
that Alberta companies can continue to use lower R-value insulation and will not 
need to make the switch.

Contingency—MagmaTB will start slowly in case the legislation is not passed. 
It is expected that Alberta will pass the legislation and the government has stated 
publicly that “Alberta will adopt technical changes in the national codes without 
further review” (Alberta Municipal Affairs, 2012). However, by starting slow and not 
leveraging the company on borrowed funds, MagmaTB will do work as it comes in 
keeping costs down and borrowing costs to a minimum thus reducing risk.

2. Risk—If the partnership dissolves between the people involved in the project this 
will negatively impact the business. The business plan is based on not only the 
four partners moving forward with the business but also based on the skills that 
each partner brings to the table.

Contingency—Before moving forward with the company a complete legal agree-
ment must be drawn outlining the involvement of each partner, legal requirements, 
financial requirements, and time requirements. This legal agreement will also out-
line what happens when one or more partners want to leave the company or if other 
partners want to buy into the venture in later years.

Week 1 Week 2 Week 3 Week 4 Week 5 Week 6 Week 7 Week 8 Week 9 Week 10 Week 11 Week 12
LEGAL

Draft shareholders agreement
Incorporate organization

Create contracts and proposal documentation

FINANCING & CAPITAL EXPENDITURES
Obtain shareholder investment

Secure bank LOC
Procure spray application truck

Determine location/facities for operation and
execute lease agreement

MARKETING AND SALES
Develop estimating system/protocols

Determine marketing plan
Implement merketing plan

OPERATIONS
Vote on an advisory committee

Hire installation staff
Train installation staff

Commence operations

January February March
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3. Risk—There are numerous other possible risks that the business may incur such 
as a fire in the warehouse, a vehicle accident with employees or partners, a fire 
in a home that is being sprayed, a lack of material available to complete the 
job, deliver failures and so on. This list of risks is extensive and although each is 
remote, they are possible.

Contingency—Ensure the company and the company directors/partners have 
insurance protecting it from loss associated with any number of business hazards. 
Working with an accountant, a lawyer, and an insurance broker, MagmaTB will have 
the proper level of insurance for these business risks.

11 finanCial daTa and pRojeCTions

The capital financing plan for the operation includes both equity and debt financing. 
An equal split arrangement has been assumed in the financial analysis and an initial 
investment of $250,000 is required by the shareholders. Subsequent to incorporation 
an Operating Line of Credit (LOC) must be established with a total limit of $250,000. 
Within the first quarter of operations $125,000 must be utilized to fund the growth and 
development of the business. In the second year of operation the remaining $125,000 
will be required to continue growth and maintain positive cash flows. For the initial 
five year period any positive net income will be reinvested in the company to facilitate 
growth and development of the company within the market.

Sales projections for the first year are based upon completion of four homes 
per month commencing in the second quarter of operations. The estimated selling 
price is $3.00 per board foot, with average installations based on 3,200 board feet per 
house. Cumulatively this estimate accounts for monthly sales revenues of $38,400. 
The sales projections of 36 installations in the first year of operations is believed 
to be extremely conservative based upon initial market research and as such the 
break-even point may be reduced significantly from the expected break-even point 
at 2.5 years.

The polyurethane insulation industry is in a period of rapid growth and thus sales 
for MagmaTB are anticipated to follow this trend. Growth is expected to be 100% in 
the second year of operation, followed by 300% growth in 2015, 100% growth in 2016, 
and a 50% sales growth in 2017.

11.1 Capital Expenditures

The first capital expenditure required is the purchase of a spray foam truck which 
contains all of the equipment required to apply SPF, an inventory capacity of up to 
four containers of chemicals, and the tools required for the product application. Also 
required at start-up is an inventory of product. The product start-up costs amounts to 
$40,000 and this represents 20 sets of product application containers. Furthermore it is 
expected this inventory amount will be the minimum on hand inventory and as product 
is consumed its replacement product will be reordered; the cost for such replacement 
has been carried in the cost of goods sold on company financial data.

Provided the sales growth forecast meets or exceeds the financial plan for the busi-
ness, an additional spray foam truck will be required in the third year of operations. 
Similarly, in order to continue matching supply with expected demand a third spray 
foam truck would be required in the fourth year of operations.
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2013 2014 2015 2016 2017

Current ratio 0.46 0.41 0.64 1.04 1.47

Quick Ratio 0.29 0.20 0.21 0.50 0.82

Debt to Equity (solvency) 0.997 1.667 3.170 5.013 6.377

Sales Growth (YOY) 100% 300% 100% 50%

Return on Investment (ROI) −53% −21% −35% 151% 71%

Liquidity 135,516 −246,409 −281,422 51,190 741,846

Current	Ratio	=	Current	Assets/	Current	Liabilities

Quick	Ratio	=	Liquid	Assets/Liabilities

Debt	to	Equity	=	Liabilities	/	Equity

Sales	growth	=	(Future	Sales	–	Year	end	sales)/(Year	end	sales)	*	100%

ROI	–	(Equity	+	Dividends	paid)	/	Initial	Investment	*	100%

11.2 Compensation

A sales and marketing representative would be hired at start-up to develop awareness of 
company and secure sales commencing in second quarter of operations. Base compen-
sation on an annual basis for this employee is estimated at $75,000 with an estimated 
commission of 10% of sales (in the early years—this may change over time).

Compensation for the ownership group and executives will initially amount to a 
total of $18,000 in 2013. This salary will be progressively increased up to $180,000 by the 
fifth year of operation. As noted above, dividends will not be provided in the first five 
years of the operation since excess cash and returns must be reinvested in the company 
to facilitate growth.

Direct labour will comprise of a crew which are assigned to one spray foam truck. 
This crew is a three-person team with a blended rate of pay $22.00 per hour plus ben-
efits of 10%. Total hourly compensation is budgeted at $24.20 per hour.

11.3 Operating Expenses

For the first year operating expenses have been set at $27,675 per quarter. This includes 
marketing and advertising costs, vehicle costs (fuel and parking), rent for facility, tele-
phone charges, utilities, insurance, professional fees (legal and accounting), and an 
allowance for unforeseen expenses. A detailed breakdown of these costs is listed in the 
pro forma cash flow statement.

Operating expenses are the sum of fixed expenses (less wages and salaries) as listed 
in the cash flow statement.

11.4 Cash Flow Assumptions

Initial project sales that are sold within the first quarter of operations and are anticipated 
to be completed in the first month of operations (i.e., four months after inception) and 
as such revenue and profit recognition will occur at that time. Throughout the five-year 
period as analyzed, a backlog of one month of sales has been assumed and inventory 
replacement will occur on a monthly basis post application of the polyurethane product.
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Payments due to MagmaTB will be paid within 45 days of installation which is typical 
within the construction industry. Accounts Payables will be paid within 30 days.

11.5 Income Statement

Taxes have been calculated at 17% for the first four years based upon the recognition 
that net income for this period will not exceed $500,000. This tax rate is in accordance 
with the CRA tax regulations in place for small businesses with net incomes less than 
$500,000. In the fifth year of operations the net income for the organization will exceed 
the $500,000 threshold and as such the tax rate has been increased to 38%.

The Line of Credit (LOC) interest lending rate utilized in the financial calculations 
is 5% (current prime lending rate + 2%).

Depreciation of the spray foam truck is calculated at 30% annually since it is classi-
fied as a class 10 CCA asset.
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A
ABC method a system of classifying items in inventory by 
relative value 322

acceptance sampling the use of a random, 
representative portion to determine the acceptability of an 
entire lot 328

accounting statements see financial statements  
346

accounts payable (trade credit) outstanding credit 
payable to suppliers 351

accounts receivable the amount of credit extended to 
customers that is currently outstanding 350

accrual-basis accounting an accounting method of 
recording profits when earned and expenses when incurred, 
whether or not the profits have been received in cash or the 
expenses paid 355

accrued expenses operating expenses that have been 
incurred but not paid 352

advertising the impersonal presentation of a business idea 
through mass media 178

advisory council a group that functions like a board of 
directors but acts only in an advisory capacity 274

agency power the ability of any one partner to legally 
bind the other partners 267

agency relationship an arrangement in which one party 
represents another party in dealing with a third party 281

agents and brokers intermediaries that do not take title 
to the goods they distribute 173

area developers individuals or firms that agree to 
open up a certain number of franchises within a specific 
geographic area and time period 80

articles of association the document that establishes  
a corporation’s existence 268

artisan entrepreneur a person with primarily  
technical skills and little business knowledge who starts  
a business 15

asset-based loan a line of credit secured by working 
capital assets 405

asset-based valuation approach determination of  
the value of a business by estimating the value of its 
assets 101

assorting bringing together homogeneous lines of goods 
into a heterogeneous assortment 173

attractive small firm a small firm that provides 
substantial profits to its owner 14

attributes product or service parameters that can be 
counted as being present or absent 329

auction sites web-based businesses offering participants 
the ability to list products for bidding 307

average pricing an approach in which total cost for a 
given period is divided by quantity sold in that period to set 
a price 156

B
balance sheet a financial report that shows a firm’s assets, 
liabilities, and owners’ equity at a specific point in time 349
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banner ads advertisements that appear across a web 
page, most often as moving rectangular strips 185

benchmarking the process of studying the products, 
services, and practices of other firms, and using the insights 
gained to improve quality internally 327

benefit variables specific characteristics that distinguish 
market segments according to the benefits sought by 
customers 145

Bills of Exchange Act a federal law that sets out the 
requirements for negotiable financial instruments such as 
cheques and promissory notes 282

board of directors the governing body of a corporation, 
elected by the shareholders 272

bottleneck any point in the operations process where 
limited capacity reduces the production capability of an entire 
chain of activities 339

brand a verbal and/or symbolic means of identifying  
a product 152

break-even point sales volume at which total sales 
revenue equals total costs 157

breaking bulk an intermediary process that makes large 
quantities of product available in smaller amounts 173

bricks-and-mortar location the traditional physical 
store or location from which businesses have historically 
operated 288

budget a document that expresses future plans in monetary 
terms 236

business angel private individuals who invest in others’ 
entrepreneurial ventures 406

business brokers specialized brokers who bring together 
buyers and sellers of businesses 97

business-format franchising an agreement whereby 
the franchisee obtains an entire marketing system and 
ongoing guidance from the franchisor 79

business incubator a facility that provides shared 
space, services, and management assistance to new 
businesses 293

business plan a document that sets out the basic 
idea underlying a business and related start-up 
considerations 112

business policies basic statements that serve as guides for 
managerial decision making 236

business-to-business (B2B) model a business model 
based on selling to business customers electronically 305

business-to-consumer (B2C) model a business model 
based on selling to business customers electronically 305

C
cafeteria plans (or flexible benefits 
programs) plans that allow staff to choose their benefits 
within a set budget 250

Canada Small Business Financing Program 
(CSBFP) a federal government program that provides 
financing to small businesses through private lenders, for 
which the federal government guarantees repayment 410

Canadian Human Rights Act federal legislation that 
prohibits discrimination against people and guarantees basic 
human rights 279

Canadian Intellectual Property Office 
(CIPO) responsible for the administration and processing of 
intellectual property (ideas, designs, creativity) 279

capital gains and losses gains and losses incurred 
from sales of property that are not a part of the firm’s regular 
business operations 277

capitalization rate a figure, determined by the riskiness 
of current earnings and the expected growth rate of future 
earnings, that is used to assess the earnings-based value of  
a business 102

cash-basis accounting an accounting method of 
recording profits when cash is received and recording 
expenses when they are paid 355

cash budget a listing of cash receipts and cash 
disbursements, usually for a relatively short time period, such 
as a week or a month 373

cash flow-based valuation approach determination 
of the value of a business by comparing the expected and 
required rates of return on the investment 102

cash flow statement a financial report showing a firm’s 
sources of cash as well as its uses of cash 355

channel of distribution a system of intermediaries that 
distribute a product 172

chattel mortgage a loan for which equipment or other 
movable property serve as collateral 397

common carriers transportation intermediaries available 
for hire to the general public 176

common stock stock shares that represent ownership in  
a corporation 353

Competition Act federal antitrust legislation designed to 
maintain a competitive economy 277

competitive advantage a benefit that exists when a firm 
has a product or service that is seen by its target market as 
better than those of competitors 35

confidentiality agreement a document used to ensure 
investors keep information confidential 116

constraint the most restrictive of bottlenecks, determining 
the capacity of the entire system 339

consumer-to-consumer (C2C) model a business 
model usually set up around Internet auction sites that allow 
individuals and companies to list items available for sale to 
potential bidders 307

content-based model a business model in which a 
website provides information (content) that attracts visitors, 
usually with the hope of generating revenue through 
advertising or by directing that traffic to other websites 309
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contract carriers transportation intermediaries that 
contract with individual shippers 176

contract employees independent contractors hired for 
fixed periods of time or for specific projects 252

contracts agreements that are legally enforceable 280

control chart a graphic illustration of the limits used in 
statistical process control 328

copyright the exclusive right of a creator to reproduce, 
publish, perform, display, or sell his or her own work 279

core competencies capabilities that provide a firm with a 
competitive edge and reflect its personality 35 

corporate refugee a person who leaves big business to 
go into business for themselves 18

corporation a business organization that exists as a legal 
entity and provides limited liability to its owners 268

cost of goods sold the cost of producing or acquiring 
goods or services to be sold by a firm 346

cost-based commitment commitment based on the 
belief that the opportunity for gain from joining a business is 
too great to pass up 57

cost-based strategy a plan of action that requires a firm 
to hold down its costs so that it can compete by charging 
lower prices and still make a profit 38

credit an agreement between a buyer and seller 
that provides for a delayed payment for a product or 
service 155

crowdfunding the process of raising very small 
investments from a large number of investors via the 
Internet 414

current assets (working capital) assets that can be 
converted into cash relatively quickly 350

current debt (short-term liabilities) borrowed money 
that must be repaid within 12 months 351

current ratio a measure of a company’s relative 
liquidity, determined by dividing current assets by current 
liabilities 358

customer profile a description of potential customers in  
a target market 145

cycle counting a system of counting different segments of 
the physical inventory at different times during the year 325

D
daywork a compensation system based on increments of 
time 247

debt financing provided by creditors 351

debt ratio a measure of what percentage of a firm’s assets 
is financed by debt, determined by dividing total debt by total 
assets 360

demographic variables specific characteristics that 
describe customers and their purchasing power 145

depreciable assets assets whose value declines, or 
depreciates, over time 351

depreciation expense the cost of a firm’s building and 
equipment, allocated over the asset’s useful life 348

desire-based commitment commitment based on a 
belief in the purpose of a business and a desire to contribute 
to it 57

differentiation-based strategy a plan of action 
designed to provide a product or service with unique 
attributes that are valued by consumers 38

direct channel a distribution channel without 
intermediaries 173

disclosure document a detailed statement of information 
such as the franchisor’s finances, experience, size, and 
involvement in litigation 90

distribution physically moving products and establishing 
intermediary channels to support such movement 172

dividend a distribution of a firm’s profits to the 
owners 349

dual distribution a distribution system that involves more 
than one channel 173

due diligence the exercise of reasonable care in the 
evaluation of a business opportunity 97

E
earned media media where consumers create or share 
the business’ media such as keyword searches on search 
engines, posting video to YouTube and consumer ratings or 
reviews 180

earnings-based valuation approach determination 
of the value of a business based on its potential future 
earnings 102

e-commerce the buying and selling of products or services 
over the Internet 302

economic order quantity an index that determines the 
quantity to purchase in order to minimize total inventory 
costs 322

electronic Customer Relationship Marketing 
(eCRM) an electronically based system that helps 
a company handle its customer relationships more 
effectively 303

email promotion advertising delivered by means of 
electronic mail 186

employee ownership a method by which a firm is sold 
either in part or in total to its employees 436

employee stock ownership plans (ESOPs) plans that 
give employees a share of ownership in the business 250

Employment Insurance (EI) benefits paid to workers 
who become unemployed provided they meet certain 
requirements, such as having been employed for a minimum 
number of weeks 254
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flexible benefits programs see cafeteria plans  
250

flexible pricing strategy a marketing approach that 
offers different prices to reflect differences in customer 
demand 163

follow-the-leader pricing strategy a marketing 
approach that uses a particular competitor as a model in 
setting prices 161

founder (or nascent entrepreneur) an entrepreneur who 
brings a new firm into existence 13

franchise the privileges in a franchise contract 78

franchise contract the legal agreement between 
franchisor and franchisee 78

franchising a business model revolving around a two-party 
legal agreement, whereby the franchisee conducts business 
according to terms specified by the franchisor 78

franchisor the party in a franchise contract who specifies 
the methods to be followed and the terms to be met by the 
other party 78

free cash flow operating profits plus depreciation less 
cash taxes and less the investments required to grow the 
firm 438

freedom of information and privacy legislation  
protects individuals from having their personal information 
collected and used by businesses and other organizations for 
any purpose to which the individual objects 278

free-flow pattern a flexible retail store layout that 
is visually appealing and gives customers freedom of 
movement 297

Free Trade Agreement (FTA) an accord that eases trade 
restrictions between Canada and the United States 211

fringe benefits supplements to compensation, designed to 
be attractive and beneficial to employees 250

G
gazelle see high-potential venture 14

General Agreement on Tariffs and Trade (GATT)  
an international agreement that aims to reduce tariffs and 
other trade barriers among countries 212

general environment the broad environment with its 
multiple factors that affect most businesses in a society 33

general partner a partner in a limited partnership who 
has unlimited personal liability 268

general-purpose equipment machines that serve many 
functions in the production process 299

geographic variables defining a market by its location, 
size, or extent 145

grid pattern a block-like retail store layout that provides 
for good merchandise exposure and simplifies security and 
cleaning 297

gross profits sales less the cost of goods sold 346

employment standards codes provincial legislation 
regulating working conditions, minimum wages, and other 
work-related issues 279

empowerment increasing employees’ authority to take 
action on their own or make decisions 228

entrepreneur a person who launches, builds, and/
or operates a new or an existing business, to create value 
while assuming both the risk and the reward for his or her 
efforts 5

entrepreneurial opportunity an economically attractive 
and timely opportunity that creates value 4

entrepreneurial team two or more people who work 
together as entrepreneurs on one endeavour 15

equipment loan an installment loan from a seller of 
machinery used by a business 405

executive summary a section of the business plan that 
conveys a clear and concise overall picture of the proposed 
venture 129

F
factoring obtaining cash by selling account receivable to 
another firm 405

family a group of people bound by a shared history and a 
commitment to share a future together, while supporting the 
development and well-being of individual members 50

family business a company that two or more 
members of the same family own or operate together or in 
succession 50

family business constitution a statement of principles 
intended to guide a family firm through times of crisis and 
change 66

family council an organized group of family members 
who gather periodically to discuss family-related business 
issues 66

family retreat a gathering of family members, usually at  
a remote location, to discuss family business matters 65

financial acquisition a purchase in which the value of 
the business is based on the stand-alone cash-generating 
potential of the firm being acquired 435

financial leverage the impact (positive or negative) of 
financing with debt rather than with equity 361

financial plan a section of the business plan that provides 
an account of the new firm’s financial needs and sources of 
financing as well as a projection of its revenues, costs, and 
profits 130

financial statements (accounting statements)  
reports of a firm’s financial performance and resources, 
including an income statement, a balance sheet, and a 
statement of cash flows 346

fixed assets physical assets that will be used in the 
business for more than one year, such as equipment, 
buildings, and land 351
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job specification a list of knowledge, skills, abilities, or 
other characteristics needed by a job applicant to perform a 
specific job 242

just-in-time inventory system a method of reducing 
inventory carrying costs by making or buying what is needed 
just as it is needed 323

L
lean manufacturing an approach that emphasizes 
efficiency through elimination of waste in a company’s 
operations 336

legal entity a business organization that is recognized by 
the law as having a separate legal existence 268

letter of credit an agreement to honour a demand for 
payment under certain conditions 219

leveraged buyout (LBO) a purchase heavily financed 
with debt, where the potential cash flow of the target company 
is expected to be sufficient to meet debt repayments 435

licensing legal arrangement allowing another manufacturer 
to use the property of the licenser in return for royalties 216

lifestyle business a microbusiness that permits the owner 
to follow a desired pattern of living 14

limited partner a partner in a limited partnership who 
is not active in its management and has limited personal 
liability 268

limited partnership a partnership with at least one 
general partner and one or more limited partners 268

line of credit a short-term loan 369

linkage a type of advertising agreement in which one firm 
pays another to include a click-on link on its site 186

liquidation-value approach determination of the value 
of a business based on the money available if the firm were 
to liquidate its assets 101

liquidity the degree to which a firm has working capital 
available to meet maturing debt obligations 358

loan covenants bank-imposed restrictions on a borrower 
that enhance the chances of timely repayment 404

logistics see physical distribution 172

long-range plan (strategic plan) a firm’s overall plan 
for the future 235

long-term debt loans from banks or other sources with 
repayment terms of more than 12 months 352

long-term notes agreements to repay cash amounts 
borrowed from banks or other lending sources, plus interest, 
for periods longer than 12 months 353

M
make-or-buy decision a firm’s choice between 
producing and purchasing component parts for its 
products 331

H
harassment policies policies that ensure all employees 
are treated equitably 257

harvesting the exit process used by entrepreneurs and 
investors to unlock the value of a business 431

headhunter a search firm that locates qualified candidates 
for executive positions 240

high-potential venture (or gazelle)  a small firm that 
has great prospects for growth 14

hijacked media using social media to oppose a business’ 
advertising campaign or other actions 181

home-based business a business that maintains its 
primary facility in the residence of its owner 300

I
income statement (or profit and loss statement) a 
financial report showing the amount of profits or losses from 
a firm’s operations over a given period of time 346

indirect channel a distribution channel with one or more 
intermediaries 173

Industrial Designs Act federal legislation that protects 
the original shape, pattern, or ornamentation applied to a 
manufactured article 280

industry environment the combined forces that directly 
affect a given firm and all of its relevant competitors 33

information-based model a business model in which 
the website provides information but not the ability to buy  
or sell products and services 308

initial public offering (IPO) the issuance of stock that is 
to be traded in public financial markets 413

inspection an examination of a product to determine 
whether it meets quality standards 327

institutional advertising the presentation of information 
about a particular firm, designed to enhance the firm’s 
image 180

intangible resources organizational resources that are 
invisible and difficult to quantify 35

interest expense the cost of borrowed money 347

inventory a firm’s raw materials and products held in 
anticipation of eventual sale 351

ISO 9000 a generic set of requirements for implementing  
a quality management system 329

J
job description a written summary of duties required by  
a specific job 241

job shops a type of manufacturing operation in which 
short production runs are used to produce small quantities of 
unique items 320
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N
need-based commitment commitment based on an 
individual’s self-doubt and belief that he or she lacks career 
options outside the current business 57

negotiable instruments credit documents that 
are transferable from one party to another in place of 
money 281

net profits earnings that may be distributed to the owners 
or reinvested in the company 348

networking the process of developing and engaging in 
mutually beneficial business relationships 429

new benefit ideas start-up ideas to provide customers 
with an improved product 30

new market ideas start-up ideas centred around 
providing customers with an existing product or service not 
available in their market 29

new technology ideas start-up ideas involving new 
or relatively new technology, centred around providing 
customers with a new product or service 29

niche marketing choosing market segments not 
adequately serviced by competitors 42

non-disclosure agreement an agreement in which 
the buyer promises the seller that he or she will not reveal 
confidential information or violate the seller’s trust 99

normalized earnings earnings that have been adjusted 
for unusual items, such as fire damage, income from an 
insurance claim, or unusual expenses 102

North American Free Trade Agreement 
(NAFTA) an accord that eases trade restrictions among 
Canada, the United States, and Mexico 212

O
obligation-based commitment commitment that results 
from a sense of duty or expectation 57

occupational health and safety acts provincial 
legislation that regulates health and safety in the workplace to 
ensure safe workplaces and work practices 279

Ontario Environmental Protection Act provincial 
legislation that establishes procedures, standards, and liability 
to ensure environmental protection 279

operating expenses costs related to marketing and 
selling a firm’s product or service, general and administrative 
expenses, and depreciation 346

operating plan a section of the business plan that offers 
information on how a product will be produced or a service 
provided, including descriptions of the firm’s facilities, labour, 
raw materials, and processing requirements 130

operating profit margin a measure of how well a firm is 
controlling its cost of goods sold and operating expenses relative 
to sales, determined by dividing operating profits by sales 359

management buyout (MBO) leveraged buyout 
that includes the firm’s top management as significant 
shareholders in the acquired firm 435

management functions the activities of planning, 
leading, organizing, and controlling 234

management plan a section of the business plan that 
describes a new firm’s organizational structure and the 
backgrounds of its key players 130

management team managers and other key persons 
who give a company its general direction 232

market a group of customers or potential customers who 
have purchasing power and unsatisfied needs 143

market analysis an evaluation process that encompasses 
market segmentation, marketing research, and sales 
forecasting 142

market-based valuation approach determination 
of the value of a business based on the sale prices of 
comparable firms 102

marketing mix the combination of product, pricing, 
promotion, and distribution activities 142

marketing plan a section of the business plan that 
describes the user benefits of the product or service 130

marketing research the gathering, processing, reporting, 
and interpreting of market information 122

market segmentation the division of a market into 
several smaller groups with similar needs or buying 
behaviour 40

master franchise a firm or individual that purchases the 
rights to a franchise brand and then acts as a sales agent 
with the responsibility for finding new franchisees within that 
specified territory 80

master franchisor a firm or individual that purchases the 
rights to sell franchises within a certain geographic area 79

mentoring guiding and supporting the work and development 
of a new or less-experienced organization member 67

merchant middlemen intermediaries that take title to the 
goods they distribute 173

microbusiness a small firm that provides minimal profits 
to its owner 14

mission statement a concise written description of a 
firm’s philosophy 129

modified-book-value approach determination of 
the value of a business by adjusting book value to reflect 
differences between the historical cost and the current value 
of the assets 101

mortgage a long-term loan to purchase a building or 
land 353

multiple-unit ownership a situation in which a franchisee 
owns more than one franchise from the same company 80

multisegmentation strategy a strategy that recognizes 
different preferences of individual market segments and 
develops a unique marketing mix for each 40
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Personal Information Privacy and Electronic 
Documents Act supports and promotes electronic 
commerce by protecting personal information that is 
collected, used, or disclosed by providing for the use of 
electronic means to communicate or record information or 
transactions 278

personal selling a sales presentation delivered in a one-
on-one manner 194

physical distribution (logistics) the activities involved 
in the physical movement of products 172

physical inventory system a method that provides for 
periodic counting of items in inventory 325

piggyback franchising the operation of a retail 
franchise within the physical facilities of another business 80

pivot to refocus or recreate a start-up if the initial concept 
turns out to be flawed 29

poka-yoke a proactive approach to quality management 
that seeks to mistake-proof a firm’s operations 328

pop-up ads advertisements that burst open on computer 
screens 185

pre-emptive right the right of shareholders to buy new 
shares in the corporation before they are offered to the 
public 269

prestige pricing setting a high price to convey an image 
of high quality or uniqueness 161

price a specification of what a seller requires in exchange 
for transferring ownership or use of a product or service 155

price-lining strategy a marketing approach that sets a 
range of several distinct merchandise price levels 164

price-quality grid a grid that displays the relative positions 
of competitive products and the value they deliver 164

primary data new market information that is gathered by 
the firm conducting the research 123

prime rate the interest rate charged by a commercial 
lender on loans to its most creditworthy customers 400

private carriers shippers that own their means of 
transport 176

private placement the sale of a firm’s capital stock to 
selected individuals 413

procedures specific methods followed in business 
activities 236

process layout a factory design that groups similar 
machines together 296

product a total bundle of satisfaction—including a service, 
a good, or both—offered to consumers in an exchange 
transaction 149

product advertising the presentation of a business idea 
designed to make potential customers aware of a specific 
product or service and their need for it 180

product and trade name franchising a franchise 
relationship granting the right to use a widely recognized 
product or name 78

operating profits earnings after operating expenses but 
before interest and taxes are paid 346

operations the processes used to create and deliver a 
product or service 318

operations management the planning and control 
of the operations process that includes turning inputs into 
outputs 318

opportunistic entrepreneur a person with both 
sophisticated managerial skills and technical knowledge who 
starts a business 15

ordinary income income earned in the ordinary course of 
business, including any salary 277

organizational capabilities the integration of several 
organizational resources that are deployed together to the 
firm’s advantage 35

organizational culture patterns of behaviours and 
beliefs that characterize a specific firm 56

organizational resources basic inputs that a firm uses 
to conduct its business 34

other assets intangible assets, such as patents, copyrights, 
and goodwill 351

outsourcing purchasing products or services that are 
outside the firm’s area of competitive advantage 331

owned media a business’ own controlled channels such 
as catalogues, websites, e-mail broadcasts, Facebook pages, 
and retail stores 180

owners’ equity  owners’ financial investments in a 
company, including profits retained in the firm 353

P
paid media television, radio, newspaper, magazine, 
and other media where a business may place a paid 
advertisement 180

partnership a legal entity based on the voluntary 
association of two or more persons to carry on, as 
co-owners, a business for profit 265

partnership agreement a document that states explicitly 
the rights and duties of partners 266

patent the registered, exclusive rights of an inventor to 
make, use, or sell an invention 279

Patent Act federal legislation that gives a patent holder 
the exclusive right to construct, sell, manufacture, and use a 
patented invention for 20 years 280

penetration pricing strategy a marketing approach 
that sets lower than normal prices to hasten market 
acceptance of a product or service, or to increase market 
share 161

percentage-of-sales technique method of forecasting 
asset investments and financing requirements 367

perpetual inventory system a method for keeping a 
running record of inventory 325
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quality the features of a product or service that enable it  
to satisfy customers’ needs 325

R
real estate mortgage a long-term loan with real 
property held as collateral 398

reengineering a fundamental restructuring to improve the 
operations process 336

reliability the extent to which a test is consistent in 
measuring job performance ability 244

repetitive manufacturing manufacturing operations 
designed for long production runs of high-volume, 
standardized products 320

replacement-value approach determination of the 
value of a business based on the cost necessary to replace 
the firm’s assets 101

resources basic inputs that a firm uses to conduct its 
business 35

retained earnings profits not paid out as dividends over 
the life of a business 353

return on assets a measure of a firm’s profitability 
relative to the amount of its assets, determined by dividing 
operating profits by total assets 359

return on equity a measure of the rate of return that 
owners receive on their equity investment, calculated by 
dividing net profits by owners’ equity 361

S
sales promotion an inclusive term for any promotional 
techniques that are neither personal selling nor 
advertising 189

secondary data market information that has been 
previously compiled 122

securities acts provincial legislation that regulates the 
advertisements, issuance, and public sales of securities 278

segmentation variables the parameters used to 
distinguish one form of market behaviour from another 145

self-service layout a type of retail store design that gives 
customers direct access to merchandise 297

serendipity the phenomenon of making desirable 
discoveries by accident 32

serial entrepreneur someone who possesses all the 
characteristics of a entrepreneur but is not tied to one 
business concept 18

service mark a legal term indicating the exclusive right to 
use a brand to identify a service 153

share certificate a document specifying the number of 
shares owned by a shareholder 269

short-range plans plans that govern a firm’s operations 
for one year or less 235

product item the lowest common denominator in a 
product mix—the individual item 148

product layout a factory design that arranges machines 
according to their roles in the production process 296

product line the sum of related individual product items 148

product mix the collection of a firm’s total product lines 148

product mix consistency the similarity of product lines 
in a product mix 148

product strategy the way the product component of the 
marketing mix is used to achieve a firm’s objectives 148

productivity the efficiency with which inputs are 
transformed into outputs 335

products and/or services plan a section of the 
business plan that describes the product and/or service to 
be provided and explains the merits of the product and/or 
service 129

professional manager a manager who uses systematic, 
analytical methods of management 233

profit and loss statement see income statement

profit margins profits as a percentage of sales 349

profits before taxes (or taxable profits) earnings 
after operating expenses and interest expenses but before 
taxes 347

profit-sharing plans a percentage of profits is distributed 
to employees 248

pro forma financial statements financial reports 
(financial statements: cash flow forecast, balance sheet, 
and income statement) that project a firm’s financial 
condition 130

project manufacturing manufacturing operations used to 
create unique but similar products 320

promotion marketing communications that inform and 
persuade consumers 172

promotional mix a blend of selling, advertising, and 
promotional tools aimed at a target market 177

prospecting a systematic process of continually looking for 
new customers 194

prospectus a marketing document used to solicit investors’ 
monies 116

psychographic variables variables related to how 
people think and behave 145

publicity information about a firm and its products or 
services that appears as a news item, free of charge 193

purchase-order financing obtaining cash from a lender 
who, for a fee, advances the amount of the borrower’s cost of 
goods sold for a specific customer order 406

Q
quality circle a group of employees who meet regularly to 
discuss quality-related problems 327
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strategy a plan of action that coordinates resources 
and commitments of an organization to achieve superior 
performance 37

sustainable competitive advantage an established, 
value-creating industry position that is likely to endure over 
time 39

synchronous management an approach that 
recognizes the interdependence of assets and activities 
and manages them to optimize the entire firm’s 
performance 339

T
tangible resources organizational resources that are 
visible and easy to measure 35

taxable profits see profits before taxes 347

term loan money loaned for a five- to 10-year term, 
corresponding to the length of time the investment will bring 
in profits 397

total asset turnover a measure of how efficiently a firm 
is using its assets to generate sales, calculated by dividing 
sales by total assets 360

total cost the sum of cost of goods sold, selling expenses, 
and overhead costs 155

total fixed costs costs that remain constant as the quantity 
produced or sold varies 156

total quality management (TQM) an all-
encompassing management approach to providing high-
quality products and services 325

total variable costs costs that vary with the quantity 
produced or sold 156

trade credit see accounts payable 351

trademark an identifying feature used to distinguish a 
manufacturer’s product 153

Trade-Marks Act federal legislation that regulates 
trademarks and provides for their registration 279

transaction-based model a business model in which the 
website provides a mechanism for buying or selling products 
or services 309

transfer of ownership passing ownership of a family 
business to the next generation 70

U
unlimited liability liability on the part of an owner that 
extends beyond the owner’s investment in the business 264

V
validity the extent to which a test assesses true job 
performance ability 244

short-term liabilities see current debt 351

short-term notes agreements to repay cash amounts 
borrowed from banks or other lending sources usually within 
12 months or less 352 

single-segmentation strategy a strategy that 
recognizes the existence of several distinct market segments 
but focuses on only the most profitable segment 41

skimming price strategy a marketing approach that 
sets very high prices for a limited period before reducing 
them to more competitive levels 161

small business a business with growth potential that 
is small compared to large companies in an industry, 
is financed by only a few individuals, and has a small 
management team 6

small business marketing those business activities that 
identify a target market; determine that market’s potential; 
and prepare, communicate, and deliver a bundle of 
satisfaction to that market 142

social entrepreneurship entrepreneurial activity whose 
goal is to find innovative solutions to social needs, problems, 
and opportunities 18

sold media inviting other marketers to place content on a 
business’ website or creation of online communities of users 
offering advertising space for sale to its members 181

sole proprietorship a business owned and operated by 
one person 264

special-purpose equipment machines designed to 
serve specialized functions in the production process 299

spontaneous debt financing short-term debt, such as 
accounts payable, that automatically increase in proportion to 
a firm’s sales 368

stages in succession phases in the process of transferring 
leadership of a family business from parent to child 68

standard operating procedure an established method 
of conducting a business activity 236

start-up a new business venture created “from 
scratch” 28

statistical inventory control a method of controlling 
inventory that uses a targeted service level, allowing statistical 
determination of the appropriate amount of inventory to 
carry 322

Statute of Frauds legislation enacted to prevent fraudulent 
lawsuits without proper evidence of a contract 281

strategic acquisition a purchase in which the value 
of the business is based on both the firm’s stand-alone 
characteristics and the synergies that the buyer thinks can be 
created 435

strategic alliance an organizational relationship 
that links two independent business entities in a common 
endeavour 333

strategic decision a decision regarding the direction a 
firm will take in relating to its customers and competitors 43
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what the market will bear a high-price strategy 
sometimes used in situations where no or little competition 
exists 164

workers’ compensation acts provincial legislation 
that provides employer-supported insurance for workers who 
become ill or are injured in the course of employment 279

working capital see current assets 350

work team employee team managing a task without direct 
supervision 230

World Trade Organization (WTO) an international 
organization that administers GATT and works to lower tariffs 
and trade barriers worldwide 212

Z
zoning ordinances local laws regulating land use 302

variable pricing strategy a marketing approach  
that sets more than one price for a good or service  
in order to offer price concessions to certain 
customers 163

variables measured parameters that fall on a continuum, 
such as weight or length 329

venture capitalists an investment group that commits 
money to new business ventures 406

W
warranty a promise that a product will perform at a 
certain level or meet certain standards 153

Web sponsorship a type of advertising in which a firm 
pays another organization for the right to be part of that 
organization’s web page 186
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Advisory councils, 230, 274–275,  
504, 521

Affiliate programs (associate  
programs), 310

Age, entrepreneurship and, 16–17, 
449–451

Agency power, 267
Agency relationships, 281, 521
Agents and brokers, 173, 521
Agility, 267
Aiello, Angela, 465–466
Air Canada, 230
Alberta

key small business statistics, 8
tax rates, 290

Alexander, Shaindy, 31
Allewell, Paxton, 465–466
Allied Capital, 469–470
All Nations Stamp and Coin, 289
Allowable Business Investment Loss 

(ABIL), 277
Amit, Raphael, 11
Andersen Company, 479–480
Anderson, Blake, 337
Angel networks, 395, 406, 408–409
Angel One, 409
Application forms, 242
Arby’s, 80
Arctic Spas, 216
Area developers, 80, 521
Argentina, 208
Articles of association, 268–269, 521
Artisan entrepreneurs, 15, 521
ArtistShare, 413

A
ABC inventory method, 322–324, 521
ABIL (Allowable Business Investment 

Loss), 277
Abony, Lorne, 20, 420–421
Acceptance sampling, 328, 521
Accidental discoveries, 30, 32
Accountants, 230
Accounting statements. See Financial 

statements
Accounts payable (trade credit), 351, 

376, 404–405, 521
Accounts receivable, 350–351,  

376, 521
Accrual-basis accounting, 355, 521
Accrued expenses, 352, 521
Achievers Inc., 42
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235, 525
Long-term debt, 352–353, 525
Long-term notes, 352–353, 525
Loss leaders, 163
Love Child Organics, 141
Love Jules Leather, 309
Love money, 393, 395–396
Love Sandal, 144
Lululemon, 6, 126
Lutke, Tobias, 306
Lydon, Daniel, 205

Kelleher, Kris, 483
Kelly Services, 241
Kelsch, Leo, 302
Kemp family, 61
Kenney, Jason, 18
Kentucky Fried Chicken, 78
Kenworthy, Bruce, 62–63
Kenworthy, David, 62–63
Kickstarter.com, 118, 415
King, Dan, 432
Kitchen Stuff Plus, 321
Knight, Antoinette, 111
Koh, William and David, 62
Koss, Michael, 216
Koss Corporation, 216
Kushell, Edward, 81
Kwik-Copy Printing, 79

L
Labelling, 153
Labour unions, 255
La fourmi bionique, 384–385
Laframboise, George, 205
Lapointe, Jean-Francois, 287
Laughing Belly Productions, 301
Lavallee, Hugo, 421
Lawyers, 230
Lay-offs, 253–254
LBOs (leveraged buyouts), 435, 

 440–441, 525
LCBO (Liquor Control Board of 

Ontario), 452–453
Leadership

building enthusiasm, 228, 230
of external team, 230
personal involvement and influence 

of entrepreneur, 228
Leadership succession process, 67–71

available family talent, 67–68
planning, 432–434
reluctant parents and ambitious 

 children, 69–70
stages in, 68–69
tips for, 71
transfer of ownership, 70–71

Lean manufacturing, 336–339, 525
benefits of, 338–339
reducing or eliminating waste, 338
workforce and, 338

Leasehold improvements, 294
Leases

negotiating, 294–295
terminology, 294

Le Chateau, 385
Lee, Joy, 476
Legal entities, 264

social media, 181, 189
source of employees, 239–240
web-based (cloud) computing, 33, 

334–335
web sponsorship, 186, 530

Internet Corporation for Assigned 
Names and Numbers (ICANN), 
187

Interviews of job applicants, 242–243
Interview surveys, 126
Inventory

as current assets, 351
defined, 351, 525

Inventory management and operations, 
320–325

cost control, 322–324
objectives of, 321–322
record-keeping systems, 324–325

Inventory records, 376
IPOs. See Initial public offerings
IRAP (Industrial Research Assistance 

Program), 411, 427–428
Iridian Spectral Technologies Ltd., 

204–206
Irving, P. Gregory, 57
Irving Oil, 51
ISO (International Organization for 

Standardization), 329
ISO 9000 series of standards, 329, 

525
iYellow Wine Club, 465–466

J
Jackson, Laura, 394
Jantz, Ashley, 476–477
Japan, 211, 217
Java Coast Fine Coffees, 88
Job descriptions, 241–242, 525
Job Instruction Training system, 246
Jobs, Steve, 13
Job shops, 320, 525
Job specifications, 242, 525
Johnson, Spencer, 117
Just-in-time inventory system, 323–324, 

525

K
Kaboodle, 193
Kalinsky, Michael, 62–63
Kanban, 323
Kane, James, 18
Kayak.com, 186
Keg Restaurant, 79
Keilburger, Craig, 19
Keilburger, Marc, 19
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Minnetonka, 43
Mission statements, 129–130,  

490, 526
Mister Transmission, 79
Mitec Telecom Inc., 333–334
Modified-book-value valuation 

approach, 101, 526
Mompreneurs, 14
Mood Media Corp., 20, 420–421
Moon, Jim, 479–480
Moonworks, 479–480
Mortgages, 353, 397–398, 526
Mothers Against Drunk Drivers 

(MADD), 27
Motor Vehicle Safety Act, 278
Mountain Crest Liquors Inc., 153, 162
Mountain Equipment Co-op, 44
Mullin, Jennifer, 474–475
Multiple-unit ownership, 80, 526
Multisegmentation strategy, 40–41, 526
Muzak Holdings, 20, 422

N
NAFTA (North American Free Trade 

Agreement), 526
Naisbitt, John, 42
Napieraj, Roman, 462
Napier Enterprises, 462–463
Naprawa, Michael, 433–434
Nascent entrepreneurs (founders),  

13, 524
National Ballet of Canada, 151
National Research Council (NRC),  

411, 427
NDAs (non-disclosure agreements),  

99, 254, 526
Need-based commitment, 57–58, 526
Negotiable instruments, 281–282, 526
Net profits, 348, 526
Net rent (base rent), 294
NetSuite, 329
Networking, 195, 429, 526
New benefit ideas, 30, 526
New Brunswick

key small business statistics, 8
tax rates, 290

Newfoundland and Labrador
key small business statistics, 8
tax rates, 290

New market ideas, 29, 526
Newport Partners, 436
Newspaper advertising, 179–180, 182
New technology ideas, 29, 526
Newton, Jack, 335
New venture teams, characteristics of, 

231–232

Market-based valuation approach, 
102, 526

Marketer-initiated contacts, 195
Marketing, 142–165

competitive analysis, 146–147
defined, 142, 529
estimating market potential,  

143–145
market analysis, 145–146
philosophies of, 142–143

Marketing mix, 146, 148–165
defined, 142, 526
distribution strategies, 172–177
pricing strategies, 155–165
product strategies, 148–154
promotional strategies, 177–199

Marketing plans, 130, 526
See also Marketing

Marketing research, 126, 462–463, 
526

See also Research for  
business plans

Marketing strategy, 500–502
Markets, defined, 143, 526
Market segmentation, 40–42, 526

defined, 40
multisegmentation strategy, 40–41
segmentation variables, 145
single-segmentation strategy, 41–42

Markup pricing, 160–161
Maslechko, Linda, 5
Mason, Colin, 119
Master franchises, 80, 526
Master franchisors, 79–80, 526
Maternity leave, 254
MBOs (management buyouts),  

435, 526
McCain Foods, 51
McDonald’s, 78, 80–81, 84, 152
McFarland, Greg, 292
McIntyre Jackson, Carolyne, 111
McLeod, Mark, 334–335
McNally, Ed, 152
Media Information Network, 184
Meggy, Robert, 227
Mentoring, 67, 526
Mentor O & O, Inc., 211
Merchant middlemen, 173, 526
Me to We, 19
Mexico, 208
Meyers Norris Penny LLP, 433
Microbusinesses, 14, 526
Microsoft Dynamics GP, 322
Migicovsky, Eric, 118
Milstone, Joe, 262–263
Minhas, Manjit, 153, 162
Minhas, Ravinder, 153, 162
Minhas Craft Brewery, 162

M
MacDonald, Rod, 467
MacDonald, Scott, 467–468
MacMillan, Ian, 39
MADD (Mothers Against Drunk 

Drivers), 27
MADD Virgin Drinks, 26–27
Mad Rock Marine Solutions Inc., 36
Magazine advertising, 179–180, 183
Mail Boxes Etc. (The UPS Store), 89–90
Mail-in refunds, 192
Mail surveys, 126
Make-or-buy decisions, 331, 525
Malott, Jeff, 454, 456–457
Management buyouts (MBOs), 435, 526
Management consultants, 428
Management functions

compensation and incentives, 
247–251

contract employees, 252–253
defined, 234, 526
effective communication, 237–238
formalizing employer-employee 

 relationships, 255–256
founders as managers, 233–234
labour unions, 255
lay-offs and terminations, 253–254
leadership, 228, 230
maternity and parental leave, 254
need for human resource managers, 

256–257
personnel recruitment, 238–244
planning, 234–237
protecting employee rights, 257
training and development, 244–247
underperforming employees, 255
See also Exit strategies; Facilities 

planning; Financial statements; 
Financing sources; Legal entities; 
Location planning and selection; 
Operations management and 
control systems

Management plans, 130, 526
Management teams, 132, 232, 248, 

526
Managing for Growth; Enabling Sus-

tainable Success in Canadian 
SMEs (Queen’s School of Busi-
ness), 422–424, 433

Mandel, Jeffrey, 333
Manitoba

key small business statistics, 8
tax rates, 290

Manufacturing equipment, 299
Marble Slab, 79
Market analysis, 142, 145–146,  

494–497, 526
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taxes, 276
termination of, 267–268

Pass-up method, 195
Patent Act, 279–280, 527
Patents, 279–280, 527
Paterson, Rob, 431
PayPal, 309
Pay-per-click (PPC; search engine mar-

keting), 188
Payroll records, 376
PCL (Poole Construction Ltd.), 433
PCW (Pacific Coast Wasabi), 337
Pearl Seaproducts Inc., 40
Pebble, 118, 415
Pedlar, Brian, 333
Pelley, Dean, 36
PEMD-A (Program for Export Market 

Development-Associations), 411
Penetration pricing strategy, 161, 527
Percentage-of-sales technique,  

367, 527
Performance testing, 244
Periwinkle Bears, 301
Perpetual inventory system, 325, 527
Perry, John, 301
Personal Advisory Groups (PAGs), 66
Personal experience, as source of ideas 

for start-ups, 30–31
Personal Information Privacy and  

Electronic Documents Act,  
278, 527

Personal referrals, 194
Personal savings, as source of 

financing, 393–395
Personal selling

compensation programs for sales-
people, 197

cost control in, 196
customer goodwill, 196–197
defined, 194, 527
marketing versus, 194
product knowledge, 194
relationship selling, 196–197
sales presentations, 194–196

Personnel recruitment
attracting applicants to small firms, 

238–239
evaluation and selection, 242–244
importance of people, 238
job descriptions, 241–242
sources of employees, 239–241

PESTEL (political, economic, social, 
technological, environmental, and 
legal) analysis, 114

Petco Animal Supplies, 20
Peterson, Mona Rae, 5
Petopia.com, 20
Petro-Canada, 192

inventory management and  
operations, 320–325

operations, defined, 318, 527
operations management, defined, 

318, 527
operations process, 318–320
productivity improvement, 335–339
purchasing policies and practices, 

330–334
quality management, 325–330

Operations process, 318–320
manufacturing versus service  

operations, 318–319
nature of, 318–319
planning and scheduling, 320
types of manufacturing operations, 

319–320
Opportunistic entrepreneurs, 15, 527
Ordinary income, 277, 527
Organic Express, 426
Organizational capabilities, 35, 527
Organizational culture, 527

defined, 56
of family businesses, 56–59

Organizational resources, 34–35, 527
Orientation for new personnel, 245
Other assets, 351, 527
Ott, Robert, 144
Outdoor advertising, 183
Outside-in (external) analysis, 32–34

of general environment, 33–34
of industry environment, 33–34
integrating internal analysis with, 

36–37
Outsourcing, 331–332, 527
Overwaitea, 141
Owned media, 180, 527
Owners’ equity, 351, 353–354, 527
Oxford Learning Centre, 79

P
Pacific Coastal Airlines, 43
Pacific Coast Wasabi (PCW), 337
Packaging, 153
Pagazani, Donald and Maria, 44
PAGs (Personal Advisory Groups), 66
Paid media, 180, 527
Palmer, Amanda, 476–477
Parental leave, 254
Parker, Sue and Russ, 126
Partnership agreements, 266, 527
Partnerships, 264–268, 271, 481–484

defined, 265, 527
limited, 268
qualifications of partners, 265–266
rights and duties of partners, 

266–267

Niche markets, 42–44
defined, 42, 526
maintaining potential, 43–44
selecting, 42–43

Noise Solutions Inc., 467–468
Non-disclosure agreements (NDAs),  

99, 254, 526
Noorani, Nick, 403
Normalized earnings, 102, 526
North American Free Trade Agreement 

(NAFTA), 212, 526
Northwest Territories, key small business 

statistics, 8
Nova Scotia

key small business statistics, 8
tax rates, 290

NRC (National Research Council),  
411, 427

Numi Tea, 474–475
Nunavut, key small business statistics, 8
Nurse Next Door, 76–77

O
Obligation-based commitment,  

57–58, 526
Observational research, 125
Occupational health and safety acts, 

279, 526
Odd-numbered pricing, 163
Offering memorandums (prospectuses), 

116, 528
Office equipment, 300
Olympia & York, 51
Online advertising, 179–180, 183–189

banner ads, 185
corporate and e-commerce websites, 

186–189
email promotion, 186
linkages, 186
pop-up ads, 185–186
web sponsorship, 186

Online newsletters, 189
Online press releases, 189
Online surveys, 126
Ontario

key small business statistics, 8
tax rates, 290

Ontario Business Practices Act, 278
Ontario Environmental Protection Act, 

279, 526
Operating expenses, 346, 510, 526
Operating plans, 130, 526
Operating profit margin, 359–360, 526
Operating profits, 346–347, 527
Operations management and control 

systems
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Profit and loss statements (income 
 statements), 99–100, 346–349, 
511, 525

Profit magazine, 32, 124
Profit margins, 349, 528
Profits before taxes (taxable profits), 

347, 528
Profit-sharing plans, 248, 528
Pro forma financial statements, 130, 528
Program for Export Market Development-

Associations (PEMD-A), 411
Project manufacturing, 320, 528
PROMO! Award, 190
Promotional mix

budget, 178
defined, 177, 528
geographical nature of market, 177
product characteristics, 178
target customers, 177

Promotional spending, 197–199
allocating percentage of sales, 198
determining what it takes to do job, 

198
spending as much as competition, 

198
spending whatever is left over, 198

Promotional strategies, 460–461
advertising, 178–189
communication process, 177–178
personal selling, 194–197
promotion, defined, 172, 528
promotional spending, 197–199
sales promotion, 189–194

Proof of competence stage of leadership 
succession, 69

Prospecting techniques, 194–195, 528
Prospectuses (offering memorandums), 

116, 528
Provincial Sales Tax (PST), 376
PR Web, 189
Psychographic variables, 145, 528
Public employment offices, 240
Publicity, 193, 528
Purchase-order financing, 406, 528
Purchasing policies and practices, 

330–334
importance of purchasing, 330–332
information systems, 334
relationships with suppliers, 333
strategic alliances, 333

Purchasing power, 144
Purposeful exploration, 32

Q
QR (quick response) codes, 33
Quality circles, 327, 528

prestige pricing, 161–162
price-lining strategy, 164
price-quality grids, 164–165
pricing systems, 157–161
setting prices, 155
skimming strategy, 161
unit pricing strategy, 163
variable pricing strategy, 163
what the market will bear, 164

Primary data and research, 123–126
defined, 120, 123, 527
focus groups, 125–126
observational methods, 125
questioning methods, 126
test marketing, 126

Prime rate, 400–401, 527
Prince Edward Island

key small business statistics, 8
tax rates, 290

Private carriers, 176, 527
Private employment agencies, 240
Private equity investors, 406–408

business angels, 406
venture capitalists, 406–408

Private equity placement,  
440–441

Private placement, 413, 527
Procedures, defined, 236, 527
Process layouts, 296, 527
Procter & Gamble, 43
Product advertising, 180, 527
Product and trade name franchising, 

78, 527
Production-orientated marketing, 

142–143
Product items, 148, 528
Productivity improvement, 335–339

lean manufacturing, 336–339
productivity, defined, 335–336,  

528
reengineering, 336

Product layouts, 296, 528
Product lines, 149

defined, 148, 528
product relationship to existing, 151

Product mix, 148–149, 528
consistency, 148, 528

Product quality, 326
Products, defined, 149, 527
Products and/or services plans,  

129–130, 528
Product strategies, 148–154

business analysis, 150–152
defined, 148, 528
options for, 150
service marketing versus, 148–149
total product offering, 152–154

Professional managers, 528

Pet Valu, 79
Philanthropy, 229
Physical distribution (logistics)

challenges in getting, 177
defined, 172, 527
scope of, 176–177

Physical examinations, 244
Physical inventory system, 325, 527
Piggyback franchising, 80, 527
Pinel, Joel, 131
Pinkerton, Ross, 352
Pinterest, 185, 311
Pippalily baby slings, 14
Pivoting, 29, 527
Planning, 234–237. See Business plans; 

Global marketing; Marketing
employee participation in, 236–237
goal setting, 236
kinds of plans, 235–236
making time for, 236
need for formal, 235

PledgeMusic, 413
Point of Sales (POS) system, 321
Poka-yoke, 328, 527
Poland, 208
Political, economic, social, techno-

logical, environmental, and legal 
(PESTEL) analysis, 114

Political/legal trends, 33
Poole Construction Ltd. (PCL), 433
Poole family, 433
Pop-up ads, 185–186, 527
Porter, Michael, 34, 43
POS (Point of Sales) system, 321
Powerhouse International Inc., 429
PPC (pay-per-click; search engine 

 marketing), 188
Pre-business involvement stage of 

 leadership succession, 68
Predictable Futures–The Family Business 

Centre, 432
Pre-emptive right, 269, 527
Prestige Dance Academy, 472–473
Prestige pricing, 161–162, 527
Price-lining strategy, 164, 527
Price-quality grids, 164–165, 527
Prices, defined, 155, 527
PricewaterhouseCoopers, 434
Pricing strategies, 155–165

bundling strategy, 163–164
cost determination for pricing, 

155–157
flexible pricing strategy, 163
follow-the-leader pricing strategy, 

161
loss leaders, 163
odd-numbered pricing, 163
penetration pricing strategy, 161
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Scott Plastics Ltd., 246
Search engine marketing (pay-per-click 

[PPC]), 188
Search engine optimization (SEO), 

187–188
Secondary data and research,  

120, 122–125, 528
Second Cup, 79–80
“Second-stage” entrepreneurs, 14
SECT, 449–450
Securities acts, 278–279, 528
Secutor Capital Management Corp., 63
Segal, Herschel, 385
Segmentation variables

benefit variables, 145
defined, 145, 528
demographic variables, 145
geographic variables, 145
psychographic variables, 145

Self-employed
number of, 4
taxes, 276

Self-service layout, 298, 528
SEMA (Specialty Automotive Equipment 

Industry), 462
SEO (search engine optimization), 

187–188
Serendipity, 32, 528
Serial entrepreneurs, 18, 20, 434, 528
Serruya, Michael and Aaron, 88
Service marketing, 148–149
Service marks, 153, 528
Service quality, 326
Share certificates, 269, 528
Shark Tank (television program), 406
Sharma, Pramodita, 57
Shaw Cable, 51
Sheets, Mary Ellen, 458
Shibuya, Satsuki, 311
SHIFT, 449–450
Shipman, Jordana, 301
Shipman, Marissa, 301
Shipman Associates, Inc., 301
Shopcaster, 306–307
Shopify, 306–308
ShopLocket, 306–307
Shoppers Drug Mart, 27, 141
Shopping.com, 185
Short-range plans, 235–236, 528
Short-term liabilities (current debt), 351, 

523
Short-term notes, 352, 529
Shred-it, 36
Shtern, Yona, 29
Sim, Ken, 77
Simmonds, Paul, 321
Sims, Judy, 307
Single-segmentation strategy, 41–42, 529

Retained earnings, 353, 528
Retention of personnel, 245–246
Return on assets, 359, 528
Return on equity, 361, 528
Rexall, 141
RFID (radio frequency identification) 

tags, 33
Rhubarb Media, 293
Richardson, Melissa, 151
Richardson, Robin, 246
RiNGLEY, 31
Rivalry among existing competitors, 34
Rochor Original Beancurd, 62
Rodgers, Pamela, 464
Rodgers Chevrolet, 464
Rona stores, 333
Roots, 153
Rosen, Ezra, 234–235
Ross, Billy, 197
Royalties, 84, 87
Russia, 208
Rutter Inc., 36

S
Safeway, 193
Sage, 329
Sahlman, William, 117
Saint-Onge, Hubert, 54
Sales forecasts, 159–160
Sales-orientated marketing, 143
Sales presentations, 194–196

making, 196
networking, 195
practising, 195
prospecting techniques, 194–195

Sales promotion
defined, 189–190, 528
loyalty programs, 192
specialty items, 190
trade show exhibits, 190–193
when to use, 192–194

Sales representatives, 217
Sanders, Evan, 217
SAP Business One, 322
Saskatchewan

key small business statistics, 8
tax rates, 290

Save-On Foods, 193
Sawatzky, Ben, 229
Sawatzky, Josh, 229
Schools, universities, and colleges

outside assistance for growth man-
agement, 428

as source of employees, 240
Schweitzer, Deanne, 126
Scott, Ken and Susanne, 60

Quality management, 325–330
customers and, 325–327
international certification for, 329
quality, defined, 325, 528
in service businesses, 329–330
statistical methods of, 328–329
tools and techniques of, 327–328

Quebec
key small business statistics, 8
tax rates, 290

Questionnaires, 126
Quick response (QR) codes, 33
Quinn, Amanda, 394

R
Radio advertising, 179–180, 183
Radio frequency identification (RFID) 

tags, 33
Rahim, Ahmed, 474–475
Rahim, Reem, 474–475
Ramsey, Gordon, 30
Randle, Yvonne, 424
Rayne Longboards, 174–175
Real estate mortgages, 528
Realty taxes, 294
Reengineering, 336, 528
Reengineering the Corporation  

(Hammer and Champy), 336
Reference and background checking, 

243–244
Refusal to deal, 278
Regatta Sport, 316–317
Regional Business News, 123
Relationship selling, 196–197
Reliability, 244, 528
Repayment schedules, 401–403
Repetitive manufacturing, 320, 528
Replacement-value approach, 528
Replacement-value valuation approach, 

101
Reputation, preservation of, 53
Research for business plans, 120–128

identifying informational need, 122
interpreting data, 128
nature of, 122
primary data and research, 120, 

123–126
secondary data and research, 120, 

122–125
Resource availability, 291–292

labour supply, 291–292
raw materials and suppliers, 291
transportation, 292

Resources, defined, 35, 528
Retailing equipment, 299–300
Retail store layouts, 296–298
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Sustainable competitive advantage, 
38–40, 529

Sustainable Produce Urban Delivery 
(SPUD), 426

Sustainalytics, 123
Swensen’s Ice Cream, 88
SWOT (Strengths, Weaknesses, 

 Opportunities, Threats) analysis, 
36–37, 497–498

Synchronous management, 339, 529
SYSPRO, 329
System for Electronic Document Anal-

ysis and Retrieval, 440
Systrom, Kevin, 29

T
Taco Bell, 336
Tal, Benjamin, 16
Tangerine (formerly ING Direct), 38
Tangible resources, 35, 529
Target, 141
TASK Performance, 31
Taxable profits (profits before taxes), 

347, 528
Taxes

contract employees, 252
corporations, 276–277
directors, 274
legal organization, 272
partnerships, 276
provincial tax rates, 290
record keeping, 376–377
self-employed, 276
sole proprietorships, 264, 276
transfer of ownership and, 70

Tax incentives, 411
Taylor, Greg, 171
TDL Corp. Group, 85
Teams

entrepreneurial, 15
external, 230
management, 132, 232, 248
new venture, 231–232
work, 230

Technological trends, 33
Telephone surveys, 126
Television advertising, 179–180, 183
Temporary-help agencies, 241
Terminations, 253–254
Term loans, 397, 529
Test marketing, 126
Textile Labelling Act, 278
Thermo Fisher Scientific, 205
Think Dirty app, 412
ThisNext, 193
Thornhill, Stewart, 11

pre-business involvement stage, 68
proof of competence stage, 69

Standard operating procedures,  
236, 529

Staples Advantage Canada, 27
Starbucks, 35
Stark, Matthew, 119
Startup Canada, 32
Start-up ideas, 28–37

inside-out analysis of, 34–35
integrating internal and external 

analyses of, 36–37
new benefit ideas, 30
new market ideas, 29
new technology ideas, 29
outside-in analysis of, 32–34
sources of, 30–32

Start-ups
defined, 28, 529
motivations for creating, 28
pivoting, 29

Start-Up Visa program, 17–18
Startup Weekends, 17
State-controlled trading companies, 

218
Statistical inventory control, 322, 529
Statistics Canada, 123–124, 198, 214
Statute of Frauds, 281, 529
Steam Whistle, 170–171
Steier, Lloyd, 429–430
Stein, Lisa D., 439
Steinberg’s, 51
Stellarton Energy, 467
Steverlynck, Ruth, 434
Stewart, Craig and Lori, 303–304
Stock sales, 413
Strategic (long-range) plans,  

235, 525
Strategic acquisition, 435, 529
Strategic alliances, 333, 529
Strategic decisions, 43, 529
Strategies, 37, 529

See also names of specific kinds of 
strategies

Strengths, Weaknesses, Opportunities, 
Threats (SWOT) analysis, 36–37, 
497–498

StyleChic, 193
Subway, 78
Succession planning,  

432–434
Suleman, Razor, 42
Sullivan, Jean, 125
Sunbelt, 433
Sunkist, 54
Survey Monkey, 126
Surveys, 126
Survival Systems Limited, 213

See also Niche marketing
Sirmon, David, 53
Site availability, 292–293
Site costs, 293–294
Skimming price strategy, 161, 529
Small businesses

defined, 6, 529
economic impact of, 6–7
importance of, 6–7
number employed by, 6, 9
number of, 6, 8
number of business locations, 9
technology and, 13

Smart Start Meals, 60
SME Benchmarking Tool, 198
Smith, David, 52
Smith, John, 454–457
Smith, Meika, 52
Smith, Ryan, 236–237
Smith family, 39
Smithson, Abi, 144
Smitty’s Li’l Haulers, 454–457
Sobeys, 27
Social entrepreneurs, 18–19
Social entrepreneurship, 529
Social media marketing, 189
Social networks, 3, 53, 181
Sociocultural trends, 33
Sold media, 181, 529
Sole proprietorships, 264–265, 271, 

276, 529
Sologig.com, 306
Sorber, Brig, 458
Sorber, Jon, 458
Sound Design, 32
Soup Company, 125
South Africa, 208
South Korea, 208
Spa at Home, 42–43
Special-purpose equipment,  

299, 529
Specialty Automotive Equipment 

Industry (SEMA), 462
Spinelli, Stephen, 20
Spontaneous debt financing, 368, 529
Spooner, Carole, 433
Spragins, Ellyn, 238
Spruceland Millworks, 229–230
SPUD (Sustainable Produce Urban 

Delivery), 426
Square, 334
Square feet/square metres, 294
Stages in succession

declaration of succession stage, 69
defined, 68, 529
education and personal development 

stage, 68–69
formal start in business stage, 69
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